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Subject SA6 
 
 

CMP Upgrade 2017/18 
 
  

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 2017 study material to 
make it suitable for study for the 2018 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 2017/18 Student 
Brochure for more details. 

 
 
This CMP Upgrade contains: 
 
 brief details of the changes to the Syllabus objectives and Core Reading. 
 
 Brief details of the changes to the ActEd Course Notes, Series X Assignments 

and Question and Answer Bank for the 2018 exams. 
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1 Changes to the Syllabus objectives and Core Reading  

1.1 Syllabus objectives  

There are no changes to Syllabus objectives. 
 
 

1.2 Core Reading 

Chapter 1, section 1.5 
 
The paragraph on relevant TAS documents now reads: 
 
Although they only apply to actuaries working in the UK, or for UK regulated 
entities, the Financial Reporting Council’s Technical Actuarial Standards TAS 
100 (formerly TAS R, TAS D, plus TAS M) are covered in the CA subjects, 
particularly CA2.  This is because, despite the restricted applicability, the content 
forms a good foundation for all actuarial work. 
 
Chapter 1, section 3.2 
 
The details regarding the Risk Conference papers from 2011 have been deleted from 
section 3.2 (recommended reading), and the following recommended reading from the 
2016 conference has been added: 
 
2016 Risk and Investment Conference.  Institute and Faculty of Actuaries, 
2016 
 

Gilts vs. swaps – what’s going down? 
Paul Fulcher 
 
Meeting the investment challenges of Solvency II 
Andrew Dickson, Russell Baird 
 
New developments in economics and the impact on investment, risk and 
pensions 
Oliver Bettis 
 
Embracing illiquidity 
Simon Partridge, Luke Dixon 
 
Risk and investment management 
Simon Richards, Martijn de Vree 
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Two papers have been updated with information on how to access them.  These are: 
 
Seeking diversification through efficient portfolio construction using cash-based 
and derivative instruments.  Jones, M.W.  British Actuarial Journal (2014) 19(2): 
468-498  http://dx.doi.org/10.1017/S1357321713000366 
 
Liquidity: essence, risk, institutions, markets and regulation.  Liquidity Working 
Party – Keating, C.; Hatchett, J.; Smith, A. D.; Walton, J.; Zhao, T.  British 
Actuarial Journal (2016) 21(1): 5-74. http://dx.doi.org/10.1017/S1357321715000100 
 
 
Chapter 1, section 4.0 
 
This section has been updated and now reads: 
 
Other guidance relating to other actuarial stakeholders is also included on the 
Institute and Faculty of Actuaries website. 
 
Technical Actuarial Standards  
 
TAS 100 (formerly TAS D – Data, TAS M – Modelling plus TAS R – Reporting)  
 
Actuarial Profession Standards 
 
APS D1 — Investment related business activities for APFs 
 
 
Chapter 3, section 1.1 
 
The last paragraph of this section now reads: 
 
For individual investors, from April 2016, the first £1,000 of savings interest (£500 
for higher rate tax payers) and the first £5,000 (£2,000 from April 2018) of 
dividend income is taxed at 0%. 
 
Savings interest above this level is also taxed at 0% if the individual’s taxable 
income (including savings income) is less than £17,500 for 2017/18. 
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Chapter 3, section 2.5 
 
The corporation tax changes have been added to this section: 
 
Investment trusts pay corporation tax at a rate of 20% on investment income.  
Corporation tax rate for all companies was 20% for 2016/17, so all companies 
were subject to the same rate.  The rate reduced to 19% for 2017/18 and is 
planned to be 17% from April 2020.   
 
 
Chapter 3, section 2.6 
 
This section now reads: 
Authorised unit trusts pay corporation tax of 20% on unfranked investment 
income less management expenses.  (This special rate is not so special any more, as 
it is higher than the normal rate of corporation tax for 2017/18!)  Equity dividends 
received are not subject to further corporation tax.  Unit trusts are exempt from 
capital gains tax. 
 
Throughout the chapter, the rate of corporation tax has been changed to 19% for the 
year 2017/18. 
 
 
Chapter 4, section 1.1 
 
Some paragraphs on debt levels have been updated.  they now read as follows: 
 
Gilt-edged securities are the main way in which the UK government meets the 
gap between its financial commitments and its tax revenue.  The value of 
outstanding gilts at 31 March 2017 was £1,530 billion, increasing from £1,460 
billion a year earlier (see background reference “Debt Management Office” at the 
end of this chapter). 
 
and 
 
The net issuance has continued to be relatively low.  For 2014/15 and 2015/16 
sales were around £125 billion, redemptions around £65 billion and so the net 
debt issuance was around £60 billion.  For 2016/17 sales rose to around 
£150 billion, redemptions around £70 billion and so the net debt issuance was 
around £80 billion. The plan for 2017/18 is: sales £115 billion, redemptions £80 
billion and so a much lower planned net issuance of around £35 billion.  
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Chapter 11 
 
The historical performances and market briefings have been updated.  A replacement 
chapter is attached to the end of this upgrade note. 
 
 
Chapter 14, section 5.4 
 
At the very end of this section, the paragraph on the Myners report has been replaced 
with the following: 
 
In March 2017 the Pensions Regulator issued guidance on investment for 
Defined Benefit schemes aimed at trustees, which is also intended to be of 
interest to employers and advisers.  The guidance contains examples of 
approaches and factors to consider when investing scheme assets to fund 
defined benefits.  The Pensions Regulator expects trustees to have suitably 
documented investment arrangements that are appropriate for their scheme’s 
circumstances, including their level of complexity.  The guidance covers issues 
such as governance, risk capacity, an integrated approach (considering 
employer covenant and funding level), matching assets, growth assets, 
implementation and monitoring.  More detail is covered in Subject SA4 and is 
beyond the scope of this course. 
 
 
Chapter 14, section 6.5 
 
At the very end of this section, the last paragraph (on the Myners review) has been 
replaced with the following: 
 
In July 2016 the Pensions Regulator published a guide to investment governance 
(to be read alongside its Code of Practice 13: Governance and administration of 
occupational defined contribution trust based schemes).  The guidance covers 
issues such as governance, financial and non-financial factors (eg ethical 
investment), designing investment arrangements, including default options, 
strategy and performance monitoring, members changing funds and security of 
assets.  More detail is covered in Subject SA4 and is beyond the scope of this 
course. 

 
 
Chapter 18 
 
There have been a number of small changes to this chapter.  A replacement chapter has 
been added to the end of this upgrade note. 
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Chapter 19, section 4.2 
 
The section on occupational pension schemes has been revised, and now reads: 
 
Occupational pension schemes 
 
Occupational pension schemes are run by an employer on behalf of its 
employees.  They can be of either defined benefit or defined contribution form.  
 
A major attraction is that the employer usually pays for most or all of the 
benefits.  The scheme may also provide benefits other than retirement pensions.  
Minimum standards apply, such as minimum contribution rates for a defined 
contribution scheme and minimum benefits for a defined benefit scheme.  (The 
regime for the alternative national scheme, NEST, is given later in this in 
section.) 
   
 
Chapter 19, section 4.3 
 
The section on ISA restrictions has been updated, and now reads: 
 
Investors can choose to subscribe to a cash ISA, a stocks and shares ISA, or 
both in any one year, consisting of: 
 
 cash: consisting of cash or National Savings or life insurance policies 

(generally with a guaranteed return). 
 
 stocks and shares: consisting of equities, collective investments, 

government securities or corporate bonds or insurance policies  
 
... subject to annual contribution limits within the 2017/2018 tax year of £20,000. 
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Chapter 20, section 2.3 
 
A typo in the core reading has been changed in the description of the swap that is 
required to achieve the goals set in the question.  The swap is now described as follows: 
 

We need to think of a structure that might offer this return.  The most obvious 
would be to invest directly in a property portfolio and add a derivative that has 
negative exposure to the property index.  This might be, for example, a swap 
whereby the property manager: 
 
 pays the total return on the property index 
 
 receives a fixed rate of return. 
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2 Changes to the ActEd Course Notes  

Several chapters have been updated to make the discussion on the economic 
environment up-to-date.  The details of these changes have not been included in this 
upgrade note. 
 
 
Chapter 3, self assessment question 3.3 
 
The solution has been updated and now reads: 
 
The dividend received in each case is: 
 
 200 (1 0.19) 0.5 0.0001 £8,100m ¥ - ¥ ¥ =  

 
This means that the answers are: 
 
(a) £8,100   (ie no further tax) 
 
(b) £8,100   (ie no further tax) 
 
(c) £7,867.50  (ie the investor has to pay 7.5% on the income in excess of the 

£5,000 allowance, which is £232.50) 
 
(d) £7,092.50   (ie has to pay a further £1,007.50 − 32.5% of the dividend in excess 

of £5,000, which means 0.325 £3,100 £1,007.50¥ = , leaving the 

investor with £7,092.50) 
 
 
No other material changes were made to the chapters. 
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3 Changes to the Q&A Bank 

Throughout the Q&A Bank, the solutions have been updated to reflect the current 
market yields and the updated asset returns from Chapter 8 of the Course Notes.  
Students should have a good grasp of current market conditions and be able to apply 
them in an exam situation. 
 
As there have now been some performance measurement and attribution questions in 
the Subject SA6 exam, two performance calculation questions have been added to Q&A 
Bank Part 4.  These are shown as replacement pages at the end of this upgrade note. 
 
 
Q&A Bank Question 7.3 (iii) 
 
The wording of this question has been changed to make it about delta hedging in a more 
generalised fashion.  It now reads: 
 
(iii) Another similar fund from a different insurance company mentions the concept 

of delta hedging equity market risk when appropriate, and it has no lock-in 
period.  Briefly explain the meaning of delta hedging and explain how delta-
hedging with options could be used to hedge market risk. [4] 

 
 
The solution has been generalised, and does not refer to the particular fund in the earlier 
part: 
 
(iii) Delta hedging 
 
Delta hedging involves dynamically hedging an underlying portfolio using options. [1] 
 
The amount of options required is determined by the hedge ratio which is defined as: 
 

 
1

delta


   [1] 

 
where the delta of an option is the rate of change of an option price with respect to the 
underlying asset.  [1] 
 
The delta of an option changes as the underlying asset changes in price.  Hence the 
number of options required for a perfect hedge changes continuously and needs to be 
managed.   [1] 
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The fund could be structured, for example, by buying a portfolio of FTSE100 stocks to 
match the returns on the equity market.   [1] 
 
The fund might then buy put options, using the delta, to hedge the market risk 
dynamically.  Selling call options would also be possible. [1] 
 
Borrowing may be required if insufficient funds are available for the options positions. 
    [½] 
    [Maximum 4] 
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4 Changes to the X Assignments 

Material concerning the current economic climate and current market yields has been 
updated throughout the Assignments.  These are too numerous to list in detail, but relate 
only to the market at the time of writing.  The rates of tax and allowances have also 
been updated. 
 
 
No other major changes have been made to the X Assignments. 
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5 Other tuition services 

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

5.1 Study material 

We offer the following study material in Subject SA6: 

● Mock Exam  

● Additional Mock Pack. 
 
For further details on ActEd’s study materials, please refer to the 2018 Student 
Brochure, which is available from the ActEd website at www.ActEd.co.uk. 
 
 

5.2 Tutorials 

We offer the following tutorials in Subject SA6: 

 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. 
 
 

5.3 Marking 

You can have your attempts at any of our assignments or mock exams marked by 
ActEd.  When marking your scripts, we aim to provide specific advice to improve your 
chances of success in the exam and to return your scripts as quickly as possible. 
 
For further details on ActEd’s marking services, please refer to the 2018 Student 
Brochure, which is available from the ActEd website at www.ActEd.co.uk. 
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5.4 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 SA6@bpp.com. 
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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. 



SA6-11: Historical behaviour of asset classes and investment indices Page 1 
 

The Actuarial Education Company © IFE: 2018 Examinations 

Chapter 11 
 

Historical behaviour of asset classes and 
investment indices 

 
 

Syllabus objectives 
 
(d) Demonstrate knowledge of the investment indices which may be relevant to a 

global investor based in the United Kingdom. 
 
(g) (vi) Describe the main features of the historic behaviour of markets and indices 

and discuss their relationships to each other and to price and earnings 
inflation. 

 
 

0 Introduction 

This chapter outlines the returns that have been achieved in the major world investment 
markets over the recent past and in UK markets over the longer term.  In Subject SA6 
you may be faced with the prospect of replying to a trustee who claims that “overseas 
investment has not added value to my pension fund”.   For this sort of question, it is 
essential to be able to back up your claims using actual historical performance data, and 
the tables in this chapter allow you to do that.  You should know the recent and the 10-
year average returns in most markets – not to the decimal place, but to a modest level of 
accuracy.  You should also know the “shape” of returns in each market year by year over 
the last 10 years.  For example, you should be aware that the UK equity market rose 
steadily from 2003/4 until 2007.  Since then it has had a rollercoaster ride, dipping and 
then recovering again from 2009 to 2015, reaching record highs in 2017. 
 



Page 2  SA6-11: Historical behaviour of asset classes and investment indices 
 
 

© IFE: 2018 Examinations The Actuarial Education Company 

Students often ask “do I need to know the updated returns to the date of the exam or will 
the returns in these tables suffice?”  The answer is that the returns quoted in the tables 
have always been sufficient to answer past paper questions on this material (which have 
not been common), although if you have more up-to-date knowledge it does not do any 
harm (especially if there is a dramatic change after the core reading is finalised).  You 
should know the recent annual returns for each major market as well as some longer-term 
average returns.  You should also have an idea why the returns turned out as they did, and 
the effect that the market movements have had on the pensions and insurance industry. 
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1 Historical behaviour of markets 

1.1 Introduction 

Data on the historic performance of markets is available via the SA6 Resources 
page on the Institute and Faculty of Actuaries’ website, including the World in 2017 
Report for the major developed and emerging markets published and updated by 
the Economist Intelligence Unit. 
 
Students are expected to use this material to appreciate the key historic 
behaviours of the main asset classes. 
 

 
1.2 International equity market returns 

Since the break-up of the Bretton Woods agreement in the late 1960s increasing 
volatility has been seen in world financial markets.  There was a very sharp equity 
market rally in 1974 followed by significant negative returns in 1975.   Markets 
rallied up to the crash of 1987, when they fell 20% in one day on Black Monday. 
They then grew faster in the 1990s but saw bigger falls during the Internet bubble 
burst of the early 2000s.  They then rallied faster up to 2008 and saw even bigger 
falls in 2008/9. Since then they have rallied even faster. 
 
Table 1 – International equity real total returns (in domestic currency terms) 
 
 
 
Start year–Start 
year 

UK US Japan 
Annualised 

real 
total returns 

Annualised 
real 

total returns 

Annualised 
real 

total returns 

1980–1990 15.9 10.7 18.2 

1990–2000 11.5 14.2 –5.2 

2000–2010 –0.2 –2.3 –4.8 

2010–2017 6.3 10.2 9.3 

 
Copyright © 2017 Elroy Dimson, Paul Marsh and Mike Staunton 
 

Question 11.1  

Which well-known published indices might have been used to assess equity performance 
in each of these regions?  Give one for each market. 
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Looking at the performance of the world markets over each decade, the following 
observations can be made: 
 
 The 1980s were a good time to be invested in most markets. 
 
 The US market had an excellent run during the 1990s, particularly towards the 

end when the tech-stock bubble pushed share prices ahead.   
 
 Japan had a fantastic time during the 1980s.  This in fact was an extension of the 

fantastic time the Japanese market had in earlier decades.  Japan had been a poor 
performing market since then until recently.  The Asian crisis in 1997 added to 
Japan’s woes during this period and the tsunami in 2011 affected the figures yet 
further.  However, the market has really taken off since the end of 2014. 

 
 The awful performances in all markets in the early 2000s and then again in 2008 

have had a significant impact on the longer-term returns.  The start and end dates 
are very important in such comparisons.  Taking slightly different time periods 
might well give us a different picture. 

 
 Performances of equity markets have recovered since 2010 with most markets 

showing reasonable returns.  This has been helped by quantitative easing (in the 
UK, Japan and US, and then recently Eurozone) and low interest rates. 

 
 

1.3 UK asset returns 

Table 2 – UK asset returns 
 
Geometric mean returns over different time periods on the different asset classes 
are given in the table below (December – December) for illustrative purposes. 
 

 1899 – 2016 (% pa) 1991 – 2016 (% pa) 2006 – 2016 (% pa) 

 Nominal Real Nominal Real Nominal Real 

Equities 9.1 5.1 8.3 5.4 5.4 2.5 

Gilts 5.3 1.4 8.2 5.3 7.2 4.3 

ILGs – – 7.7 4.8 7.2 4.3 

Cash 4.7 0.8 4.1 1.3 1.5 –1.3 

Prices 3.8 – 2.7 – 2.8 – 

 
Source: Barclays Bank PLC (used with permission). 
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Points worth observing from the table above are as follows: 
 
 Over most long-term time periods, equities are supposed to produce higher real 

return than the other asset classes.  However, in the last 25 years in certain 
markets, this has not been the case.  

 
 Gilts have produced higher real returns over the last 25 years than over the very 

long term.  This is because markets repeatedly overestimated future inflation 
during the 1980s and 1990s, whereas in previous time periods they tended to 
underestimate it. So gilt yields in the mid 1980s were too high given the 
subsequent fall in inflation.  Gilt returns have also been heavily influenced 
recently by QE. 

 
 Index-linked gilts were only introduced in 1981, so there are no figures for the 

earlier time periods.  Institutional buying has also boosted ILG prices in the last 
15 years, and QE during 2009 to 2011 and then again since 2016 has added to that 
performance. 

 
 

1.4 UK and US markets 

Since the financial crisis of 2008, there have been significant bull markets in the 
equity markets of most major economies, driven by very accommodative 
monetary policy (low interest rates and quantitative easing policies).  In the US, 
the S&P 500 has risen by more than 200% from its lows in 2008 and the NASDAQ 
by around 300%. 
 
The 2000s began with the final stages and then the bursting of the Internet bubble. 
This was followed by a major exogenous shock from the September 11th attack in 
2001 and equities continued in a bear market until 2003/4.  Loose credit and other 
dysfunctional factors contributed to a significant bull market developing from then 
until the crash of 2008.  The global financial crisis saw sub-prime mortgage 
defaults, several high profile banking failures and, ultimately a sovereign debt 
crisis. 
 
In the 1990’s US and UK equity investors enjoyed a long bull run.  This has been 
associated with a number of economic factors which were favourable to equities: 
 
 relatively low and stable inflation 
 
 changes in labour markets which increased flexibility and decreased wage 

pressures 
 
 demographic changes leading to flows of funds towards long-term 

investments.     
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 favourable political climates towards business generally    
 
 economic growth at or above the long-term trend. 
 
 

1.5 Asian equity markets 

Many Asian economies experienced spectacular growth during the 1990s, aided 
by the globalisation of financial and product markets and this was reflected in the 
growth in the value of shares.  However, there was a sharp correction in 1997, due 
largely to currency crises brought on by the very high levels of indebtedness.   
 
During the second half of 1997, Asian markets suffered severe falls.  These started in 
Indonesia, but spread rapidly to other countries in the region.  Severe devaluation of the 
local currencies relative to the US dollar was followed by rapid and substantial falls on 
the regional stock markets.       
 
Japan has suffered from similar problems, with asset price deflation resulting from 
over-investment in the late 1980s and contractionary economic policies.  The 
Nikkei stock market index peaked at almost 39,000 in December 1989 and declined 
to just above 7,600 in April 2003.  After a brief period of recovery it declined again 
to a low of 7,055 in March 2009.  Since the low the market has rallied on the back 
of a more expansionary economic policy with a recent high being just over 20,000 
in April 2015. 
 
 

1.6 Bond market returns 

Table 3 gives returns on representative government bond indices for the UK, USA 
and Japan for one year and ten year periods.  (The figures are from different source 
data, and so do not directly compare to Table 2). 
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Table 3 – Performance of international government bond markets 

 1 Year (2016) 10 Year annualised  
(2006–2016) 

Govt index Hedged 
sterling 

return (%) 

Unhedged 
sterling 

return (%) 

Hedged 
sterling 

return (%) 

Unhedged 
sterling 

return (%) 

UK 10.6 10.6 6.4 6.4 

US 1.0 20.6 4.5 8.9 

Japan 4.7 27.1 4.1 7.5 

 
Copyright 2017 Merrill Lynch Pierce Fenner & Smith Incorporated (MLPF&S) 
 
Financial asset buying by central banks as part of their quantitative easing 
programmes has seen significant reductions in bond yields in recent times.  
 
Government bond yields are very low in most developed countries by historical 
standards. Corporate bond yields have seen knock-on effects from the buying of 
government bonds and, in more recent times, by direct corporate bond buying by 
central banks. 
 
Bonds have delivered reasonable returns over the last 10 years.  This has been due to 
increased demand from institutions for matching purposes, subdued inflation and (more 
recently) the government’s “quantitative easing” programme of buying gilts. 
 
Inflation has been very low in recent years, and there is not a great deal of difference 
between nominal and real returns. 
 
 

1.7 Interest rates 

Since the financial crisis of 2008, there has been a protracted period of very 
accommodative monetary policy in the main developed economies in the world. 
This has seen significant interest rate reductions, bringing rates close to zero in 
some countries and below zero in other countries (eg Denmark).  
 
This is quite unprecedented by historical standards and is raising concerns that it 
is fuelling another big financial bubble. 
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Low interest rates have a number of well-documented effects: 
 
 demand from individuals for first mortgages, mortgage extensions and second 

home mortgages.  These all have the effect of pushing up house prices and causing 
a bubble similar to that experienced in the early 2000s. 

 
 higher leverage in the corporate sector, which leads to lower corporation tax 

receipts for the government, and higher risk for equity investors in the event of a 
downturn.  If the corporate sector debt is fresh debt (rather than replacing equity 
with debt) then the additional borrowing will be spent on assets of some sort, 
pushing up prices and causing a bubble. 

 
 a lower currency level, which causes raw material prices to increase in the 

domestic currency.  This can cause inflation, but can also cause overseas 
investment in “cheap” domestic assets, causing a bubble. 

 
QE can have some similar effects: 
 
 leaving institutions and banks with cash on their balance sheets that they do not 

really want longer term.  This in turn forces them to search for value elsewhere, 
such as equity shares, property and corporate bonds.  This can cause bubbles in 
these alternative asset classes.  

 
 giving commercial banks a lot of freedom to expand their balance sheets and give 

new loans to individuals and companies.  If granted, these new loans will be spent 
on something, pushing prices up and causing a bubble or inflation. 

 
Historically interest rates have experienced protracted periods of low interest 
rates with little volatility and periods of high interest rates with high volatility. 
Historical interest rate data for the last few hundred years is available in the 
Society of Actuaries in Ireland’s financial, economic and investment dataset.  This 
dataset is available through the SA6 Resources page. 
 

Question 11.2  

List three things in the current economic climate that could cause interest rates to become 
high and volatile. 
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2 The reasons for, and impact of historical market returns 

In this section we review the most important factors that have driven the major markets 
over the last decade or so and discuss the impact that these have had on the pensions and 
insurance industry.  Whilst reading this material, you should have in the back of your 
mind the types of questions that have appeared in past SA6 exams: 
 

Example 1 (September 2004, adapted) 
 
The chairman of the trustees asks you to prepare a report covering the following: 

 a recap on the historical background behind the scheme’s peer group approach to 
asset management and the reasons why it may be considered less appropriate 
today 

 
 

Example 2 (September 2007, adapted) 
 
Why have liability-driven approaches to pension fund asset management gained 
popularity in many countries? 

 
 

Example 3, (April 2010) 
 
Discuss the expected performances of the following assets during a period of stagflation. 
 
(a)  Domestic Equities 
(b)  Foreign Equities 
(c)  Gold 
(d)  Forestry 
(e)  Domestic Government Bonds.   [20] 

 
In some of the above you are required to regurgitate some historical performance figures, 
and in others you have to discuss the impact of the market performance.  For example, in 
Example 2, it is necessary to discuss the equity volatility and the fall in inflation and 
interest rates that caused difficulties for pension schemes over the last ten years.  Careful 
use of historical performance figures can help in such questions. 
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2.1 UK and US markets 

The following chart shows, in very rough terms, how the UK equity market has performed 
since 2001.  There is only one plotted point per year, so a lot of the detail is missing, but 
for the purposes of SA6 it is the big picture that matters. 
 

 
 
As you can see, there are similarities (but also differences!) between the FTSE100 and 
returns on the US market: 
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Period to 2000 
 
During this period the UK market performed very well, in line with the performance of 
the US market at the time.  The main driving forces behind the market were the IT bubble 
and falling inflation.  The IT bubble pushed shares strongly upwards on expectations of 
monstrous profits in a brave new world.  Inflation (for example in the UK) fell from 
around 5% pa in 1995 to 2.5% pa in 1999.  At the same time, long interest rates were 
falling, partly due to lower and stable inflation, and partly due to the introduction of a 
European common currency, which had the effect of driving all bond yields down to the 
lowest common denominator.  At the start of this period many economies in Europe 
(including the UK) had budget surpluses – ie the government spent less than it received 
in taxation. 
 
The effect of this on pension schemes was mixed.  Most schemes (particularly in the UK 
and the US) had asset portfolios that were very close to a peer group average, and which 
contained a high proportion of equities.  The effect of falling interest rates was offset by 
strong equity growth, and surpluses were common. Indeed this was a time when 
contribution holidays to remove surplus were still commonplace. 
 
2000 to 2002 
 
This was an eventful period when equity markets fell and interest rates remained low.  
The main causes were the bursting of the IT bubble and the loss of confidence that 
followed.  In addition, the events of 9/11 and the introduction of international tensions in 
Afghanistan played a major role, along with some accounting scandals in the US that lead 
to the demise of some large companies. Central banks pushed interest rates as low as 
possible to fend off recession.  European growth rates at this time were very poor, but the 
UK and US escaped with only modestly lower growth.  During this time the UK public 
spending increased considerably, and the budget moved into significant deficit.  Because 
of the higher level of growth in the UK than in Europe, the UK deficit remained lower 
than that of Germany and France. 
 
The impact of these market movements was quite profound.  Pension scheme deficits 
appeared, and were put in the spotlight due to new accounting standards.  This caused 
many to try to sell equities and buy bonds, which further aggravated the situation.  Life 
insurance companies found that solvency was under pressure, and were forced to sell 
equities to maintain solvency.  The combination of accounting standards, the Myners 
report (which suggested that a move away from peer group matching would be good) and 
chaotic stock markets lead to a number of important changes, and started the trend 
towards more liability driven investment approaches. 
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2003 to 2006 
 
During this period the market advanced steadily, almost reaching its earlier highs. Despite 
further terrorist uncertainty and the war in Iraq, economic growth was robust and equity 
markets grew in confidence.  Falling equity risk premiums around the world lead to 
increasing equity prices.  Short-term interest rates remained low which boosted economic 
growth but also fuelled the increase in house prices, particularly in the UK, US and some 
European countries (such as Spain).  Strong growth in some emerging economies such as 
China and India began to cause shortages in commodities, which in turn began the rise in 
commodity prices.  The budget deficit in the UK grew to more than 3% of GDP.  The true 
extent of the deficit was however being hidden by a bank lending bubble which was 
building up ready for a crash.  Fortunately, due to the demand for bonds from the pension 
industry, the issuance of bonds was easily absorbed by institutions and yields remained 
low.  Retrospectively, it is possible to see that this period was fuelled by easy credit, low 
interest rates, and low corporate bond yield premiums.  This was the bubble that was 
about to burst. 
 
During this period, the pensions industry saw a continued move towards de-risking 
company balance sheets, which often involved either closing schemes or following an 
LDI approach.  Some companies used improved profitability to repair the deficits in their 
company schemes.  Deficits were also improving due to strong equity performances and 
some companies were keen to lock in the existing deficit before any unexpected problems 
arose. 
 
2007 to 2010  
 
The sub-prime crisis began to affect sentiment in the US and subsequently in the UK.  
House price falls in the US (and elsewhere) affected consumer confidence and left the 
more aggressive banks with a lot of potentially poor quality mortgages, which were not 
covered by the value of the houses.  Due to securitisation and structured lending, these 
problems affected everyone, and an air of mistrust began to envelop the banking sector.  
This culminated in the nationalisation of Northern Rock in the UK and problems with 
Bear Stearns and Lehman brothers in the US, and led banks to reduce substantially the 
amount of credit that they were willing (or able) to extend to consumers.  During this 
period of uncertainty, equity prices fell substantially and volatility increased significantly 
in the equity market.  Commodity-based companies were initially the exception to this, 
as the surge of commodity prices continued and oil prices rose above $140 per barrel but 
then fell again to around $100 per barrel.  Commodity prices then fell back to previous 
levels.  Bond yields remained low. Central banks reduced short-term interest rates to 
almost zero, and the UK and US began aggressive quantitative easing.   
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2011 onwards 
 
As the economy faltered, bank tax revenues fell and unemployment rose (again a function 
of the bank bubble bursting). The budget deficits of major countries rose enormously, 
leaving the UK in a worse position than many other European countries.  However, due 
to the demand from pension funds, the continued belief that inflation was under control, 
and the Bank of England’s policy of quantitative easing, yields on bonds continued to 
decline. 
 
The Eurozone crisis began to take centre stage.  Greece, Cyprus, Ireland and Portugal all 
required European and IMF bail outs from funds provided by Germany, France and to a 
lesser extent, the UK.  The US has seen its government bond credit rating reduced but 
this had little effect on bond prices. 
 
During this latter period, equity volatility continued to fuel the drive towards de-risking, 
closing schemes and LDI.  Due to the fact that the problems were most acute in the UK 
and the US, where borrowing levels were much higher than elsewhere, and where house 
prices had risen far further than elsewhere, the pound remained at a lower level than 
historically, and the US dollar also struggled (but to a lesser extent).  This underlined the 
advantage for institutions of having a diversified asset portfolio. 
 
From 2013, quantitative easing was scaled back in the US − in the UK no more QE was 
carried out for quite a few years until the BREXIT vote, when it was restarted.  The 
outstanding gilt holdings by the UK central bank is very large (£434bn in 2017).  The UK 
central bank governor indicated that he did not foresee the gilt holdings ever being 
unwound.   
 
Greek deficit worries and austerity came back to the fore.  The UK deficit, which was 
meant to be eliminated in the 5-year term of government, has only been reduced by about 
a half to a forecast £70bn for 2017.  The reason for this is that, although the population 
of the UK has surged, which leads to an increase in GDP, this has not been matched by 
an increase in tax revenues.  Government costs have only been modestly reduced 
compared to other countries in the Eurozone.  Growth in China showed signs of 
weakening, which led to considerable uncertainty on the world markets, and on a local 
level.   
 
The BREXIT vote in 2016 reduced clarity even further, as did the unexpected general 
election in the UK in 2017.  However, government borrowing continues to be absorbed, 
interest rates remain low (short-term and long-term), QE in the UK is ongoing, and 
inflation has only increased modestly.  Sentiment is likely to be driven by the political 
changes that are occurring in the US and around Europe. 
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2.2  Europe 

The European banks were affected by the credit crunch problems and some large German, 
Swiss and French banks were forced to write off large sums of money and resort to 
government aid.  Although this had an effect on the economies, it was not as great an 
effect as it was in the UK and US where the banking systems represent a larger proportion 
of the economy.  The major European economies are affected by uncertainty in the US 
and Chinese markets, because these are large export markets for them.  The Eurozone 
dealt with the government deficit problems of many of its nations, but was then faced 
with a human migration problem with knock-on political ramifications.  The ECB has 
embarked on quantitative easing to ease the problems in the banking sector. 
 

Question 11.3  

A pension scheme wishes to hedge exposure to the Euro.  What instruments might it use, 
how would it set up the overlay and how would it maintain the overlay on an ongoing 
basis? 

 
Because many European countries operate their pension schemes in a very different way 
(more like an insurance contract), they are not affected by equity volatility in the same 
way as those in the US and the UK.  LDI has not had the same popularity in Europe as it 
has in the UK.  On the other hand, European companies did not benefit from the equity 
market returns over the 80s and 90s, as UK companies did. 
 
 

2.3 Japan 

In many ways, the difficulties experienced by Japan since the early 1990s are similar to 
what the UK and US experienced during the banking crisis.  (History never repeats itself, 
but it sometimes rhymes!)  Asset prices were very high, and banks extended loans secured 
on those assets until eventually the bubble burst.  The banking sector was very weak for 
more than a decade in Japan, and the government increased spending to help push the 
economy out of recession.  The Central Bank of Japan also resorted to quantitative easing 
during this time to inject cash into the economy. 
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The following long-term chart of the Nikkei index shows how the Japanese market has 
performed: 
 

 
 
Japanese interest rates and inflation have been very low for a long time.  Deflation was a 
problem at times over the last two decades. 
 
UK pension schemes that have invested in Japan have had a difficult time over the last 
25 years, although in currency terms the Yen has been strong.  The Japanese economy 
benefits from its position in the world and its relationship with some developing 
economies in the East.  Japanese bond yields have been very low (almost zero) for almost 
two decades because of the low or negative inflation, and QE. 
 
The economy was badly impacted by the tsunami in early 2011.  The cost of rebuilding 
was estimated to be around $50bn, which is being financed by more government debt.  
However, many are saying that the government has already issued enough debt and in 
these times of sovereign debt crises, taxes should be raised to pay for the rebuilding.  This 
would further weaken the economy. 
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3 Current market yields 

In some circumstances you may be required to demonstrate your knowledge of current 
market yields.  The following table contains the most important items, updated as at May 
2017, but you should keep an eye open for any major changes in these.  The table contains 
some empty cells for you to use to add the up-to-date yields as you get close to the exam.  
In SA6 it is rarely essential to know the yields and PEs to the second decimal place, but 
a broad idea to within a half percent is recommended. 
 

 
 
Most of these can be obtained from the back few pages of the weekend FT, and 
commercial property rental yields can be found on the internet.  The sections that are 
shaded are less important from an exam perspective.  Anything that becomes topical, or 
changes a great deal in the 18 months prior to the exam, is more important, even if it is 
not on the table above. 
 
 
  

UK US Japan Europe UK US Japan Europe

Short-interest rate 0.25% 0.5% 0.0% 0.0%

Equity market PE (*) 26

Equity market dividend yield 3.5% 2.0% 2.0% 3.3%

10 year bond yield 1.2% 2.4% 0.8% 1.2% (**)

10 year Index-linked real  yield -2.0%

Ultra-long gilt yield 1.6%

Ultra-long index-linked real yield -1.7%

Inflation (CPI ) 2.3%

Property rental yield 4% to 6%

Corporate spread over gilt "AA" 0.7%

Corporate spread over gilts "A" 1.3%

VIX index 12.40%

Crude oil $45

(*) This is exceptionally high due to many oil companies and commodity companies reporting sharply 
      lower profits in 2015/16.
(**) German yields have been used here, but yields vary a great deal across Europe.

May-17 Review nearer exam!
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4 Major indices in the main markets 

4.1 Common national equity indices 

Many of the most important indices were described in the Core Reading for 
Subject ST5.  These are: 

 FTSE Global Equity Index Series.  These cover the equity markets in 30 
different countries.  Each index is given in a variety of different currencies.  There 
is a gross dividend yield figure for each index.  As well as individual countries 
being covered, there are also indices for larger geographical areas (Pacific Basin. 
North America, the world excluding Japan and so on). 

 
 Morgan Stanley Capital International Indices.  Morgan Stanley produces an 

enormous number of different indices (over 3,000).  These include country 
indices, area indices (eg Europe excluding the UK, Far East including Japan etc), 
industry indices, GDP indices and so on.  The World Index is probably the most 
widely used of these. 

 

Question 11.4  

What do you think a GDP index is? 

 
 USA:  Dow Jones and Standard & Poor’s.  The Dow Jones Industrial Average 

is the most widely quoted US stock index.  It is an unweighted arithmetic average 
of 30 large company stocks.  As an unweighted average, changes in smaller stock 
prices may have undue influence on the value of the index.  In addition, changes 
to the composition of the index are made infrequently, so that the stocks used may 
not be the most appropriate ones. 

 
The S&P500 is a market-weighted arithmetic index of 500 large US stocks.  Most 
of these are quoted on the New York Stock Exchange, but some are traded through 
NASDAQ and others through the American Stock Exchange.  There is also an 
S&P100 (large stocks), a MidCap 400, a SmallCap600 and a Supercomposite 
1500 (made up of the 500, the 400 and the 600). 
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 Japan:  Nikkei and Topix.  The Nikkei 225 is an unweighted index, modelled on 
the Dow Jones Industrial Average.  Again its constituents are not changed as 
frequently as they might be, so some older and less important firms form part of 
the index.  The Topix index is more representative of the Japanese market as a 
whole.  It has approximately 1,450 stocks at present in the index, and they are 
market capitalisation weighted within the index.  It is managed by the Tokyo Stock 
Exchange itself and includes free float adjustments for each stock (ie the number 
of shares is adjusted to strip out the holdings by parent companies, government or 
cross shareholdings with other companies). 

 
 Germany: DAX.  The Dax 30 index (Dax is short for Deutscher Aktienindex) is 

published by the Frankfurt Stock Exchange.  It is an index of 30 stocks, the 
components of which are not changed regularly.  Unusually the index is a total 
return index.  Dividends arising on the index components are assumed to be 
reinvested immediately in the underlying equities.   

 
 France:  CAC.  The CAC 40 is the most widely used French market index.   
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5 Other important indices 

Some other indices or index series that may be important to global investors are 
listed below.  A list of the main indices in over 60 countries is published in the 
Financial Times daily. 
 
Most indices are calculated on a free-float basis including indices provided by 
FTSE and MSCI which switched to this basis near the end of 2001.  The German 
DAX is now also using free-float adjustments. 
 

Question 11.5  

What are the advantages of using only free-floats to calculate a major international 
investment index? 

 
 

5.1 Construction 

Indices can be constructed on an arithmetic or geometric basis.  Although there are 
precious few these days that use a geometric basis.  Indices can vary based on how the 
index components are weighted and how dividends are accounted for.  There are 
also total return indices which allow for dividend re-investment as well as net total 
return indices where withholding tax would be deducted from the dividend before 
re-investment.  Total return indices are more representative of the return an 
investor would expect if replicating the index and not subject to any additional 
taxes on capital gains or income. 
 
Most indices are market-value weighted such that allocation of each component 
stock is dependent on the relative size (market-capitalisation) of the company.  
Thus, a relatively small shift in the price of a large company will have a larger 
impact than for the same relative shift for a smaller company.   
 

Question 11.6  

What percentage (approximately) of the FT All Share Index is comprised of shares in the 
FTSE100 index? 

 
 



Page 20  SA6-11: Historical behaviour of asset classes and investment indices 
 
 

© IFE: 2018 Examinations The Actuarial Education Company 

The performance of these indices are more representative of the performance of 
a portfolio which replicates the index since an investment manager would typically 
construct a portfolio with a higher proportion of the larger stocks, which tend to 
be less volatile and therefore less risky, compared to the smaller stocks.  This 
rationale is also justified by the key conclusions from modern portfolio theory 
whereby the most optimal investment strategy for any investor is to hold a 
balanced portfolio of stocks across the market where the amount held is 
proportionate to each company’s market-capitalisation.   
 
Usually, only those shares which are available to the public or free float, are taken 
into account in determining the market capitalisation.  This ensures that index 
funds can efficiently replicate the index.   
 
There are also price-weighted indices such as the Nikkei 225 and Dow Jones 
Industrial Average whereby the price of the component stock is the only factor in 
determining the weight of the underlying component.  Therefore, the price 
movement of a single security could heavily influence the value of the index 
despite the dollar shift being less significant in highly valued issues and where 
the relative size of the company is not accounted for. 
 
A price-weighted index (otherwise known as an unweighted index), which you will have 
encountered in Subject ST5, uses a simple average of the (say) 100 selected shares to 
generate the index value. 
 
 

5.2 Fundamental indices 

Fundamentally based indices were introduced in mid 2000s and are indices in 
which stocks are weighted by one of many economic fundamental factors, 
especially accounting figures, or by a composite of several fundamental factors. 
 
An example might be an index that weights companies by revenue, or perhaps weights 
countries by GDP and companies within each country by market cap. 
 
A potential benefit with composite fundamental indices is that they might average 
out specific sector biases which may be the case when only using one 
fundamental factor such as market capitalisation or price.  The rationale behind 
the fundamental index methodology is that underlying corporate accounting 
figures may be more accurate estimators of a company's intrinsic value, rather 
than the listed market value of the company, ie that one should buy and sell 
companies in line with their accounting figures rather than according to their size 
or market price.  In this sense fundamental indexing is linked to fundamental 
analysis:  
 
 http://en.wikipedia.org/wiki/Fundamental_Analysis 
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The fundamental factors commonly used by fundamental index managers are 
sales, earnings, book value, cash flow and dividends.  More esoteric factors could 
also include the number of employees. 
 
 

5.3 EURO STOXX 50 Index 

This is Europe’s leading blue-chip index for the Eurozone. 
 

Question 11.7  

Try to list all the countries you think will be included in the “Eurozone”. 

 
 

5.4 S&P indices 

As well as the S&P Composite and related indices, there are two main series of 
S&P emerging market indices.   
 
The Global Indices are constructed to represent a wide measure of the local 
market performance.  
 
The Investable Indices are a sub-set of the global indices, incorporating only those 
stocks which can legally and practically be invested in by overseas investors. 
 
 

5.5 NYSE Composite, Amex Composite and NASDAQ Composite 

These measure the overall level of the corresponding three US markets. 
 
 

5.6 Russell 2000 

This is an index of 2000 US small capitalisation companies. 
 
It is constructed and maintained by the Frank Russell company.  The largest 3,000 US 
companies by market capitalisation are chosen on a fixed date each year, and the top 1,000 
of these form the Russell 1,000, the remainder going to make up the Russell 2,000.  There 
are sub-indices (the Russell 2,000 growth index and the Russell 2,000 value index).  The 
growth index contains stocks that are deemed to have high future expected growth, the 
value index contains stocks with lower future expected growth. 
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Question 11.8  

What is the point of subdividing the index in this way? 

 
 

5.7 Hang Seng 

This is the main index of the Hong Kong Stock Exchange. 
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6 Fixed interest indices 

6.1 Citigroup World Government Bond Index 

This is one of the most widely used global bond indices.  It is a market 
capitalisation weighted index covering government bonds in over twenty different 
markets.  Country eligibility is determined based on market capitalisation and 
investability criteria.  Sub-indices by maturity and country are also produced. 
 
 

6.2 J P Morgan Government Bond Index 

This global government bond index is fairly widely used in the UK. 
 

Question 11.9  

What restrictions would you impose on the bonds to be included in a world bond index? 

 
 

6.3 Fixed-interest indices providers 

Many of the major investment banks now create their own fixed-interest indices, 
on a regional or country basis.  These range from broad market indices that seek 
to capture the investable universe of bonds in a market, to niche indices that apply 
quantitative screens in their construction and can form a basis for investors in a 
bespoke or actively managed investment product. 
 
The Bloomberg Barclays US Aggregate Bond Index is the most widely used broad 
market index within the US investment grade bond market, and includes Treasury 
securities, Government agency bonds, Mortgage-backed bonds, Corporate bonds, 
and some foreign bonds that are traded in the USA. 
 
Other widely used index families include the Markit iBoxx indices that cover the 
Euro, Sterling, Asian and US Dollar investment grade bond markets.  
 
Within the CDS markets the most widely used indices are the Markit iTraxx indices 
that cover the Euro and Asian CDS markets, and the Markit CDX indices that cover 
the US CDS market.  They adopt an equal weights approach to index construction. 
 
There has been much more attention in recent years on bond management and liability 
matching in general.  The rise in popularity of the iTraxx and iBoxx indices has 
accompanied this change, and the indices are now amongst the most commonly used in 
pension fund fixed interest performance management.  iBoxx indices are available split 
by market (eg UK and US) and currency, but also by: 
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 government and corporate  

 collateralised corporate bonds, uncollateralised and securitised 

 credit rating within each category (eg AAA collateralised, A collateralised, ...) 

 inflation-linked and fixed interest 
 
As you can see they are very flexible and very popular for building up exactly the right 
benchmark for a bond manager. 
 
iTraxx indices are useful in the credit derivative markets.  There are indices that represent 
a collection of the most liquid credit derivatives in the major markets, and these indices 
allow market participants to keep in touch with (and to trade on) changes in credit 
margins. Credit derivatives are actually available on the indices themselves, such as first-
to-default CDOs on the basket of names included in the iTraxx index.  The indices are 
split by: 

 financial and non-financial 

 sector within the non-financial grouping 

 tranche for securitisation bonds that are issues in several tranches 
 
More information is available at the following website: 
 
http://www.markit.com/en 
 
 

6.4 Ethical stock market indices 

Ethical investing has become a more integral part of investment management 
following pressure from a variety of sources to encourage institutional investors 
to improve their governance.  For example, in 2010, the Organisation of Islamic 
Cooperation 
 
 http://www.oic-oci.org/oicv2/home/?lan=en 
 
announced the initiation of a stock index that complies with Islamic law’s ban on 
alcohol, tobacco and gambling.   
 
 http://www.britannica.com/EBchecked/topic/538793/Shariah  
 
Other examples include:  

 the Dow Jones Sustainability Index  

 the FTSE4Good Index. 
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7 Constituents of an index 

When analysing the performance of indices over a long time period, care should 
be taken to understand the degree to which there have been changes to the 
constituents of the index arising from systemic changes to the industry.  For 
example, before the financial crisis, AAA-rated issues in particular from the 
financial sector formed a large proportion of the generic investment grade 
corporate bond indices.  Following the financial crisis a significant number of 
corporations were downgraded with a large reduction in the proportion of issues 
coming from the financial sector and AAA-sectors.  Similarly, the weight of BBB-
rated issues increased substantially. 
 
The table below sets out the weight of each rating category (based on the total 
face value of the bond) for the US Corporate Bond index.  AAA bonds now 
constitute less than 1% of the US Investment Grade market.  Moreover, only 12 
companies constituted the AAA category in December 2013, compared with just 
over 30 companies in 2003. 
 

 Weight (face value) by rating 
Rating Dec 2015 Dec 2010 Dec 2005 
AAA   1.4%   1.3%   5.4% 
AA 11.5% 17.7% 18.8% 
A 41.1% 42.5% 41.1% 
BBB 46.0% 38.5% 34.7% 
 
Copyright 2017 Merrill Lynch Pierce Fenner & Smith Incorporated (MLPF&S) 
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8 Appendix – data sources 

Note:  All the figures in this chapter are given for illustrative purposes only and 
they should not be relied upon for any use other than that intended. 
 

8.1 Table 1  

Copyright © 2017 Elroy Dimson, Paul Marsh and Mike Staunton 
 
Source: Credit Suisse Global Investment Returns Sourcebook 2017; Elroy 

Dimson, Paul Marsh and Mike Staunton, Triumph of the Optimists:  
Princeton University Press, 2002 and subsequent research 

 

8.2 Table 2 

Barclays Equity-Gilt study, 2017 Edition.  Conversions between nominal and real 
returns have been made using the Cost of Living Index from this publication. 
 

8.3 Table 3 

Copyright 2017 Merrill Lynch Pierce Fenner & Smith Incorporated (MLPF&S).  All 
rights reserved.  Any unauthorized use or disclosure is prohibited.  MLPF&S 
retains exclusive ownership of the BofA Merrill Lynch Indices and the analytics 
used to create this analysis. 
 
 
 
BACKGROUND REFERENCE 
 
Financial, economic and investment dataset commissioned by the Society of 
Actuaries in Ireland available on the SA6 Resources page. 
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Chapter 11 Summary 
 
Historical market returns 
 
The UK and US equity markets had risen steadily until the end of the 1990s.  The crash 
in the early 2000s and the credit crisis in 2007/08 caused major setbacks, but stock market 
levels have been high in recent years. 
 
The Japanese equity market has performed very poorly since 1990.  However, recent 
performance has recovered. 
 
Most major equity markets fell back in 2000 to 2002, recovered in 2003 to 2007, fell 
rapidly in 2007 & 2008 and have recovered in the period 2009 to 2017. 
 
Bond market returns have been relatively high both in the UK and the US over the last 15 
years. Government deficits are still casting a cloud over some government bond markets 
but quantitative easing (QE), or the threat of QE is keeping prices high.    
 
Short-term nominal interest rates have remained low over the last ten or more years.  The 
levels of interest rates and inflation in the late 90s and 2000s have been much lower than 
those experienced in the 70s and 80s.   
 
For each of the major markets it is useful to know:  

 the shape of equity returns over the previous 10 years 

 the average equity returns in each of the last two decades 

 the average bond returns over the last 10 years and how they compare with equity 
returns 

 the events or factors that caused the returns in the tables 
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Investment indices 
 
The main indices used to track the UK equity market are the FTSE 100, the FTSE 250 
and the All-Share index. 
 
It is useful to know basic details about each of the following indices: 

 FTSE Global Equity Indices   

 Morgan Stanley Capital International indices 

 Dow Jones 

 S&P (including 500 and emerging market Global and Investable indices) 

 Russell 1000 & Russell 2000 

 Nikkei & Topix 

 DAX 

 CAC 

 Hang Seng. 
 
Fixed interest indices 
 
The FTSE Government securities indices are also used to track the performance of UK 
bonds.  Bond indices are generally more difficult to create, as there are many different 
opinions on a bond’s credit rating, and there are many types of bonds, so categorising 
them into subsectors is tricky.  Less than 1% of “investment grade” bonds in the US are 
now rated AAA.  You should also know the details of: 

 Citigroup World Government Bond Index 

 Bloomberg Barclays US Aggregate Bond Index 

 JP Morgan World Government Bond Index 

 Markit iBoxx and iTraxx. 
 
Other indices 
 
There are indices created for ethical funds, and there are indices created that use 
weightings based on fundamental factors.  
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Chapter 11 Solutions 
 
Solution 11.1  

 
There are a variety of different possible answers here.  For example, you might use: 
 
 FTSE100 
 
 S&P 500 
 
 Topix 
 
There are many other possible answers. 
 
 
Solution 11.2  

 
1) A sterling crisis.  If sterling slides further on the foreign exchange markets, then 

the Bank of England will be forced to take action as part of its core remit to ensure 
“financial stability”.  This will involve increasing interest rates to whatever is 
required to stabilise the currency, irrespective of the impact on the domestic 
environment.  What could cause such a sterling crisis is hard to say, but a political 
crisis as a result of BREXIT for example, or a government debt crisis would be 
two possibilities. 

 
2) High inflation.  The Bank of England would have to tackle inflation if it was 

significantly outside the target range.  What could cause high inflation is again 
hard to say, but a bank credit bubble leading to a lending expansion, or an overseas 
event leading to spikes in raw material and energy (oil) prices would be 
possibilities.  Sterling collapse is another potential cause of inflation. 

 
3) A debt crisis.  If investors lose confidence in the government’s ability to contain 

the national debt, then the source of funds would dry up and debt auctions would 
not be fully subscribed.  If the government deficit cannot be quickly turned into a 
surplus (which would indeed be difficult) and infrastructure borrowing cannot be 
quickly unwound, then the government would have to borrow at higher yields.  If 
long-term yield rise significantly, then short-term rates would have to follow to 
ensure that there is still demand for cash products.  
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Solution 11.3  
 

What instruments would it use? 
 
Typically currency forwards, but currency futures are also used.  Swaps are a possibility, 
but since they are harder and more expensive to set up, and do not achieve anything that 
forwards cannot achieve, they are less common. 
 
How would it set up the overlay? 
 
If the European equity portfolio has a market value of 200m Euros, then it would sell 
200m Euros into sterling using a forward contract, for settlement in (say) a year’s time.  
By doing this, if the Euro falls against sterling, the value of the portfolio of equities falls 
in sterling terms, but the value of the forward currency contract rises correspondingly. 
 
How would it maintain the overlay on an ongoing basis? 
 
When the forward currency contract nears its term, the fund would not wish to have to 
raise 200m Euros to settle the contract.  It would therefore cancel the contract by buying 
200m Euros at the ruling rate, for settlement on the same date as the forward contract 
expires.  On the day of the forward currency expiry, the bank would both receive 200m 
Euros from the newest deal, and pay 200m Euros in respect of the original deal.  Therefore 
the only net movements are in sterling, releasing the profit or loss from the two trades.  
The fund would then Euro hedge the exposure again by taking out a new forward currency 
contract to sell 200m Euros in another year’s time. 
 
As the value of the European equities changed on a day to day basis, the amount of Euros 
sold would have to be reviewed and rebalanced if necessary.  Dividends would also have 
to be taken into account. 
 
Credit risk with the investment banks offering the forward contracts would have to be 
continuously monitored. 
 
Portfolio management reports would have to be carefully reviewed to ensure that the 
appropriate net exposure is being reported to management and the fund manager himself. 
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Solution 11.4   
 

A performance index where the weights attached to each country reflect that country’s 
GDP rather than the overall market capitalisation of the stock market.  The effect of this 
is to reduce the contribution of countries where a high proportion of the overall industry 
is quoted (eg UK, Hong Kong), and increase the contribution from countries where the 
proportion of quoted companies is much lower (eg France, Germany). 
 
 
Solution 11.5  

 
It is simpler to describe the largest disadvantage in not using free-floats.  A large 
proportion of the market is now under management of index fund managers, and a great 
deal of other active funds are in fact monitored against index sector and stock weightings 
for performance purposes. 
 
If 100% of the shares of a large company were included in the index, when only (say) 
50% of the shares are available to the public, this could cause an artificial shortage of 
stock that might drive the share price up to inappropriate levels.  This is not a desirable 
outcome for any party, therefore it is better to include only the proportion of the shares 
(or a percentage close to the proportion of shares) that are available for trade in the open 
market. 
 
 
Solution 11.6  

 
Between 80% and 85% depending on market conditions. 
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Solution 11.7  
 

The Eurozone (countries that use the Euro, including principalities) consists of: 

 Austria 

 Belgium 

 Cyprus  

 Estonia 

 Finland  

 France 

 Germany 

 Greece  

 Ireland 

 Italy 

 Lithuania 

 Luxembourg 

 Latvia 

 Malta 

 Netherlands  

 Portugal  

 Slovenia  

 Slovakia 

 Spain 

The following non-EU 
countries also use the Euro 
currency: 

 Andorra 

 Monaco 

 San Marino 

 Vatican 
 

 
But it changes; so try to keep an eye on European affairs. 
 
 
Solution 11.8  

 
Stocks with lower expected future growth might be presumed to give a higher level of 
initial income, ie to have a higher dividend yield.  Different funds may wish to attract 
investors who want income rather than capital growth or vice versa.  A fund that invests 
specifically in higher yielding shares should normally be assessed against the value index, 
and so on. 
 
 
Solution 11.9  

 
The following restrictions might be imposed (and have been in practice): 
 
 Fixed coupon bonds only 
 
 Bonds with unusual features should not be included 
 
 Bonds should be attractive to all global investors (eg avoid bonds that are 

particularly attractive to local investors for tax reasons, say).  In particular bonds 
should be available to all investors, and not just restricted to local investors. 

 
 The most liquid bonds should be chosen to make up the index.  Bonds in smaller 

less liquid markets may need to be chosen with some care. 
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Chapter 18 
 

Regulation of financial services in the UK 
 
 
Syllabus objectives 
 
(a) Demonstrate a knowledge of the legislative and regulatory framework for 

investment management and the securities industry in the United Kingdom. 
 
 (i) Describe the framework of regulation of the United Kingdom investment 

industry. 
 
 (ii) Discuss the relevant professional guidance for actuaries working in the 

investment field. 
 
 (iii) Describe how members of the Institute and Faculty of Actuaries are 

regulated in the conduct of investment business under the Financial 
Services and Markets Act 2000. 

 
 (iv) State the circumstances in which actuaries require authorisation under the 

Financial Services and Markets Act 2000. 

 
 

0 Introduction 

This chapter describes the regulatory framework used in the UK investment industry. 
 
The material in this chapter is fairly bookworky in nature, and we have only added some 
self-assessment questions to help you remember it.  It has never been examined in the 
past.  However, it is possible that a question could come up in the future, particularly in 
the Practice Module paper.  There has been a high-level question on regulation in general, 
but not one that examined the details in this chapter.   The regulatory environment is 
constantly changing and the contents of this chapter alter regularly.  The regulatory 
environment will no doubt change between the writing of this course and the exam – you 
should aim to know the Core Reading and also keep up-to-date with current 
developments. 
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The Institute and Faculty of Actuaries website has a lot of useful information, particularly 
such sections as the guidance notes (some of which have been added to the end of this 
course, and which are to be found in the Manual of Actuarial Practice on the profession’s 
website) as well as the various working party groups that are involved in Finance and 
Investment projects.  The site (as you will be aware) is at: 
 

www.actuaries.org.uk 
 
Also some of the responsibilities placed on actuaries as a result of the Pensions Act 2004 
can be further investigated through the HMSO website at: 
 

www.hmso.gov.uk 
 
A search for Pensions Act 2004 will find the necessary information. 
 
The general principles of financial regulation were outlined in the Core Reading 
for Subject CA1, in particular the aims of regulation, the reasons for regulation 
and the costs and benefits of regulation. 
 
 



SA6-18: Regulation of financial services in the UK Page 3 
 

The Actuarial Education Company © IFE: 2018 Examinations 

1 The UK system of financial services regulation 

Prior to 2013, the Financial Services Authority (FSA) was the primary regulator for 
financial services in the UK.  The FSA exercised its statutory powers under the 
Finance Services and Markets Act 2000 (FSMA) in the regulation of banks, 
insurance companies and financial advisers.   
 
In the summer of 2010, the UK government announced plans to abolish the current 
system of regulation under the FSA. The financial crisis of 2007/08 was the catalyst 
for abolition of the system of safeguards of the financial stability in the UK: a 
shared responsibility held by the HM Treasury, the Bank of England (BoE), and the 
FSA and referred to as the tripartite system. The tripartite system was criticised 
for failing to anticipate the crisis and failing to provide clear, decisive leadership 
during the crisis. 
 
In April 2013 three new regulatory bodies were established by the Financial 
Services Act 2012:  

 the Financial Policy Committee (FPC) 

 the Prudential Regulation Authority (PRA)  

 the Financial Conduct Authority (FCA).  
 
The PRA and the FCA have effectively taken over the functions of the FSA. 
 
 

1.1 Financial Policy Committee (FPC) 

The FPC is a committee of the Court of Directors of the Bank of England (BoE) 
which is responsible for macro-prudential regulation (in contrast to the PRA’s 
responsibility for micro-prudential regulation). 
 
The FPC’s objective is to contribute to the BoE’s achievement of its financial 
stability objective under the Banking Act 2009 by identifying, monitoring and 
taking action to remove or reduce systemic risks. For these purposes a “systemic 
risk” is a risk to the stability of the UK financial system as a whole or to a 
significant part of that system. 
 
The FPC has a “toolkit” of macro-prudential powers intended to address financial 
stability issues. Although it is for the FPC to decide whether a particular tool 
should be used, the PRA and, if necessary, the FCA, is responsible for applying a 
tool directly to regulated firms. For further details see:  
 
http://www.bankofengland.co.uk/financialstability/Pages/fpc/coreindicators.aspx 
 
The FPC monitors the financial system as a whole. Consequently, unlike the PRA 
and the FCA, it does not have direct regulatory responsibility for any particular 
types of firm.  
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The FPC is chaired by the Governor of the BoE. The FPC is a statutory sub-
committee of Court.  Its members are the Governor, the three Deputy Governors, 
the Chief Executive of the Financial Conduct Authority (FCA), the Bank’s 
Executive Director for Financial Stability, four external members appointed by the 
Chancellor, and a non-voting representation of the Treasury. 
 
The FPC is accountable to the BoE Court of Directors, to Parliament (in particular, 
the Treasury Select Committee) and to HM Treasury itself. 
 
 

1.2 The Prudential Regulation Authority (PRA) 

The PRA, a subsidiary of the BoE, is responsible for micro-prudential regulation 
of systemically important firms, including banks, insurers and certain investment 
firms. These firms are referred to as PRA-authorised firms and also dual-regulated 
firms, as the FCA is their conduct regulator.  
 
The PRA has a general objective “to promote the safety and soundness of 
regulated firms”. The PRA seeks to meet this objective by working to minimise 
any adverse effects of firm failure on the UK financial system and by ensuring that 
firms carry on their business in a way that avoids adverse effects on the system.  
 
The PRA has operational independence from the BoE and the FPC for day-to-day 
regulation and supervision of dual-regulated firms. Its focus is on setting 
institution-specific capital requirements. 
 
The PRA’s board include the Governor of the BoE as chairman and the BoE Deputy 
Governor for prudential regulation as chief executive. The FCA chairman also sits 
on the PRA board. 
 
The PRA is accountable to the BoE, to Parliament (in particular, the Treasury 
Select Committee) and to the National Audit Office. 
 
 

1.3 The Financial Conduct Authority (FCA) 

The FCA has inherited the majority of the FSA’s roles and functions. In particular: 
 
 it is responsible for the conduct of business regulation of all firms, 

including those regulated for prudential matters by the PRA; 
 

 it is responsible for the prudential regulation of firms not regulated by the 
PRA; and 

 
 it has inherited the FSA’s market conduct regulatory functions, with the 

exception of responsibility for systemically important infrastructure which 
has been transferred to the BoE. 
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The FCA has a strategic objective and three operational objectives. The strategic 
objective is to ensure that the “relevant markets” function well. The operational 
objectives are: 

1. to promote effective competition in the interests of consumers; 

2. to secure an appropriate degree of protection for consumers; and 

3. to protect and enhance the integrity of the UK financial system. 
 
The FCA is also obliged to discharge its general functions in a way that promotes 
competition. 
 
The FCA is independent of government and the BoE, and takes the form of a 
company limited by guarantee. It has adopted the legal corporate identity of the 
FSA. 
 
The FCA is accountable to Parliament (in particular, the Treasury Select 
Committee) and to the National Audit Office. It must also have regard to the various 
financial services panels:  

 the Consumer Panel 

 the Practitioner Panel 

 the Smaller Businesses Practitioner Panel 

 a new Markets Panel. 
 
The FCA has been given a number of powers additional to those held by the FSA, 
including powers to: 
 
 make temporary product intervention rules, allowing it to block an 

imminent product launch or to stop an existing product 
 

 require firms to withdraw or amend misleading financial promotions with 
immediate effect 

 
 publish details of the start of enforcement proceedings against a firm for 

rule breaches or compliance failings (the PRA also has this power); and 
 

 impose requirements on certain unregulated parent undertakings that exert 
influence over authorised persons (the PRA also has this power) 
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1.4 Who regulates which organisation? 

The following organisation are dual-regulated, ie regulated by the PRA for 
prudential purposes and the FCA for conduct purposes: 

 banks 

 building societies 

 credit unions 

 insurers (including friendly societies) 

 Lloyd’s of London and Lloyd’s managing agents; and 

 certain systemically important investment firms that have been designated 
by the PRA 

 
The FCA is the prudential and conduct regulator for all other firms that were 
previously regulated by the FSA. 
 
 

Question 18.1  

One of the costs of regulation mentioned in earlier subjects is “moral hazard”.  Can you 
remember what moral hazard is? 

 

Question 18.2  

Other than moral hazard, what are the other drawbacks or costs of regulation mentioned 
in Subject CA1? 

 
 

1.5 Powers under FSMA and Enterprise Act 2002 

The FCA is endowed with a coherent set of regulatory powers: 
 
1. the power to grant, refuse or withdraw the authorisation, or restrict the 

business, of firms 
 

2. the power to impose fines for breaches of principles or other rules 
 

3. the ability to approve individuals carrying on specific roles in each area of 
regulated activity 

 

4. powers in the area of market abuse and financial crime 
 

5. powers to prosecute money laundering or insider dealing offences 
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6. competition law powers to carry out market studies and investigation 
references relating powers to competition law issues in the financial 
services sector (under the Enterprise Act 2002). 

 
A number of additional powers were introduced in 2013 when the FCA was 
established, including the power to block an imminent product launch or to stop 
an existing product. 
 
An appeals tribunal exists to the Upper Tribunal which is part of the administrative 
justice function of Her Majesty’s Courts and Tribunals Service.  FSMA also 
establishes the framework for a single ombudsman – the Financial Services 
Ombudsman – and a single compensation scheme – the Financial Services 
Compensation Scheme. 
 
The Act makes provision, amongst other things, for: 
 
1. the constitution of the FCA and PRA 

 
2. the definition of the scope of regulated activities 
 

3. the control of financial promotion 
 

4. the powers of the FCA and PRA to authorise, regulate, investigate and 
discipline authorised persons and to intervene in their activities 

 
5. the recognition of investment exchanges and clearing houses 

 
6. the arrangements for approval of controllers and employees of authorised 

persons 
 

7. the regulation of Lloyd’s 
 

8. certain criminal offences 
 

9. powers to impose civil fines for market abuse 
 

10. provision of financial services by members of certain professions 
(including actuaries) 

 
 

1.6 The FCA and PRA — principles for business 

There are eleven principles set out by the FCA and PRA for the conduct of 
investment business.  
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These principles are set out in the FCA handbook and the PRA Rulebook and are: 
 
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. 

 
4. Financial prudence 
 
 A firm must maintain adequate financial resources.  
 
5. Market conduct 
 
 A firm must observe proper standards of market conduct.  
 
6. Customers’ interests 
 

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

 
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. 

 
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. 
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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. 

 
The FCA handbook and PRA Rulebook 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. 
 
 

Question 18.3  

What are the four main statutory objectives of financial services regulation (from CA1)? 

 
 

1.7 Regulated activities 

The types of activity that may require authorisation under FSMA and under the 
Financial Services and Markets Act 2000 (Regulated Activities) Order 2001 are: 

 accepting deposits 

 effecting or carrying out contracts of insurance 

 establishing, operating or winding up a collective investment scheme (eg 
unit trusts, OEICs) 

 dealing or arranging deals in investments (eg a stockbroker or an 
exchange) 

 safeguarding and administering securities or contractually based 
investments as principal 

 using computer based systems for giving investment instructions 

 discretionary investment management 
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 investment advice (the area with which actuaries are most likely to be 
concerned) 

 managing the underwriting capacity of, or advising on the merits of 
membership of, a Lloyd’s syndicate. 

 
All regulated activity should be carried out or supervised by a suitably qualified, 
competent and experienced individual within the licensed firm.  In the case of 
advice on a packaged product under the Designated Professional Body regime 
(DPB), suitably qualified means an individual who has at least one of the 
qualifications on the Qualification List in Annex 3.2 of the DPB Handbook.  
Competent and experienced means assessed to be such by the licensed firm in 
relation to the particular regulated activity.  If you are providing advice under PRA 
or FCA authorisation, the requirements under the FCA’s Training & Competence 
Sourcebook will apply. 
 
Investments 
 
Investment advice is the area with which actuaries are most likely to be concerned.  
For the purposes of the definition of investment advice, investments include: 

 shares, etc 

 debentures and other instruments creating or acknowledging 
indebtedness 

 government and public securities 

 warrants and other instruments giving entitlement to investments 

 certificates representing securities 

 units in a collective investment scheme (eg unit trust or OEIC) 

 options 

 futures 

 contracts for differences 

 long term insurance contracts 

 rights to, or interests in, investments (excludes interests under the trusts 
of an occupational pension scheme) ...  

 
... but exclude bank and building society deposits, leases and freeholds and other 
real property interests (but property unit trusts are included), stamps, old cars, 
diamonds and national savings.   
 
For regulated activities other than giving investment advice, the definition of 
investments may differ from the above and, for example, may include deposits, 
participation in Lloyd’s syndicates and mortgages on land. 
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Investment business 
 
With the exception of managing the assets of an occupational pension scheme, a 
person is not regarded as carrying on a regulated activity unless he/she carries 
on the business of engaging in that activity.  This is often a difficult question — 
likely to be judged according to the frequency of the activity and whether one is 
paid for it.  But beware of giving advice, even without payment, to relations, golfing 
partners, business acquaintances, etc. 
 
There are some other exclusions from the need for authorisation.  For example, 
generic advice does not constitute investment advice; the advice must relate to a 
particular investment.  So, for example, advice in relation to, say, the merits of 
bonds as opposed to equities is permissible without authorisation.  Be careful 
though, as you can be drawn into giving specific advice without realising it. 
 
Generic advice in detail 
 
Generic advice — means professional advice which is not a regulated activity 
because it does not relate to a particular investment, but relates to an investment 
type.  For example: 
 
 advice on annuities, personal pensions etc in general rather than advice 

relating to a particular product offered by a specific insurance company or 
suggesting a particular course of action 

 
 advice on shares, gilts etc as a class of investments rather than advice 

relating to particular shares or gilts 
 

 advice on the use of derivatives in principle rather than advice relating to a 
particular derivative.  

 
In general terms, any activities which are only generic advice or use the authorised 
third party exemption are not regulated activities.  Examples of non-regulated 
activity include the following: 
 
 advice to an employer or an individual, including making presentations to 

employees, on comparisons between occupational pension schemes, 
stakeholder pension schemes and personal pension plans in general 
terms, so long as no particular product or product provider is mentioned 
(Article 17 of the Financial Promotions Order 2001) 

 
 advice to an employer on designing the features (eg contributions scale, 

investment funds to make available in generic terms) of a group personal 
pension or stakeholder pension scheme to which it will contribute, and 
drafting information to be provided to employees by the employer on these 
aspects (but not information on a particular product) 
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 introducing employees to an authorised IFA, which is not in the same group 
as the firm and where the firm receives no pecuniary reward or advantage 
from the introduction, for the provision of independent advice. 

 

Question 18.4  

List the advantages and disadvantages of self-regulation. 
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2 The Institute and Faculty of Actuaries as a Designated 
Professional Body 

2.1 Overview 

As set out above, it is a criminal offence under the terms of the FSMA to conduct 
“regulated activities” (including the provision of advice on, or the transacting of, 
financial services business) without appropriate authorisation, unless exempt.  
 
Under Part XX of the FSMA , an appropriate compliance regime is available for 
professional firms, but only in respect of a restricted range of Exempt or Non- 
Mainstream Regulated activities.  Such activities must: 
 
1. be incidental in the context of a firm’s business 

 
2. arise out of, or be complementary to, a particular professional service for a 

particular client 
 

3. not be conducted for individual clients, but rather for business clients such 
as trustees of pension schemes or directors of a company 

 
4. any commission received as a result of such activities must be accounted 

for to the firm’s clients. 
 
This appropriate regulation can only be applied if the firm is licensed by the 
Professional Body and complies with their handbook. 
 
 

2.2 The Designated Professional Body (DPB) regime 

To facilitate the transaction of such business by actuaries, the Institute and 
Faculty of Actuaries (IFoA) has been granted DPB status.  As a result, any firm 
that is managed or controlled by actuaries can become licensed to conduct 
exempt regulated activity by applying for a DPB licence from the IFoA. There is no 
need for FCA authorisation. These firms when licensed must comply with the 
regulations and guidance contained in the DPB Handbook and breach of these 
may result in both the firm and any individual actuary being subject to discipline.   
 
“Managed by actuaries” essentially means that at least half of the partners or 
directors are actuaries, whilst “controlled by actuaries” essentially means that at 
least half of the ownership of the firm is in the hands of actuaries.  If a firm is not 
managed or controlled by actuaries, for example a multi discipline firm, it will need 
to be authorised either by a DPB where it satisfies the “managed or controlled” 
requirement or be authorised by the FCA. 
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Regulation regarding Insurance Mediation Activities was introduced on 14 
January 2005.  Any regulated activity, such as dealing as agent, arranging for 
insurance contracts to be issued, or assisting in the above and advising on 
insurance contracts, must be carried out by an authorised firm.  Professional firms 
can apply to their DPB to obtain a licence to carry on these activities.  The name 
of the firm will be held on a register kept by the FCA.  The IFoA does not license 
actuarial firms to conduct mortgage business. 
 
A list of the activities a DPB firm is licensed to undertake by the IFoA is provided 
in the DPB Handbook, which can be found on the Profession’s website. 
 
If a firm also wishes to undertake non-exempt (or mainstream) regulated activities 
(for example, advising individuals), it will need to apply to the FCA for 
authorisation.  If the firm is “Managed or Controlled” by actuaries it will satisfy the 
FCA’s definition of an “Approved Professional Firm”.  An actuarial firm that 
doesn’t meet the definition of “Managed or Controlled” should seek full FCA 
authorisation if it wants to conduct mainstream regulated activities.  This means 
it must follow the FCA’s full rules when completing all regulated activity.  
Alternatively, the firm could set up a subsidiary, authorised by the FCA to 
complete all mainstream activities, with the parent firm performing the exempt 
regulated activities.  
 
 

2.3 The Authorised Professional Firm (APF) regime 

A firm that is managed or controlled by actuaries which applies for FCA 
authorisation may satisfy the FCA’s definition of an APF if it wishes to conduct 
mainstream regulated activities.  These are generally activities which involve 
advice to individuals, such as Stakeholder Pension selection or arranging life 
cover. 
 
There are a number of exemptions in the full FCA rules in respect of professional 
firms.  These include different levels for Professional Indemnity Insurance, 
Training & Competence and prudential requirements.  If an Authorised 
Professional Firm wishes to take advantage of the FCA’s APF exemptions, it must 
apply for an APF licence from the IFoA.  This will enable it to undertake Non-
Mainstream Regulated Activities (as above) following the IFoA’s DPB rules and 
undertake Mainstream activities (for example, advising individuals) following the 
full FCA rules.   
 
For such firms, therefore, there is no need to split the firm’s business activities.  
However, some Authorised Professional Firms may wish to follow the FCA’s full 
rules even when undertaking mainstream activity and not take advantage of the 
exemptions in the FCA handbook. Such firms are not required to seek an APF 
licence from the IFoA. 
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Further details of the responsibilities for the principal of an APF are given in the 
Actuarial Profession Standard entitled “APS D1: Investment Related Business 
Activities for Authorised Professional Firms”. 
 
 

2.4 Licensing 

Applications for DPB and APF licences have to be submitted for consideration by 
the IFoA’s DPB Committee, which carries out many of the regulatory functions on 
behalf of the IFoA. The Committee consists of members of the Profession and non 
members who have compliance experience and has lay representation by 
including at least two members who are not members of the IFoA. 
 
In practice there are around 20 actuarial firms which are currently licensed under 
either the APF or DPB regime. 
 
The Committee also exercises powers of discretion regarding suspension, 
renewal and withdrawal of licences and is responsible for ensuring that licensed 
firms comply with FCA Principles and the IFoA’s DPB Handbook.  
 
The Committee is responsible for investigating complaints and, where 
appropriate, imposing disciplinary measures, exercising powers of intervention 
and referring matters to the DPB Tribunal, as well as ensuring that the IFoA’s 
Governing Documents, Professional Guidance and DPB Handbook provide an 
adequate basis for investor protection within the scope of the IFoA’s power as a 
DPB. 
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3 The IFoA’s DPB Handbook 

3.1 The DPB handbook 

The DPB Handbook sets out the following requirements for licensed firms: 
 

A licensed firm must, in respect of all professional services supplied: 
 
1. conduct its business with honesty and integrity 

 
2. conduct its business with appropriate knowledge, skill and care 

 
3. show appropriate respect for others when carrying on exempt regulated 

activities and non-mainstream regulated activities 
 
With regard to exempt regulated activities (of a DPB firm) and non-mainstream 
regulated activities:  
 
4. Ensure that the firm and its clients are in full agreement about the nature, 

scope and terms of the services to be provided (this is usually done in a 
terms of business letter). 

 
5. Review the effectiveness of its compliance at least once a year. 
 

6. Carry out work with a clear understanding of the legislative framework and 
with proper regard to the technical and professional standards expected of 
it. 

 

7. Ensure that it has appropriate records of work undertaken on behalf of 
clients. 

 

8. Investigate and respond to complaints promptly. 
 

9. Do whatever is appropriate to resolve justified complaints. 
 

10. Carry out its engagements in the best interests of the client. 
 

11. Record client’s property received and ensure that it is kept safely. 
 
12. When recommending a packaged product be reasonably satisfied that 

there is not another packaged product that would better satisfy the client’s 
needs, objectives and interests. 

 

13. Present and confirm advice in writing. 
 

14. Communicate clearly, completely and effectively with its clients. 
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15. When arranging a deal in an investment on behalf of a client, have written 
instructions from the client specifying the transaction to be effected. 

 
16. Not arrange a deal in an investment on behalf of a client if it considers that 

the transaction would be materially detrimental to the client’s interests 
(unless it has advised the client in writing and the client still wishes the 
deal to be arranged). 

 

17. In addition, DPB firms must disclose that they are licensed for a limited 
range of regulated activities by the IFoA (and not authorised by the FCA). 

 
 

3.2 Complaints 

It may be that an investor has a complaint regarding the investment business 
carried out for him by a regulated firm under the DPB or APF licence.  In many 
cases complaints will be resolved but, if not satisfied with the explanation 
provided by the firm, complainants are entitled to refer the matter to the IFoA for 
consideration by the DPB Committee. 
 
If, as a result of its enquiries, the DPB Committee determines that the firm has 
acted in breach of one or more requirements of the DPB Handbook it will record 
such a determination.  The Committee may then impose one or more disciplinary 
measures (eg reprimand, fine, suspension or withdrawal of licence, etc) and may 
publish a report and/or award costs. If disciplinary measures are to be taken, the 
firm has the right to refer the matter to the DPB Tribunal.  
 
The DPB Committee may also decide to deal with a matter under the disciplinary 
process on its own initiative.  This is likely to occur if it has become aware of a 
breach of the handbook as part of the monitoring of licensed firms. 
 
 

Question 18.5  

List the eleven principles set out in the FCA and PRA handbooks for the conduct of 
investment business. 

 

Question 18.6  

What are the principal responsibilities of the IFoA as a DPB licence provider? 
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4 The Panel on Takeovers and Mergers 

The Panel on Takeovers and Mergers, often just called the Panel, issues and 
administers the City Code on Takeovers and Mergers and supervises and 
regulates takeovers, including applying the rules governing substantial 
acquisitions of shares. 
 
The Panel’s statutory functions are set out in the Companies Act 2006. The Panel’s 
principal sanction, through the publication of the names of those who are deemed 
to have acted improperly, is the withdrawal of the facilities of the markets. This 
power is strengthened by the ability of the FCA and PRA to withdraw authorisation 
under the FSMA. 
 
 

4.1 The Takeover Code 

The principal aim of the Code is to ensure fair and equal treatment of shareholders 
involved in takeovers.  The Code also provides a framework within which 
takeovers may take place. 
 
In ensuring that shareholders are treated equally, the requirements centre on the 
information provided to shareholders and the conduct of directors.  
 
 

4.2 Substantial acquisitions rules 

The Code includes rules dealing with the transfer of ownership of large 
shareholdings. Their aim is to restrict the speed with which a person may increase 
a holding of shares in a company, where the result of the increase would be a 
holding of between 10% and 30%, or more, of the voting rights of the company. 
 
 

4.3 Competition policy 

The Competition and Markets Authority (CMA) was established by the Enterprise 
and Regulatory Reform Act 2013 with the aim of strengthening and streamlining 
the UK’s competition regime. 
 
The CMA took effect as the UK’s primary competition and consumer agency on 
1 April 2014 when it took over many of the functions of the Competition 
Commission and the Office of Fair Trading.  
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The CMA is responsible for: 
 
● investigating mergers which could restrict competition 

● conducting market studies and investigations in markets where there may 
be competition and consumer problems 

● investigating whether there may be breaches of UK or EU prohibitions 
against anti-competitive agreements and abuses of dominant positions 

● bringing criminal proceedings against individuals who commit the cartel 
offence 

● enforcing consumer protection legislation to tackle practices and market 
conditions that make it difficult for consumers to exercise choice 

● co-operating with sector regulators and encouraging them to use their 
competition powers 

● considering regulatory references and appeals. 
 
At the time of writing, other authorities with responsibilities under UK competition 
law include: 
 
● the Department for Business, Innovation and Skills 

● regulators of utilities. 
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5 Professional guidance 

This section outlines the main professional guidance matters which applies to 
actuaries. 
 
When carrying out work, a member should always bear in mind any professional 
standards and/or guidance relevant to the work being done as set down by the 
professional body to which he or she belongs. If the member belongs to two 
different professional actuarial bodies, he/she may need to take account of both 
bodies’ professional standards. 
 
Members of the IFoA must comply with the standards produced by that body and 
those standards produced by the Financial Reporting Council (FRC). The FRC is 
an independent UK regulator and is responsible for promoting confidence in 
corporate governance and reporting. 
 
The FRC produces Technical Actuarial Standards (TASs) (which includes one 
FRC-adopted Guidance Note) in the UK while the IFoA retains the responsibility 
for regulation of members and the setting and maintaining of ethical standards.  
The ethical standards include the Actuaries’ Code, Actuarial Profession Standards 
(which include the Profession’s extant Guidance Notes) and the CPD Scheme.   
 
Members must also comply with the professional requirements in the Charter, 
Bye-laws, Rules and Regulations of the IFoA. The IFoA also deals with complaints 
against its members concerning professional misconduct through its disciplinary 
scheme. 
 
The Professional Standards Directory and general standards information on the 
profession’s website enables members to access a link to the current standards 
applicable to members wherever they are located and to view and download the 
current versions of the standards issued by the IFoA, ie the Actuaries’ Code and 
the Actuarial Profession Standards.  Information on the IFoA’s standards 
framework can be found here: 
 
https://www.actuaries.org.uk/upholding-standards/standards-and-guidance 
 
The IFoA has also published a number of guides as an additional source of 
information for its members.  These include guides in relation to whistle-blowing 
and conflicts of interest.   
 
In addition to these UK standards, there are International Standards of Actuarial 
Practice and an overview of these is given at the end of this section. 
 
Members who work outside the UK or on non-UK work should be aware of APS X1 
Applying Standards in Actuarial Work which provides mandatory guidance and 
information as to how to decide which standards might apply to their work, 
regardless of where the Member is based. 
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5.1 Technical Actuarial Standards 

Generic TAS 
 
The generic TAS, TAS 100 Principles for Technical Actuarial Work, comes into 
force with effect from 1 July 2017 to replace the previous generic TASs; TAS D, 
TAS M and TAS R. 
 
TAS 100 applies to actuarial work completed on or after 1 July 2017 but early 
adoption for work completed on or after 1 April 2017 is permitted. 
 
The purpose of TAS 100 is to promote high quality technical actuarial work and to 
support the FRC’s “Reliability Objective”.  This Objective states that “users for 
whom actuarial information is created should be able to place a high degree of 
reliance on that information’s relevance, including the communication of any 
uncertainty inherent in the information”. 
 
TAS 100 is applicable to all technical actuarial work within the geographic scope 
of FRS technical actuarial standards, that is, work performed in relation to UK 
operations of entities as well as any overseas operations which report into the UK, 
within the context of UK law of regulation. 
 
Technical work is defined as work which is performed for a user: 
 
 where the use of principles and/or techniques of actuarial science is central 

to the work and which involves the exercise of judgement; or 
 

 which the user may reasonably regard as technical actuarial work by virtue 
of the manner of its presentation. 

 
Technical actuarial work is not limited to work undertaken by an actuary. 
 
A summary of the key principles is shown below.  Departures from the provisions 
concerning communications to users are permitted if they are unlikely to have a 
material effect on the decisions of users. 
 
Nothing in TAS 100 should be interpreted as requiring work to be performed that 
is not proportionate to the nature, scale and complexity of the decision of 
assignment to which the work relates and the benefit that users would be expected 
to obtain from the work. 
 
Where the work is “reserved work”, work in the scope of a specific TAS and/or 
technical actuarial work central to a significant decision by the user, the 
communications should include a statement confirming compliance with TAS 100. 
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There is further more detailed guidance around the “Principles” of Judgement, 
Data, Assumptions, Models, Communications and Documentation.  Some of the 
features are summarised briefly as follows: 
 
 Judgement: should be exercised in a reasoned and justifiable manner with 

material judgements communicated to users to enable them to make 
informed decisions. 
 

 Data: must be appropriate for the purpose of the work such that the end 
user can rely on the resulting actuarial information. 
 

 Assumptions: must be appropriate for the purpose of the work such that 
the end user can rely on the resulting actuarial information. 
 

 Models: must be fit for purpose and subject to sufficient controls and 
testing such that the end user can rely on the resulting actuarial 
information. 
 

 Communications: must be clear, comprehensive and comprehensible such 
that the users can understand the matters relevant to enable them to make 
informed decisions. 
 

 Documentation: must have enough detail for a technically competent 
person (with no previous knowledge of the actuarial work) to understand 
the matters involved and assess the judgements made. 

 
Specific TASs 
 
As well as the Generic TAS, the FRC has published a set of Specific TASs, applying 
to work in particular areas as follows: 

 TAS 200: Insurance 

 TAS 300: Pensions 

 TAS 400: Funeral Plan Trusts. 
 
The purpose of each of these specific TASs is to promote high quality technical 
actuarial work for each specific area on matters where there is a high degree of 
risk to the public interest.  Each TAS supports the Reliability Objective that “users 
for whom actuarial information is created should be able to place a high degree of 
reliance on that information’s relevance, transparency of assumptions, 
completeness and comprehensibility, including the communication of any 
uncertainty inherent in the information”. 
 
In each case, the specific TASs applies to actuarial work completed on or after 1 
July 2017 but early adoption for work completed on or after 1 April 2017 is 
permitted. 
 



SA6-18: Regulation of financial services in the UK Page 23 
 

The Actuarial Education Company © IFE: 2018 Examinations 

The Insurance TAS 200 applies to all reserved work (ie where there is a regulatory 
or legal obligation that this work be performed by a qualified actuary) concerning 
insurance business which is used in reports completed on or after 1 October 2011.  
The scope includes work relating to the production of financial statements, 
regulatory returns, embedded value reports, pricing, business reorganisations, 
and the exercise of discretion in relation to premiums or benefits.   
 
Its purpose is to ensure that management and governing bodies of insurers can 
understand and rely on the information supplied by their actuaries, and appreciate 
its limitations. It also requires that information provided to policyholders is 
relevant, comprehensible and sufficient for their needs.   
 
The key principles include requirements to use appropriate assumptions derived 
from relevant information, and to explain uncertainty around any figures.  There 
are principles relating specifically to discount rates, the allowance for trends in 
assumptions, and modelling discretionary actions. 
 
The Pensions TAS 300 applies to work concerning pensions which is used in 
reports completed on or after 1 April 2011. Its purpose is to ensure that trustees, 
sponsors and other relevant parties are provided with sufficient information on 
risk and uncertainty to enable them to make decisions which relate to the 
financing of the pension scheme or affect the benefits payable to members of the 
pension scheme. Its purpose is also to ensure that actuarial calculations which 
result in payments to or from pension schemes are performed correctly and are 
carried out using methods, measures and assumptions which are fit for purpose. 
 
The Funeral Plans TAS 400 applies to reserved work concerning funeral plans 
which is used in reports completed on or after 1 October 2011. Its purpose is to 
ensure that information provided to trustees is relevant, comprehensible and 
sufficient to support decisions about the funeral plan trust and includes 
information on risk and uncertainty. It also operates to ensure calculations are 
carried out using measures, methods and assumptions which are fit for purpose 
and are performed correctly and that the key issues that affect the variability of 
income and capital returns from assets and projected liability cash flows are taken 
into account and given the appropriate weight. 
 
The Transformation TAS content has now been included within the Insurance and 
Pensions TAS, as appropriate, ensuring that users of actuarial information who 
make decisions on the transfer of assets and liabilities or the modification of 
liabilities are provided with sufficient actuarial information (including information 
on risk, uncertainty, and cash flows to enable them to make an informed decision 
and to assess the impact, including fairness, security and level of benefits, of the 
transfer or modification on beneficiaries). 
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5.2 Actuarial Profession Standards, FRC-adopted guidance notes 
and non-mandatory resource material 

Professional standards often change and students are reminded of their 
obligations to check the state of APSs and TASs on both the IFoA’s and FRC’s 
website to ensure your competence is up-to-date. 
 
The following Actuarial Profession Standards (APSs) are applicable to work done 
by actuaries (they are divided into practice area for ease of reference). 
 
Guides on whistle-blowing, conflicts of interest, review of actuarial work and 
acting as an expert in legal proceedings have been published by the IFoA. 
  
 

5.3 General Insurance 

The General Insurance APS are: 
 
APS G1 – The Chief Actuary in Non-Life Insurance 
 
APS G2 – covers actuarial reporting for Lloyd’s syndicates writing US business. 
 
 

5.4 Life Insurance 

The Life APSs are: 
 
APS L1 – Duties and Responsibilities of Life Assurance Actuaries.  This covers 
overarching obligations for actuaries carrying out the statutory roles of Chief 
Actuary (for long-term business in a Solvency II firm), Actuarial Function Holder, 
With-Profits Actuary, Reviewing Actuary and Appropriate Actuary for firms 
transacting long term insurance business, and the relationships between them 
and the members who support those role holders.  This includes the role of the 
Chief Actuary under Solvency II. 
 
APS L2 – covers the communication regulations under The Financial Services and 
Markets Act 2000 (Communications by Actuaries) Regulations 2003 (FSMA 
Regulations).  It provides assistance to a Relevant Actuary who is thinking about 
communicating matters of which he/she becomes aware to the FCA in accordance 
with the FSMA Regulations.  “Relevant Actuaries” are Actuarial Function Holders 
and With-Profits Actuaries appointed by or in respect of UK authorised insurance 
companies and Friendly Societies; Appropriate Actuaries of Friendly Societies to 
which SUP 4 applies, the Lloyd’s actuary and syndicate actuaries to life 
syndicates. 
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5.5 Pensions 

The Pensions APS is: 
 
APS P1 – Duties and Responsibilities of Members Undertaking Work in relation to 
Pension Schemes: this sets out the specific practice area ethical obligations, 
including Practising Certificate obligations, that apply in addition to the Actuaries’ 
Code published by the IFoA for members operating in the pensions area.  This 
APS includes material on conflicts of interest with which actuaries need to comply. 
 
 

5.6 Finance and Investment 

APS D1 makes it a professional duty for the principal of an Authorised 
Professional Firm (APF) to ensure that, before their firm makes use of the FCA’s 
APF exemptions, the firm obtains a licence from the IFoA as an APF member of 
the DPB.  
 
 

5.7 Cross Practice Standards 

Cross practice standards apply to all members, regardless of what area they 
specialise in. The cross practice standards are: 
 
 APS X1 – Applying Standards to Actuarial Work.  This APS provides 

actuaries with a framework and approach for clarifying which standards to 
apply to their work.  It clarifies that all members, regardless of where they 
are located or whether the work is being carried out in the UK or elsewhere, 
must apply the Actuaries’ Code and relevant APSs.  It also sets out 
principles for members to follow in identifying and applying appropriate 
standards to their work.  This is likely to be of particular relevance for those 
members working in geographically complex situations or where there are 
competing standards that might apply to their work. 
 

 APS X2 – Review of Actuarial Work. This APS requires members to 
consider whether to apply work review to actuarial work they are 
responsible for and, if appropriate and proportionate, to ensure that review 
is applied to that work.  In addition to considering a review, members must 
also consider whether the review should be independent (ie performed by 
a peer not involved in the piece of work, though not necessarily employed 
elsewhere). 

 
 APS X3 – The Actuary as an Expert in Legal Proceedings.  This APS sets 

out the principles for members to apply when instructed as an expert in 
relation to legal proceedings. 
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5.8 Other Actuarial Profession Standards 

 APS Z1 – Duties and Responsibilities for Actuaries Working for UK Trust-
Based Pre-Paid Funeral Plans.  
 

 APS QA1 – Quality Assurance for Organisations. 
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6 The International Actuarial Standards 

The International Actuarial Association sets International Standards of Actuarial 
Practice (ISAPs).  An ISAP is a model for actuarial standard-setting bodies to 
consider.  
 
The International Actuarial Association approved its first International Standard of 
Actuarial Practice  
 
ISAP1: General Actuarial Practice) in November 2012 
 
ISAP 2 − Financial Analysis of Social Security Programs was introduced in 
October 2013 
 
ISAP 3 – IAS 19 Employee Benefits was introduced on 11 April 2015. 
 
The IFoA will notify Members of the introduction of any future International 
Standards of Actuarial Practice as and when they are introduced. They will only 
be binding on the members of the IFoA if the IFoA choose to adopt, adapt or 
otherwise endorse them. 
 
The IAA also produces International Actuarial Notes (IANs) which are educational 
and non-binding in nature. They represent a statement of appropriate practices, 
although not necessarily defining uniquely practices that would be adopted by all 
actuaries. They are intended to familiarise the actuary with approaches that might 
appropriately be taken in the area in question. They also serve to demonstrate to 
clients and other stakeholders and to non-actuaries who carry out similar work 
how the actuarial profession expects to approach the subject matter.    
 
As at April 2017, the existing IANs are as follows: 
 
 IAN 3 – Classification of Contracts under International Financial Reporting 

Standards IFRS [2005]  
 

 IAN 4 – Measurement of Investment Contracts and Service Contracts under 
International Financial Reporting Standards IFRS [2005]  

 
 IAN 5 – Current Estimates under International Financial Reporting 

Standards IFRS [2005]  
 

 IAN 6 – Liability Adequacy Testing, Testing for Recoverability of Deferred 
Transaction Costs, and Testing for Onerous Service Contracts under 
International Financial Reporting Standards IFRS [2005]  

 
 IAN 7 – Recognition and Measurement of Contracts with Discretionary 

Participation Features under International Financial Reporting Standards 
IFRS [2005]  
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 IAN 8 – Changes in Accounting Policies under International Financial 
Reporting Standards IFRS [2005]  

 
 IAN 9 – Accounting for Reinsurance Contracts under International Financial 

Reporting Standards IFRS [2007]  
 

 IAN 10 – Embedded Derivatives and Derivatives under International 
Financial Reporting Standards IFRS [2007]  

 
 IAN 11 – Business Combinations under International Financial Reporting 

Standards IFRS [2008]  
 

 IAN 12 – Disclosure of Information about Insurance Contracts under 
International Financial Reporting Standards IFRS [2008] 
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7 The influence of financial regulation on investment 

7.1 Agency risk in financial regulation 

Generally speaking, agency risk is the risk that arises from the misalignment of 
interests between stakeholders.  It arises from the economics concept of the 
“principal-agent problem”.  When a principal hires an agent to work for him/her, 
the agent will not necessarily act in the interests of the principal, and instead may 
act in their own interests. This issue can be managed and reduced somewhat by 
attempting to optimally align the interests of the principal and the agent.  
Frequently, another party/agent can be hired to oversee that the agent is acting in 
the principal’s interest.  However, this usually adds an extra dimension to the 
principal-agent problem. 
 
The primary reason for financial regulation is to better align the interests of the 
investment professional with the interests of their clients.  The aim is to minimise 
the extent to which financial agents act in their own interests rather than in their 
clients’ interests.  Financial transactions which have the biggest influence of 
citizens’ lives are likely to be considered most important from a financial 
regulatory perspective, and consequently are usually subject to the highest 
degree of regulation.  This regulation needs to overcome the likely asymmetry of 
information and expertise between the financial agent and the client (see CA1 Core 
Reading for further discussion). 
 
Agency risk can also be at play in the regulator.  Regulators are supposed to 
reduce, manage or remove the misalignment of interests between financial agents 
and clients.  However their interests can sometimes be misaligned within this 
process in that there is a risk that they act in their own interests rather than in the 
interests of a better general alignment of interests and more generally in the 
interests of more progressive regulation.  
 
 

7.2 Political economics 

Progressive improvement of financial regulations has to contend with the same 
political economic obstacles as all other progress.  These obstacles are  

1. don’t shock the system 

2. protect the establishment 

3. don’t disrupt the balance of power.   
 
Each of these obstacles needs to be overcome in some way to achieve progress 
as all the obstacles mentioned encourage maintenance of the status quo.  This 
means that if somebody devised the ideal and perfect financial regulatory system 
tomorrow, its implementation would not be automatic, indeed it might be regarded 
that it would be difficult to implement. 
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Despite these obstacles, progressive improvement in financial regulation does 
happen.  Without such progressive impetus, financial regulation can tend towards 
the mediocre or worse, resulting in increased bureaucracy and red-tape. 
 
 

7.3 Regulation risk 

Both principals and agents in the financial system face the risk of changes to 
regulation which may negatively impact them – either by increasing the net costs 
associated with compliance or by increasing the dysfunctionalities in financial 
markets.  However, the risk is two-sided, progressive regulatory changes are likely 
to have a beneficial impact on the functionality and efficiency of financial markets, 
net of any cost of compliance.  Furthermore, the costs arising from progressive 
regulatory changes are more likely to impact dysfunctional market participants, 
which might be considered to be additionally progressive. 
 
 

7.4 Competition between regulatory regimes 

Competition is likely to exist between regulatory regimes in different jurisdictions 
as they are likely to aim to attract more financial commerce to their regions.  This 
is likely to influence regulatory changes, as tougher regulation can result in 
financial firms moving to more jurisdictions with more friendly regulatory regimes. 
 
BACKGROUND REFERENCES 
 
1  Standards Decision Tree 
 http://www.actuaries.org.uk/Standards%20Decision%20Tree 
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8 How is this material examined? 

The answer is that it has rarely been examined.  However, regulation of actuaries has 
become more topical since the Morris review, which looked in particular at the regulation 
of actuaries and actuarial firms, and the CPD undertaken by actuaries.  Some changes 
were put in place following the review, and students should be aware that it is more 
important than ever to understand how the marketplace is regulated. 
 
There is plenty on the internet about the remit and the conclusions of the report, and some 
columns have been written in actuarial magazines and journals.   
 
One regulation-based question did arise in April 2010, which related to high-level 
considerations.  A question also came up in Subject SA5, which could (with remarkably 
little alteration) become part of an SA6 question.  The solutions to all past papers are 
available to download for free from the profession’s website. 
 

Example 1, Subject SA5 September 2005, Q2 (iv) (adapted) 
 
The investment bank acting on behalf of an individual corporate raider has had no prior 
dealings with the raider.  The bank is not aware of his background and that he has had 
past associations with members of the board of the target company.  The raider provided 
the investment bank with documents.  The bank used these documents and distributed a 
number of these documents to potential funders of the takeover.  It has now come to light 
that the raider obtained the documents illegally from the target company and that, having 
discovered this, the target has reported the matter to the FCA who has now become aware 
of all of the facts in this case. 
 
(a) State the rules which the bank and/or its personnel may have broken and the 

actions that the FCA could take against the relevant parties. 
 
(b)  Explain the actions that the FCA is likely to take against the relevant parties and 

the likely consequences of those actions. [10] 

 
 
 
 
  



Page 32  SA6-18: Regulation of financial services in the UK 
 

© IFE: 2018 Examinations The Actuarial Education Company 

 
 
 
 
 
 
 
 
 
 
 

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

 
 
 

 
  



SA6-18: Regulation of financial services in the UK Page 33 
 

The Actuarial Education Company © IFE: 2018 Examinations 

Chapter 18 summary 
 
The Financial Services Authority has been replaced by three regulatory bodies: 
 
 Financial Policy Committee (FPC) 

 Prudential Regulation Authority (PRA) 

 Financial Conduct Authority (FCA) 

 
The powers under the FSMA include: 

 authorisation of financial institutions 

 imposition of fines 

 approval of individuals carrying out specific roles 

 powers against fraud crime 

 power to prosecute in event of money laundering or insider trading. 
 
Principles for business set out in FCA and PRA handbooks 
 
There are eleven principles set out for the conduct of investment business: 

1. Integrity 

2. Skill, Care and Diligence 

3. Management and Control 

4. Financial Prudence 

5. Market Conduct 

6. Customers’ Interests 

7. Communications with Clients 

8. Conflicts of Interest 

9. Customers: Relationships of Trust 

10. Clients’ Assets 

11. Relations with Regulators. 
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The IFoA as a DPB and APF licence provider 
 
The principal responsibilities of the IFoA providing DPB licences are: 

 to license firms operating under DPB licence 

 to ensure continuing compliance of member firms with the IFoA’s Conduct of 
Business Rules 

 to ensure the appropriate remedies are available to any aggrieved investor 

 to suspend licences where firms have not complied with the rules, impose 
disciplinary measures, and refer matters to the DPB Tribunal where necessary 

 to ensure that the IFoA’s bye-laws and professional guidance and DPB handbook 
provide adequate protection for investors.   

 
Firms licensed through the IFoA as a DPB cannot carry out significant mainstream 
investment business.  Firms fully authorised through the FCA may also apply to become 
licensed through the IFoA as APFs, thereby reducing the burden of compliance.  The IFoA 
may suspend, withdraw or impose conditions on the authorisation of firms. 
 
The IFoA’s Conduct of Business Rules cover the following major areas: 

 Integrity 

 Skill, care and diligence 

 Full agreement on nature and scope of services 

 Review compliance at least annually 

 Legislative framework and professional standards 

 Appropriate records 

 Investigate complaints 

 Resolve complaints 

 Best interests of client 

 Record and keep client’s property 

 Attempt best advice 

 Confirm advice in writing to client 

 Obtain written confirmation of investment instructions from client 

 Avoid dealing against clients’ interests. 
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The panel on takeovers and mergers 
 
The Panel administers the City Code on Takeovers and Mergers and the substantial 
acquisitions rules.  The Panel has no statutory powers. 
 
The principal aim of the Code is to ensure fair and equal treatment of shareholders involved 
in takeovers. 
 
Competition policy 
 
The Competition and Markets Authority has a responsibility to investigate matters relating 
to mergers and monopolies in the UK. 
 
Other authorities that may become involved in this area are the Department for Business, 
Innovation and Skills, utility regulators and the European Commission. 
 
Guidance Notes and TASs 
 
It is not required to know the Guidance Notes and TASs in detail for this exam, however, 
a knowledge of the high-level subject matter may be useful. 
 
International Actuarial Association (IAA) 
 
The IAA also sets actuarial standards in the form of International Actuarial Notes (IANs) 
which are educational and non-binding in nature.  The IAA also produces International 
Standards of Actuarial Practice (ISAPs) which may be adopted by the UK profession in 
due course. 
 
The influence of regulation on investments 
 
Regulation is rarely ideal, and dysfunctionality occurs.  The main purpose of having 
regulation is to align the interests of the investment professionals and their clients usually 
caused by asymmetry of information or expertise.  However, the regulators themselves 
have self-interest and may act to generate regulations to further their own careers.  
Regulation can lead to red tape and excessive costs for institutions.  The balancing factor 
is the competition between countries with different regulatory regimes.  Excessive costs 
drive financial companies away from the expensive area, causing a reduction in red tape 
to entice them back.    
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Chapter 18 Solutions 
 
Solution 18.1  

Moral hazard occurs when the existence of regulation causes intermediaries or other 
professionals to pay too little attention to the needs of the consumer and to their own 
professional responsibilities to sell each consumer an appropriate product.  This is often 
caused by the attitude “well, that’s the regulator’s responsibility, not mine”. 
 
 
Solution 18.2  
 
 Reduced innovation within the industry 
 
 Reduced competition within the industry 
 
 Direct costs for companies in ensuring that they comply with regulation 
 
 The regulator’s costs in generating and policing regulation. 
 
 
Solution 18.3  
 
 Sustaining confidence in the financial markets 

 
 Protecting consumers 

 
 Promoting understanding of financial products 

 
 Reducing the scope for financial crime. 
 
 
Solution 18.4  
 
Advantages of self-regulation: 
 
 The regulatory system is implemented by the people with the greatest knowledge 

of the market, who also have the greatest incentive to achieve a sound financial 
services industry. 

 
 Self-regulation should be able to respond rapidly to changes in market needs. 
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 It may be easier to persuade firms and individuals to co-operate with a self-
regulatory organisation than with a government bureaucracy. 

 
 If it results in a less onerous regulatory system this may encourage competition to 

enter the market. 
 
Disadvantages of self-regulation: 
 
 The closeness of the regulator to the industry it is regulating, which may lead to a 

lack of confidence in the regulator.   
 
 Self-regulatory organisations may inhibit new entrants to a market if the system 

is perceived as being too “close” to the existing firms and biased against new 
entrants.   

 
 
Solution 18.5  
 
Eleven principles set out in the FCA and PRA handbooks for the conduct of investment 
business: 

1. Integrity 

2. Skill, Care and Diligence 

3. Management and Control 

4. Financial Prudence 

5. Market Conduct 

6. Customers’ Interests 

7. Communications with Clients 

8. Conflicts of Interest 

9. Customers: Relationships of Trust 

10. Clients’ Assets 

11. Relations with Regulators. 
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Solution 18.6  
 
The principal responsibilities of the IFoA acting as a DPB are: 
 
 to license firms operating under DPB licence 
 
 to ensure continuing compliance of member firms with the IFoA’s Conduct of 

Business Rules 
 
 to ensure the appropriate remedies are available to any aggrieved investor 
 
 to suspend licences where firms have not complied with the rules, impose 

disciplinary measures, and refer matters to the DPB Tribunal where necessary 
 
 to ensure that the IFoA’s governing documents and professional guidance and DPB 

handbook provide adequate protection for investors.   
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