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Subject SA1 
 
 

CMP Upgrade 2014/15 
 
  

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

 
 
This CMP Upgrade contains: 
 
 all major changes to the Syllabus objectives and Core Reading. 
 
 key changes to the ActEd Course Notes, Series X Assignments and Question 

and Answer Bank that will make them suitable for study for the 2015 exams. 
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1 Changes to the Syllabus objectives   

There has been one very small change to the syllabus objectives in Subject SA1.   
 
Objective (n) has been amended to read: 
 
(n) Produce coherent advice and recommendations for the overall financial 

management of a health and care insurer:   

● analyse more complex problems in terms of actuarial, economic and 
financial factors to a level where appropriate analytical techniques may 
be used 

● integrate the results of such an analysis into a coherent whole, and 

● evaluate critically and interpret the results in a wider context and draw 
appropriate conclusions. 
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2 Changes to the Core Reading and ActEd Course Notes 

Throughout the notes, all references to the “OLTB” tax fund have been changed to 
“non-BLAGAB”. 
 
 
Chapter 1 
 
Pages 12 
 
The following paper has been added to the reading list for “Experience statistics”: 
 
Extending the critical path: a report from the Critical Illness Definitions and 
Geographical Variations Working Party.   
–  Banthorpe, P et al – SIAS (2013). 
 
Pages 14 
 
The following paper has been added to the reading list for “Regulations”: 
 
The ECJ Gender Directive ruling – one year on.   
–  Texier, L; Bhudia, R – SIAS (2014). 
 
Pages 15 
 
The website for the FCA has changed to the following: 
 
● The Financial Conduct Authority – www.fca.org.uk 
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Chapter 2 
 
Page 8 
 
The first set of bullet points in Section 1.3 has been amended to read: 
 
The statistics quoted below illustrate the significance in the UK of some of the 
serious illnesses that are covered by critical illness products. 

● Over 300,000 people develop cancer each year in the UK. 

● 1 in 3 people will develop some form of cancer during their life. 

● There are over 2 million people in the UK with coronary heart disease and 
over 100,000 heart attacks each year.  

● 1 in 3 people who have a heart attack die before reaching hospital. 

● 150,000 people suffer a stroke each year in the UK. 

● Around 100,000 people in the UK have multiple sclerosis. 
 
Page 13 
 
The last paragraph of Core Reading has been amended to read: 
 
In early 2013, the UK government announced an intention to adopt the principles 
recommended by Dilnot, but with a higher maximum contribution cost of £72,000 
(where this applies to medical care costs only, not “hotel costs” 
ie accommodation and personal living costs – although these will be capped by 
local authorities) and a means test asset threshold of £118,000.  These changes 
are planned to be implemented in 2016. 
 
The penultimate paragraph of ActEd text has been amended to read: 
 
So, nobody will need to pay more than £72,000 for their long-term care, and this 
amount will reduce for anybody with assets less than £118,000.  However, these costs 
just relate to personal care.  Individuals will still have to pay for accommodation costs 
which one UK charity estimates to be around £10,000 per year.  An Institute and 
Faculty of Actuaries report estimated that someone would pay on average £140,000 for 
long-term care before the cap would begin to apply and that only 8% of men and 15% 
of women would benefit from the cap. 
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Page 14 
 
The last paragraph of ActEd text in Section 1.4 has been replaced by the following three 
paragraphs: 
 
The proposed removal of restrictions on the form in which UK defined 
contribution pension benefits can be taken (as announced in March 2014) will 
also have implications for the long-term care insurance market. 
 
In the March 2014 Budget, the chancellor announced that “no-one will have to buy an 
annuity”.  This means that with effect from April 2015, retirees will have far more 
freedom in how they use their pension pot.  Any pension taken as cash in excess of the 
25% tax-free lump sum will be taxed at the policyholder’s marginal tax rate, rather than 
at the previous 55% tax rate. 
 
It is unclear at this stage what impact the Budget announcement will have on the 
long-term care insurance industry.  However, it is likely that pensioners will prefer to 
put less of their pension pot into an annuity in order to retain the flexibility to invest and 
spend their pension pot as they choose.  One possibility is then that part of the pension 
pot will be retained until later in retirement, at which point it can be either used to fund 
long-term care directly or to buy an annuity to fund the care costs. 
 
Page 15 
 
The following paragraph of Core Reading has been added after Question 2.13: 
 
PMI was also seen as being complementary to the NHS, covering acute, treatable 
conditions rather than chronic conditions or accident and emergency treatment. 
 
The paragraph of Core Reading after Question 2.13 has been amended as follows: 
 
In the 1980s and 1990s the increasing demands placed on the NHS, faced with 
inflating costs and greater utilisation generally from an ageing population, has 
meant a lesser quality of service to members of the public.  As its limited budget 
attempted to cope with this escalation in calls for treatment, waiting lists 
lengthened, at least until the early years of the 21st century.  There remains 
significant variation in waiting lists by geographic location and by treatment 
required (the so-called “postcode lottery”). 
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Page 22 
 
The first paragraph of Section 2.2 has been amended to read: 
 
The insurer needs to be able to model the risk when setting premium rates and 
later when establishing suitable reserves (and capital requirements) against 
policies already on the books.  The source of statistics that is most relevant to 
such modelling is the insurer’s own experience.  The applicability of this will 
depend on the credibility of data and the degree of detail that has been captured 
and can be utilised. 
 
Page 23 
 
The paragraph of Core Reading below Question 2.21 has been amended to read: 
 
For premium rating, the insurer will need to predict the likely volume and mix of 
new business and of renewing business (for short-term insurance products). 
 
Page 32 
 
Section 2.7 has been amended to read: 
 

2.7 Competitors’ actions 

Whilst the competition is a reasonable guide to collective wisdom, an individual 
insurer must be aware of its particular circumstances and assess the risk fully 
(in terms of its available capital, its target market, its method of distribution), 
before accepting any major changes that are taking place in product design or 
pricing.  Again the financial effect of such moves must be carefully modelled, 
including any negative aspects of “standing alone” ie following a strategy that is 
not in line with the majority of competitors. 
 
Section 2.8 has been amended to read (note that the last sentence has been deleted): 
 

2.8 External advice 

Similarly, changes proposed by reinsurers or consultants must undergo a 
rigorous cost / benefit / risk analysis.  Suggestions here might involve new 
products, new methods of servicing, outsourcing, new forms of distribution or 
new territories into which to sell.   
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Chapter 3 
 
Page 6-7 
 
Section 1.6 has been amended to read: 
 
Statutory Sick Pay (SSP) is treated as a continuation of salary and, as such, is 
taxed in the same way as earned income, under Schedule E.   
 
Contributions-based Employment and Support Allowance (ESA), for those who 
have paid sufficient National Insurance contributions, is taxable. 
 
Contributions-based ESA is taxable as earned income.   
 
Income-related ESA is means-tested and payable to those eligible who have a low level 
of savings even if they have not paid sufficient NI contributions.  It is not subject to tax. 
 
Pages 13-16 
 
There have been a number of changes on these pages.  Replacement pages are attached. 
 
 
Chapter 5 
 
Page 3 
 
The following paragraph of Core Reading has been added after Question 5.1: 
 
A further consideration is the emergence of “aggregator” (or “comparison”) 
websites, which enable customers to fill in a single form and obtain quotes from 
a range of different insurers.  Purchase can then be completed through the 
website, linking to the relevant insurer’s system.  
 
Page 5 
 
The last paragraph of Core Reading has been amended to read: 
 
Pre-funded LTCI is the health insurance product that everyone has a need for but 
no-one is buying.  It is expensive when the need is perceived, there are other 
priorities at young ages when it is cheap, and there may be an expectation that 
the government will look after the elderly – although media coverage in recent 
years may be improving understanding of this aspect.  Immediate needs 
annuities may represent good value but distribution is challenging. 



Page 8  SA1: CMP Upgrade 2014/15 

 

© IFE: 2015 Examinations The Actuarial Education Company   

The following paragraph of Core Reading has been added to the bottom of the page: 
 
As mentioned in Chapter 2, changes to pension benefit legislation are likely to 
have implications for long term care insurance demand – particularly around the 
time of retirement.   
 
Page 10 
 
The first paragraph of Core Reading has been amended to read: 
 
Periods of stock market volatility in recent years and the maintenance of interest 
rates at a very low level have been major contributory factors to the current 
situation, whereby most forms of long-term insurance must be sold rather than 
purchased.  
 
Page 11 
 
The following four paragraphs have been added after the fourth paragraph of Core 
Reading: 
 
In the UK, the PMI market is dominated by a small number of insurers.  This has 
drawn the attention of the Competition Commission, which commenced an 
investigation into the wider private healthcare market in 2012 (with results 
expected in 2014). 
 
In August 2013, the Competition Commission issued its provisional findings.  It found 
that there were issues with a lack of competition amongst healthcare providers (eg 
hospitals) in some areas of the market and high barriers to entry, leading to higher 
prices for self-pay patients compared to those with insurance (due to the higher 
negotiating strength of insurers). 
 
The report found that insurers promoted competition between providers.  However, the 
report is likely to change the provision of private healthcare which will have an impact 
on the private medical insurance market. 
 
In April 2014 the Competition Commission was abolished and its functions transferred 
to the new Competition and Markets Authority (CMA). 
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Page 16 
 
The first paragraph of Section 3.1 has been amended to read: 
 
If a policyholder pays premiums regularly into an IP plan, might he / she have an 
expectation that 100% of income will be protected, even though the policy 
documents explain what is covered?  
 
Page 21 
 
The first paragraph of Section 3.3 has been amended to read: 
 
For many such contracts, long-term care insurance is a misnomer.  The 
contracts do not provide any care at all, simply cash on a structured basis 
(usually income) to allow the policyholder to pay towards the necessary costs 
when the tests for ADLs are failed.  It will not take too many of these policies to 
provide a cash shortfall for there to be the possibility of litigation and 
reputational damage.  This may arise through under-targeting originally or 
through the failure of investment return to match expectation.   
 
Page 26 
 
The first bullet point has been amended to read: 
 
● Here the government provides subsistence levels, in the region of £60 to 

£100 per week, so insurance is needed as a top-up – how far is this 
recognised by the public? 

 
Page 29 
 
The fourth bullet point has been deleted. 
 
Page 30 
 
The first paragraph has been amended to read: 
 
As mentioned earlier, the majority of both the private medical and income 
protection insurance markets is employer paid or sponsored (voluntary) cover.  
The attitude of employers to such staff benefits is key to the future insurance 
revenue streams for these two products. 
 
The following paragraph of Core Reading has been added to the end of Section 5.1: 
 
Some schemes also cover dependants, although this is becoming less common 
due to the increased cost and the current economic climate. 
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Chapter 6 
 
Page 14 
 
The third and fourth paragraphs of Core Reading have been amended to read: 
 
Under the Moratorium, customers are not required to disclose the results of 
predictive genetic tests for policies with sums insured up to £300,000 for critical 
illness insurance, or paying annual benefits of £30,000 for income protection 
insurance. When the cumulative value of insurance exceeds these limits insurers 
may seek information about, and customers must disclose, tests approved with 
the government for use for a particular insurance product.  
 
As at May 2014, the only approved predictive test has been for Huntington’s 
disease, for use in determining premiums for life insurance (not health and care 
insurance). Thus UK insurers have no right at the moment (May 2014) to use 
information from genetic tests in processing applications for IP, CI and LTCI 
insurances.  
 
The final paragraph of Core Reading has been deleted. 
 
Page 15 
 
GAIC has been disbanded, so the following paragraph has been amended to read: 
 
Actuaries have been heavily involved in genetic issues and in developing this industry 
agreement.  The Actuarial Profession has established the UK Forum for Genetics and 
Insurance (UKFGI) to encourage debate on genetic issues, and several actuaries have 
been involved in developing criteria for assessing the “actuarial relevance” of the 
genetic tests to be approved.   
 
Page 18 
 
The second paragraph of Core Reading have been amended to read: 
 
Many insurers have semi-official scales of charges that they are prepared to pay 
and outside of which they will negotiate with the hospital or consultant.  Often 
the insured knows little of this method of cost control, although most insurers 
will have clauses in their policy wording that indicate that fees will be paid only 
at a “usual and customary level”.   
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Chapter 7 
 
Page 24 
 
The third and fourth paragraphs of Section 3.3 have been amended to read: 
 
However, the premium required to allow a new product to break into the market may be 
so low that it does not cover claims and variable expenses.  This approach requires 
careful consideration. 
 
It may be deemed appropriate to launch a product with a discount to the 
expected cost in order to achieve market acceptance and to increase market 
share.  This can also create an opportunity to promote and sell other products to 
these customers.  Products sold in this way are known as “loss leaders”.   
 
 

Chapter 8 
 
Page 10 
 
The Core Reading under heading (f) has been amended to read: 
 
The product has been under-priced due to the under-estimation of future claims 
experience, perhaps due to lack of relevant data or inadequate underwriting of 
the insured risk (see Section Error! Reference source not found.).   
 
The last paragraph of ActEd text has been deleted. 
 
Page 26 
 
The second paragraph of ActEd text has been amended to read: 
 
While we cannot necessarily assume the same rates for each of these inflation variables, 
the four different assumptions will need to be consistent with each other (ie reflect how 
we would realistically expect the inflation rates to behave together). 
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Chapter 9 
 
Page 2 
 
The first set of bullet points have been amended to read: 
 
Since 1 January 2013, for tax purposes a UK long-term insurance company has 
to treat the following as separate businesses: 

● basic life assurance and general annuity business (BLAGAB) 

● other long-term business (non-BLAGAB). 
 
Please note that OLTB is referred to as non-BLAGAB throughout the 2015 course.  We 
do not list all these changes in this upgrade. 
 
The second set of bullet points and the following ActEd paragraph have been amended 
to read: 
 
BLAGAB covers long term assurance and annuity contracts other than the 
following:  

● pensions business  

● ISAs (Individual Savings Accounts) 

● child trust funds 

● immediate needs annuities (used for long term care) 

● life reinsurance business  

● overseas life assurance business 

● PHI business (see below). 
 
Subject SA1 is concerned with immediate needs annuities and the products included 
within PHI business.  Knowledge of the other products included in the above list is not 
needed for this subject. 
 
Page 3 
 
The penultimate paragraph has been amended to read: 
 
The non-BLAGAB category incorporates all other business, and so it covers 
pensions business, ISAs, child trust funds, immediate needs annuities, 
reinsurance of life assurance, business sourced from overseas, PHI business 
and long term protection business written on or after 1 January 2013.   
 
The final paragraph on page 3 has been deleted. 
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Page 4 
 
The first paragraph of ActEd text on page 4 has been deleted. 
 
The first paragraph of Core Reading in Section 1.1 has been amended to read: 
 
The insurer has to allocate its trading profits and all component parts of its profit 
and loss account between the different categories of its business.  
 
Page 5 
 
The final paragraph on page 5 has been deleted. 
 
Page 7 
 
The reference to immediate needs annuities has been deleted from the description of E, 
so that it now reads: 
 
E 
 
● BLAGAB allocation of expenses, subject to the spreading of acquisition 

expenses. 

● Income component of general annuities. 
 
Page 9 
 
The first paragraph of Core Reading has been amended to read: 
 
For annuities taken out since 1 January 1992, the allowable portion of annuity 
payments is the total annuity payments less the corresponding total capital 
contents (where capital content is determined by dividing the premium by 
expectation of life as at the purchase date, based on defined standard mortality 
tables).  This difference reflects the income part of the annuity payments, which 
are not taxable in the insurer’s hands as the policyholder has to pay tax on this 
element of the payments they receive. 
 
Page 10 
 
Point (5) has been amended to read: 
 
(5) income component of general annuity business. 
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The third paragraph of Core Reading has been amended to read: 
 
In a proprietary company, the shareholder profit would be expected to be 
material and further calculation is required.  This is because HM Revenue & 
Customs (HMRC) requires part of the profit to be taxed at the more usual rate of 
corporation tax (21% as at 6 April 2014).  This rate is due to be reduced to 20% 
from 1 April 2015, after which it will be the same as the policyholder rate. 
 
Page 14 
 
Point 3 has been amended to read: 
 
3. The rest of the minimum profit (and the non-BLAGAB trading profit), the 

“shareholders’ unfranked profit”, suffers tax at the standard rate of corporation tax 
(currently 21%). 
 
Details of this allocation of the minimum profit between the part derived from 
the BLAGAB dividend income and the remainder are not needed for this 
subject. 

 
The penultimate paragraph has been amended to read: 
 
You will recall that in a mutual, both BLAGAB I–E and trading profits are taxed at 20%.  
In a proprietary, some of this taxable income will instead be taxed at 21%, while the rest 
continues to be taxed at 20%. 
 



SA1: CMP Upgrade 2014/15 Page 15 

The Actuarial Education Company © IFE: 2015 Examinations 

Page 15 
 
The example has been amended to read: 
 

Example  
 
BLAGAB I–E 200 

Non-BLAGAB trading profits 140 

Minimum profit 80 

Total Taxable Income (TTI) 340 
 
Here: 
 
● 220 would be taxed at 21%, this being the shareholders’ share (the BLAGAB 

minimum profit plus the non-BLAGAB trading profits) 

● 120 would be taxed at 20%, this being the rest of the TTI. 

 
The penultimate paragraph has been amended to read: 
 
Therefore a “minimum profits test” is applied to the I–E result.  This is also 
known as the “excess adjusted BLAGAB trade profits” test, with the minimum 
profit being referred to as the BLAGAB trade profits.  
 
The last paragraph has been amended to read: 
 
The minimum profit is effectively the accounting profit arising from the BLAGAB 
business (including BLAGAB share of non-taxable dividends).   
 
Page 16 
 
The third paragraph of Core Reading has been amended to read: 
 
If the minimum profit is higher than the adjusted IE computation, then the 
allowable expenses in the “IE” computation are effectively restricted so that the 
two are equal.  The amount by which the allowable expenses are so restricted 
(the “excess adjusted BLAGAB trade profits”) is carried forward as XSE and 
added to the following year’s allowable BLAGAB expenses.  When such a 
restriction applies, the company is frequently referred to as being “excess E”. 
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Page 20 
 
The first paragraph has been amended to read: 
 
FSMA 2000 (Regulated Activities) Order 2001 (SI2001/544) Schedule 1 Part II sets 
out the classification of long-term insurance business. 
 
The last two paragraphs in the Long-term business section have been replaced by the 
following three paragraphs: 
 
So business classified as PHI business will be taxed as non-BLAGAB. 
 
An insurer may write an insurance contract that contains elements of both life 
assurance and critical illness benefit.  Such business written from 1 January 
2013 is classified fully as non-BLAGAB.  However, such hybrid contracts written 
before that date may need to be dissected for the purposes of completing the tax 
return (unless it can be shown that either of the amounts concerned is 
immaterial), with the life assurance element being classified as BLAGAB. 
 
So hybrid business written before 1 January 2013 will be split into a CI component 
taxed as non-BLAGAB and a life component taxed as BLAGAB. 
 
The last paragraph on this page has been amended to read: 
 
If either of the PHI business conditions described in Section 1 of this chapter is 
not met, the product would be classified as short-term Class 2 (sickness) under 
Schedule 1 Part I of SI2001/544, and taxed as general insurance business. 
 
Page 25 
 
The fifth paragraph has been amended to read: 
 
Where benefits are payable to the employer, they are taxed in his or her hands as 
a trading receipt.  However, the employer will then pass the benefit on to the 
employee in the form of salary, thereby obtaining a compensating tax deduction.   
 
Page 27 
 
The first and second paragraphs have been replaced by: 
 
The taxation of LTCI depends on whether the policy is pre-funded or is for immediate 
care. 
 
The taxation of LTCI can be extremely complex and there are many exceptions to the 
general rules given here.   
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Page 28 
 
The final paragraph on page 28 has been deleted. 
 
Page 29 
 
The section on INAs has been deleted and replaced by: 
 
Immediate needs annuities (INAs) 
 
If an annuity used for long-term care qualifies as an INA then it is taxed as non-
BLAGAB; otherwise, it is taxed as BLAGAB.   
 
Pages 31-34 
 
The Summary incorporates the various changes described above.  Replacement pages 
are attached. 
 
Page 35 
 
Solution 9.5 has been updated for the new tax rate as follows: 
 
Minimum profit is 40.  So this (and the non-BLAGAB trading profits) is taxed at 21%.   
 
The remainder of the BLAGAB I–E , ie 520 – 40 = 480, is taxed at 20%. 
 
Therefore, the corporation tax payable is: 
 

((40 + 260)  0.21) + (480  0.20) = 159 
 
 
Chapter 10 
 
Pages 4-5 
 
Much of Section 2.3 has been deleted so that it now reads: 
 
Dividends from UK equities are not subject to tax, and dividends from overseas 
equities are also in general not subject to UK tax.   
 

Question 10.1 

Why are dividends from equities not subject to tax? 
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This franked income is removed from the investment income for tax purposes. 
 
Gains on equities, whether UK or overseas, are taxed as income on a fair value 
basis; that is, unrealised gains and losses are brought into accounts as they 
accrue.   
 
Page 6 
 
The second paragraph in Section 3.2 has been amended to read: 
 
Compliance with International Accounting Standards (IAS) is required for all 
listed companies within the EU from year-end 2005.  Unlisted companies 
(including subsidiaries of listed companies) may stay on UK GAAP, which from 1 
January 2015 will be replaced by new Financial Reporting Standards.   
 
Page 7 
 
The second paragraph of Core Reading has been deleted. 
 
The third paragraph of Core Reading has been amended to read: 
 
Legislation potentially limits the tax deduction to the “appropriate amount”.  
Insurers will make their corporation tax returns on the basis of the figures in 
their financial statements, but HMRC may enquire into these.  If HMRC does 
enquire into the appropriateness of the technical provisions, then the 
“appropriate amount” depends on whether or not the company has an actuarial 
opinion supporting the figure in the financial statements. 

 
 
Chapter 11 
 
Page 4 
 
The final paragraph of ActEd text has been replaced by: 
 
For reference purposes these can be found at http://fshandbook.info/FS/, 
although detail of Handbook contents beyond what is included in the Core 
Reading is non-examinable.  The website shows the PRA and FCA Handbooks 
separately and also a “combined view”. 
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Page 5 
 
The following paragraph has been added after the first paragraph: 
 
Each block and module of the “combined view” of the Handbooks contains a 
combination of rules that are issued by the PRA, rules that are issued by the FCA 
and some that are issued by both regulators. 
 
Page 8 
 
The section headed “ICOBS changes from ICOB” has been deleted. 
 
Page 9 
 
The following section has been added at the bottom of the page: 
 

3.6 Supervisory statements 

In addition to making rules, the PRA issues other occasional publications such 
as supervisory statements.  These are not regulations, but the PRA expects firms 
to behave in a manner consistent with their content.   
 
For example, in April 2014 the PRA issued SS4/14 which is aimed at general insurance 
firms in run-off and highlights some factors that the PRA expects the firm to take into 
account when extracting capital from the firm during the course of the run-off. 
 
Page 10 
 
The second paragraph of Core Reading has been amended to read: 
 
The current supervisory solvency requirements, often termed “Solvency I”, are 
outlined in this chapter.  The following two chapters describe the “Solvency II” 
regime, which is planned to replace Solvency I.  Solvency II will be enacted in the 
PRA and FCA Handbooks by new rules. 
 
Page 16 
 
The last paragraph of Core Reading (mentioning the ABI guide) has been deleted. 
 
The course notes that follow are still based on the contents of the ABI guide, although 
the ABI guide is no longer specifically mentioned. 
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Page 23 
 
The first paragraph of Core Reading has been amended to read: 
 
Delays in the proposed implementation of Solvency II (see Chapter 12) have 
resulted in the PRA announcing its intention to allow companies to use their 
preparatory Solvency II models towards meeting the requirements of the 
Individual Capital Adequacy Standards (ICAS) framework. 
 
Page 36 
 
A new Section 8.4 has been added.  A replacement page is attached. 
 
 
Chapter 12 
 
Page 3 
 
The first paragraph has been amended to read: 
 
At the time of writing (April 2014), progress has been made on the first three 
Levels but these have not yet all been fully finalised and ratified.  Agreement was 
reached on the Omnibus II text (which updates the Level 1 measures originally 
set out in the 2009 Solvency II Directive) in late 2013 and it was finalised by the 
European Parliament in early 2014.  This will be followed by approval of the Level 
2 implementing measures and introduction of Level 3 guidance. 
 
The following paragraph has been added after the second paragraph of ActEd text: 
 
In a similar way, the Long-Term Guarantee Assessment (LTGA) took place in 2013.  
This gathered quantitative and qualitative information from insurance companies to help 
set the rules for valuing products with long-term guarantees (eg the LTGA looked at the 
impact of using the matching adjustment and volatility adjustment described in 
Chapter 13). 
 
The final paragraph has been amended to read: 
 
The timetable for implementation is currently uncertain.  At the time of writing 
(April 2014) it is planned to be operative from the beginning of 2016. 
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Page 4 
 
The first two paragraphs have been replaced by the following: 
 
Transitional arrangements are available for some aspects (eg technical 
provisions, risk-free interest rates), for a defined period.  The intention is to 
avoid unnecessary disruption of markets and availability of insurance products.  
Full compliance with the new regime should be encouraged and achieved as 
quickly as possible.   
 
In order to support insurance companies and supervisors in their preparation for 
Solvency II, EIOPA has issued preparatory guidelines to supervisors.  These 
guidelines aim to ensure that insurance companies take steps towards 
implementing the Solvency II framework before it comes into force.   
 
The guidelines place requirements on companies to evidence their preparation 
and deliver certain elements during the preparatory phase. 
 
We will see later in this chapter that during the preparatory phase insurance companies 
should: 

● provide evidence that they are working towards meeting the governance 
requirements 

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

● submit certain elements of the qualitative and quantitative reporting 
requirements. 

 
Page 7 
 
The following paragraph has been added at the end of Section 2.1: 
 
In the preparatory phase, insurance companies will have to evidence that they 
are working towards meeting the governance requirements. 
 
Page 8 
 
The following paragraph has been added at the end of Section 2.2: 
 
In the preparatory phase, insurance companies are required to carry out a 
Forward Looking Assessment of Own Risk (FLAOR).  This requirement is a 
stepping stone to ensure that companies are ready to complete a full ORSA 
when Solvency II comes in. 
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Page 10 
 
The last paragraph on page 10 has been deleted. 
 
The following paragraph has been added at the end of Section 3.1: 
 
In the preparatory phase, certain elements of the qualitative and quantitative 
information will have to be submitted.   
 
Page 11 
 
The following paragraph has been added at the bottom of the page: 
 
Equivalence can be “provisional” (which affects the group solvency calculation) 
or “temporary” (which affects group supervision). 
 
Pages 15-16 
 
A number of changes have been made to the summary (in line with the changes 
mentioned above).  Replacement pages are attached. 
 
 
Chapter 13 
 
Pages 1-2 
 
The graph on page 1 has been replaced by a new graph on page 2.  Replacement pages 
are attached. 
 
Page 3 
 
The last paragraph of Core Reading has been amended to read: 
 
Such recoveries must be adjusted to allow for the best estimate of expected 
losses due to the default of the reinsurer.  This is calculated as the present value 
of the expected losses in each future year, and the adjustment is typically small 
as the probability of reinsurer default is normally considered to be low 
(depending, of course, on the credit rating and security of the reinsurer). 
 
Pages 7-10 
 
A number of changes have been made to the discussion of the discount rate.  
Replacement pages are attached. 
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Page 13 
 
The box marked “illiquidity” in the bottom left hand corner of the chart has been 
deleted. 
 
The bullet points have been amended to read: 
 
The Basic SCR is calculated by considering different modules of risks: 

● market (interest rate, equity, property, credit spread, currency and 
concentration) 

● counterparty default 

● insurance (separately for life, health and non-life business) 

● intangible assets.   
 
 
Chapter 14 
 
Page 8 
 
The first paragraph has been amended to read: 
 
The concept of Treating Customers Fairly (TCF) is enshrined within regulation: 
“a firm must pay due regard to the interests of its customers and treat them 
fairly” (the “Principles for Businesses” issued by the PRA and FCA).  It is clear 
that the responsibility for satisfying the TCF requirements rests with the Board 
and senior management of a long-term insurance company. 
 
Page 19 
 
The last paragraph of Core Reading has been amended to read: 
 
It should be noted that, for accounting periods beginning on or after 1 January 
2015, current UK GAAP will be replaced by four new Financial Reporting 
Standards: FRS 100, 101, 102 and 103 (“new UK GAAP”).  The first three of these 
standards are generic and hence are not specific to insurance, whereas FRS 103 
is specific to insurance contracts and is only relevant to entities applying 
FRS 102 that have such contracts.  As for any such accounting standards, early 
adoption is permitted. 
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The following paragraph has been added after the paragraph above: 
 
FRS 103 replaces FRS 27.  However, the Financial Reporting Council says that 
FRS 103 allows firms, generally, to continue with their current accounting practices for 
insurance contracts.   
 
 
Chapter 15 
 
Page 2 
 
The bullet points have been amended to read: 
 
The TASs relevant to Subject SA1 are: 

● TAS D, Data 

● TAS M, Modelling 

● TAS R, Reporting Actuarial Information 

● Insurance TAS 

● Transformations TAS. 
 
Page 3 
 
The third paragraph of Core Reading has been amended to read: 
 
The Regulation area of the IFoA’s website also includes Information and 
Assistance Notes (IANs) and other non-mandatory resource material, which are 
intended to provide helpful material on particular matters.   
 
The last paragraph of ActEd text has been deleted. 
 
Pages 7-10 
 
A number of changes have been made to Section 3 (including a discussion of APS Q1 
and IANs).  Replacement pages are attached. 
 
 
Chapter 16 
 
Pages 3-6 
 
There have been a number of changes to the Core Reading on these pages.  
Replacement pages are attached. 
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Pages 11-12 
 
There have been a number of changes to the Core Reading on these pages.  
Replacement pages are attached. 
 
Page 22 
 
The following text has been added at the end of Section 4.1: 
 
The considerations in this Section are similar to those covered in Section 2.5 of 
Chapter 8 in relation to data used for product pricing. 
 
 
Chapter 17 
 
Page 12 
 
The second to last sentence of Core Reading on this page has been amended to read: 
 
Where applications are accepted and claims approved by the insurer on the 
reinsurer’s behalf (wholly or in part), the reinsurer will expect the staff certifying 
such acceptance to have been properly trained. 
 
 
Chapter 19 
 
Solution 19.1 
 
This solution has been amended to read: 
 
● to help manage risk, in particular to make more informed pricing and reserving 

calculations and decisions 

● to monitor actual compared to expected experience and take corrective actions 
as needed 

● to update assumptions as to future experience 

● to monitor any trends in experience  

● to provide management information to aid business decisions 
 
Note the relevance of the actuarial control cycle in this question. 
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Chapter 21 
 
Page 7 
 
The final sentence of the first paragraph in Section 2.4 has been amended to read: 
 
Any action which is not in line with general behaviour will be viewed with 
suspicion, perhaps even disapproval, and thus the first to move in a given 
situation will have to be careful. 

 
Page 9 
 
The first sentence in Section 2.7 has been amended to read: 
 
As a result of any changes, the actuary will need to feed new assumptions into 
his / her aggregated “model office”.   
 
Page 14 
 
The first sentence in Section 4 has been amended to read: 
 
Part of the analysis of experience may prompt a review of distributor 
remuneration structures, as a means of cutting costs increasing new business or 
improving persistency. 
 
 
Chapter 23 
 
Pages 28-29 
 
There have been a number of changes to the Core Reading on these pages, updating the 
OECD data to 2012 figures.  Replacement pages are attached. 
 
 
Chapter 24 
 
Page 5 
 
The first paragraph of Core Reading on this page has been deleted. 
 
Page 14 
 
The section headed “Changes” has been deleted from the Course Notes. 
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Page 21 
 
The following section of Core Reading has been added at the end of this page: 
 
Non-contestability 
 
Some insurers now use non-contestability clauses to simplify the management 
of non-disclosure.  These state that once an applicant has successfully 
completed underwriting and gone on risk, the insurer is not able to challenge a 
claim after a defined period of time has elapsed (eg two years) on the basis of 
deliberate, careless or negligent non-disclosure on the original application.   
 
In practice, insurers are able to deny fraudulent claims after the non-contestable 
period, but this is not commonly invoked as it can be a difficult legal test to 
meet. 
 
 
Chapter 26 
 
The following definitions have been updated: 
 
Continued personal medical exclusions (CPME) 
 
This is “no worse terms” acceptance whereby the new PMI insurer promises 
only to carry forward such cover for medical conditions as existed under the 
previous insurance policy. 
 
Definition of incapacity 
 
The majority of companies effectively have a standard definition of incapacity 
such as “totally unable through sickness or accident to perform own occupation 
and not following any other for profit or reward” although the exact words used 
will vary.  This definition is normally applied throughout the duration of the 
contract. 
 
(The remainder of the above definition is unchanged.) 
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Group business 
 
Group business is insurance covering a number of individuals under a single 
policy.  The members of the group are linked in some way (eg employees in the 
same company or holders of the same credit card) and there is often a sponsor 
(eg employer) who facilitates in the payment of premiums and administrative 
matters.  Membership may be compulsory or voluntary. 
 

Incurred but not reported (IBNR) 
 
This term relates to claims where the claim event has happened but the insurer 
has yet to receive notification.  The insurer is required to hold reserves against 
such events when assessing results or submitting accounts for a particular 
period. 
 
Key Features document (UK) 
 
This is a legislative requirement for regulated plans that aims to give a “short 
and punchy synopsis of the product which is easy to read and capable of being 
understood”.  It sets out the required information such as aims and purposes of 
the policy, nature of the policyholders’ commitment, a description of the risk 
factors and illustrative projections. 

 
Moratorium 
 
Certain PMI products, in place of medical underwriting, do not cover medical 
conditions that existed during a pre-specified period, often five years, but will 
then cover these conditions if no treatment, symptoms or advice takes place for 
a period of, typically, two or three consecutive years after first taking out the 
policy.  The insurer is however on immediate risk for all other conditions.  
 

No claims discount (NCD) 
 
Under PMI, an NCD system refers to an increasing discount to some reference 
premium applied for each year that no claims are made, to a limit.  For each 
claim made, the level of discount reduces and could result in a premium higher 
than the reference premium.  This is used as an own-experience proxy for more 
accurate risk segmentation. 
 

No worse terms (NWT) 
 
In certain circumstances, on PMI or group business policy renewal, a new 
insurer will agree to offer cover at least as comprehensive and with no additional 
underwriting conditions as the policyholder’s current policy; the renewal or 
“switch” is accepted on no worse terms. 
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Non-medical limits 
 
Non-medical limits denote the maximum (long-term) policy benefits for which 
one can propose without needing an automatic medical examination or PMAR. 
 
The fact that a benefit falls within the non-medical limit is no guarantee that the 
proposer will not be asked to attend a medical examination.  Insurers always 
reserve the right to call for any additional medical evidence that they feel is 
necessary in the light of any information that they already have. 
 

Occupational classes (UK) 
 
Under IP insurance in the UK, companies use a varying number of occupational 
classes – typically ranging from three to six, as well as certain special ones for 
particular occupations. 
 

Residence 
 
This clause limits the countries in which the policyholder may be resident to 
make a valid claim, to ensure effective claims management. 
 
(Note that the second paragraph of the above definition has been deleted.) 
 
Reviewable premiums 
 
This is a form of premium offered by income protection and critical illness 
insurance providers.  It allows the insurer to alter the premiums if the 
prospective claims experience (or any aspect of the premium basis specified in 
the contract) for the portfolio as a whole is different from that which was 
originally expected.  Most companies that employ reviewable rates undertake the 
reviews every five years, though experience monitoring is done on a regular 
basis. 
 

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



Page 30  SA1: CMP Upgrade 2014/15 

 

© IFE: 2015 Examinations The Actuarial Education Company   

The following definitions have been added: 
 
Individual Capital Assessment (ICA) (UK) 
 
Pillar 2 of the existing regulatory reporting regime is the Individual Capital 
Assessment (ICA), which covers a confidential assessment of solvency for the 
regulator (the PRA), recognising all the risks to which a firm is exposed, not just 
the prescribed risks of the Pillar 1 rules.   
 
Individual Capital Guidance (ICG) (UK) 
 
Firms submit their own confidential ICA calculations to the PRA, which then 
reviews them and issues Individual Capital Guidance (ICG).  If the PRA is happy 
with a firm’s ICA calculations, the ICG will simply equal the ICA.  However, if the 
PRA believes that a firm has not adequately assessed all the risks to which it is 
exposed, it will set the ICG as higher than the ICA that the firm has calculated. 
 

Minimum Capital Requirement (MCR) (UK) 
 
The MCR is the sum of the Long-Term Insurance Capital Requirement (LTICR) 
and Resilience Capital Requirement (RCR) subject to a minimum of the Base 
Capital Resources Requirement (BCRR), which is the minimum guarantee fund in 
accordance with EU Directives.  [The “MCR” terminology is also used in the 
proposed Solvency II framework, although the calculation approach differs.] 
 

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

Solvency Capital Requirement (SCR) (UK) 
 
Under Pillar 1 of Solvency II, there are two distinct capital requirements: the 
Solvency Capital Requirement (SCR) and the Minimum Capital Requirement 
(MCR).  The SCR is a Value at Risk measure calibrated to a 99.5% confidence 
level.  It can be calculated using a prescribed standard formula approach, or by 
using a company-specific internal model which has to be approved by the 
regulator.  
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Total (and) permanent disability (TPD) 
 
This disability cover is often included within a critical illness product.  It is the 
permanency of the disability that distinguishes it from income protection cover, 
although “permanent” needs to be defined carefully.  “Total” in practice means 
the failure of ability to perform a major or substantial part of the job or function.   
 
(The ActEd definition of TPD can now be deleted.) 
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3 Changes to the Q&A Bank 

The most significant changes to the Q&A Bank questions or solutions are listed below: 
 
All references to the OLTB tax fund have been changed to non-BLAGAB. 
 
Q&A Bank Part 2 
 
The first bullet point in the Solution 2.1 has been changed to: 
 
● the minimum profit not derived from dividend income (ie the shareholders’ 

share) is taxed at the standard rate of corporation tax (21%) [½] 
 
The second point under (2) in the Solution 2.1 has been changed to: 
 
If an adjusted I–E computation produces an answer lower than the minimum profit, then 
it is modified so that it gives an answer equal to the minimum profit.   [1] 
 
The three points under the previous heading OLTB in Solution 2.1 has been changed to: 
 
Non-BLAGAB  
 
Non-BLAGAB business written on a proprietary basis is taxed on profits. [½] 
 
Profits are taxed at the full rate of corporation tax (21%). [½]  
 
A mutual would not normally have a taxable non-BLAGAB profit. [½]  
 
The number of marks for Question 2.4 (i) has reduced to 5. 
 
The second point in the Solution 2.4 (i) has been changed to: 
 
The minimum profit is effectively the accounting profit arising from the BLAGAB 
business (including BLAGAB share of non-taxable dividends).  [½] 
 
The first bullet point (worth 1.5 marks in total) in the Solution 2.4 (i) has been deleted. 
 
The 7th and 8th points on page 24 in Solution 2.10 have been replaced by: 
 
The risk-free discount rate can be increased to take some credit for the illiquidity 
premium on corporate bonds (the matching adjustment) if strict conditions are met for 
annuities.    [1] 
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Alternatively a volatility adjustment can be added to the risk-free discount rate if the 
liabilities are not eligible for the use of the matching adjustment.   [½] 
 
The number of marks for Question 2.11 has increased to 13. 
 
The following four points have been added to Solution 2.11: 
 
EIOPA has issued preparatory guidelines to ensure that insurance companies take steps 
towards implementing the Solvency II framework before it comes into force.   [½] 
 
In the preparatory phase, insurance companies will have to evidence that they are 
working towards meeting the governance requirements.  [½] 
 
So in the preparatory phase, insurance companies are required to carry out a Forward 
Looking Assessment of Own Risk (FLAOR) as a stepping stone to completing a full 
ORSA.    [½] 
 
In the preparatory phase, certain elements of the qualitative and quantitative 
information will have to be submitted to the regulator.   [½] 
 
 
Q&A Bank Part 5 
 
The 6th point in the Solution 5.4 (i) has been changed to: 
 
SSP lasts for up to 28 weeks. Following this, the State may provide incapacity benefits, 
such as Employment and Support Allowance (ESA), which will provide a modest 
subsistence income (around £100 per week), or Universal Credit. [1] 
 
 
Q&A Bank Part 6 
 
The 10th point on page 3 in the Solution 6.1 (i) has been changed to: 
 
This should be split down by the major areas, such as duration in-force, distribution 
channel, benefit levels, age, etc.  [½] 
 
The third point beneath the bullets on page 4 in the Solution 6.1 (i) has been changed to: 
 
This could be broken down by levels such as rating factors, distribution channel and 
duration of claim. [½] 
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4 Changes to the X Assignments 

As with the Q&A Bank, we have updated questions and solutions for the changes in the 
Core Reading and ActEd text.   
 
We only accept the current version of assignments for marking, ie those published for 
the sessions leading to the 2015 exams.  If you wish to submit your script for marking 
but have only an old version, then you can order the current assignments free of charge 
if you have purchased the same assignments in the same subject the previous year (ie 
sessions leading to the 2014 exams), and have purchased marking for the 2015 session.  
   
The most significant changes to the assignment questions or solutions are listed below: 
 
All references to the OLTB tax fund have been changed to non-BLAGAB. 
 
X2.1 
 
The third point in the solution to part (i) has been changed to: 
 
Minimum profit is effectively the accounting profit arising from the BLAGAB business 
(including BLAGAB share of non-taxable dividends).   [½] 
 
X2.3 
 
The 6th point beneath the bullet points on page 9 in the solution has been changed to: 
 
For accelerated-CI life products, both the life assurance and critical illness benefits 
would also be taxed as non-BLAGAB. [1] 
 
The 8th point beneath the bullet points on page 9 in the solution has been deleted. 
 
The 9th point beneath the bullet points on page 9 in the solution has been changed to: 
 
Pre-funded LTCI with material surrender or maturity benefits may be classified as 
Class I or Class III (depending on whether it is non-linked or linked) and taxed as 
BLAGAB.  [½] 
 
The following two points have been added beneath the point above: 
 
However, in practice HMRC reserves the right to tax contracts differently in special 
circumstances.   [½] 
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If a pre-funded LTCI contract met the definition of “protection” business it would be 
taxed as non-BLAGAB.   [½] 
 
The last point on page 9 in the solution has been replaced by the following two points: 
 
If an annuity qualifies as an immediate needs annuity it would be taxed as non-
BLAGAB.   [½]   
 
Otherwise an annuity taken out to pay for long-term care would be taxed as BLAGAB 
in the same way as other purchased life annuities (see below).  [½] 
 
The third point on page 10 in the solution has been deleted. 
 
X2.4 
 
The first point in the solution to part (i) has been changed to: 
 
The Institute and Faculty of Actuaries provides guidance to its members in the 
Actuaries’ Code, Technical Actuarial Standards, Actuarial Profession Standards, 
Information and Assistance Notes and other non-mandatory resource material.   [1] 
 
The following has been added beneath the first point on page 13 in the solution to 
part (i):  
  
There are also proposals to introduce a cross-practice Actuarial Profession Standard in 
relation to the application of peer review to actuarial work.  [½]  
 
X6.2 
 
The first point in the solution to part (i) on page 12 has been changed to: 
 
● They may have a different rating structure or use rating factors not used by the 

insurer (such as occupation or location), and so attract the type of customers for 
whom they can offer a lower premium.   [½] 
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5 Other tuition services 

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

5.1 Study material 

We offer the following study material in Subject SA1: 

 Practice Module P1 Multiple-choice Booklets 

 Mock Exam 

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

5.2 Tutorials 

We offer a Block Tutorial (lasting two full days) in Subject SA1. 
 
For further details on ActEd’s tutorials, please refer to our latest Tuition Bulletin, which 
is available from the ActEd website at www.ActEd.co.uk. 
 
 

5.3 Marking 

You can have your attempts at any of our assignments or mock exams marked by 
ActEd.  When marking your scripts, we aim to provide specific advice to improve your 
chances of success in the exam and to return your scripts as quickly as possible. 
 
For further details on ActEd’s marking services, please refer to the 2015 Student 
Brochure, which is available from the ActEd website at. 
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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 SA1@bpp.com 
or by fax to 01235 550085. 
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All study material produced by ActEd is copyright and is sold 
for the exclusive use of the purchaser.  The copyright is owned 

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

 
 

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

photocopy any part of the study material. 
 
 

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

 
 

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

profession or through your employer. 
 
 

These conditions remain in force after you have finished using 
the course. 
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Appendix – UK Disability Welfare Benefits 

The following is a brief description of some of the benefits available under the 
UK welfare system.  Receipt of any of these benefits may affect the ability to 
claim another.  The amounts of each benefit are not given due to their 
complexity; it is more important to gain an understanding of the types of benefit 
provided by the State.  More detailed information can be found on the 
Department for Work and Pensions website at www.dwp.gov.uk or on the 
government’s public service website at www.direct.gov.uk. 
 
 

Attendance Allowance (AA) 

Attendance Allowance (AA) is a tax-free benefit for people aged 65 or over who 
need help with personal care because they are physically or mentally disabled.  
 
You may get AA if: 

 you have a physical or mental disability, or both  

 your disability is severe enough for you to need help caring for yourself  

 you are aged 65 or over when you claim.  
 
If you are under age 65, you may be able to get Personal Independence Payment. 
 
 

Carer's Allowance 

Carer’s Allowance is a benefit to help people who look after someone with 
substantial caring needs.  You do not have to be related to, or live with, the 
person you care for.  
 
You can claim Carer’s Allowance if you are aged 16 or over and spend at least 35 
hours a week caring for a person getting one of the following benefits: 

 Attendance Allowance (or Constant Attendance Allowance) 

 Disability Living Allowance (at the middle or highest care rate) 

 Personal Independence Payment daily living component. 
 
Further details of the Constant Attendance Allowance are given in the section on 
Industrial Injuries Disablement Benefit below. 
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Disability Living Allowance (DLA) / Personal Independence 
Payment (PIP) 

Disability Living Allowance (DLA) is a tax-free benefit for individuals who need 
help with personal care or have walking difficulties.  
 
From April 2013 a new benefit, Personal Independence Payment (PIP), has 
replaced DLA for new claims for those of working age, ie aged 16 to 64.  [There 
are no plans to replace DLA with PIP for children under 16 and people of age 65 
and over who are already receiving DLA.] 
 
PIP is a non-means tested, tax-free payment that can be spent as chosen.  It 
comprises a daily living component and a mobility component, with eligibility for 
each being assessed by an independent health professional. 
 
Some people will be entitled to receive just one component; others may get both.  The 
care component and mobility component are paid at different rates depending on how 
your disability affects you. 
 
You may get PIP if: 

 you have a long-term health condition or disability and difficulties with 
activities of daily living and/or mobility 

 you have had these difficulties for at least three months (unless deemed 
terminal) and they are expected to last at least nine months 

 you are aged 16 to 64. 
 
 

Employment and Support Allowance (ESA) 

Employment and Support Allowance (ESA) gives people of working age a 
replacement income if they have an illness or disability that affects their ability to 
work. 
 
ESA consists of two phases: the assessment phase and the main phase.  The 
basic assessment phase rate is paid for the first 13 weeks of your claim while a 
decision is made on your capability for work through the Work Capability 
Assessment. 
 
When you make a claim for ESA, you have to complete a questionnaire about how your 
illness or disability affects your ability to complete everyday tasks.  The assessment 
may also request a medical report from your doctor and / or require you to undertake a 
medical assessment. 
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There are two groups within the main phase: 

 The Work Related Activity Group – a work-related activity component is 
paid in addition to the basic rate in return for attending work-focussed 
interviews. 

 The Support Group – if your illness or disability has a severe effect on 
your ability to work, you will not be expected to take part in any work-
related activity and you will receive a support component in addition to 
the basic rate. 

 
People in the Support Group are paid a slightly higher rate of ESA than those in the 
Work Related Activity Group.  Both are significantly higher than that paid during the 
assessment phase. 
 
However, people in the Work Related Activity Group who do not attend 
work-focussed interviews do not receive the work-related activity component 
and their benefit level is equivalent to the Job Seeker’s Allowance. 
 
A new Universal Credit system started to be rolled out during 2013, with full 
implementation expected in 2016-7.  It combines and replaces a number of 
existing benefits, including income-related Employment and Support Allowance.  
Existing claimants will be transferred to this new system under a phased 
process. 
 
 

Industrial Injuries Disablement Benefit  

Industrial Injuries Disablement Benefit is extra benefit money if you are ill or 
disabled from an accident or disease caused by work. 
 
In particular, you can claim Industrial Injuries Disablement Benefit if, because of 
a job you have done, you are suffering from: 

 a disease caused by working with asbestos 

 asthma 

 chronic bronchitis or emphysema 

 deafness 

 pneumoconiosis (including silicosis and asbestosis) 

 osteoarthritis of the knee (coal miners) 

 prescribed disease A11 (previously known as vibration white finger)  

 another illness that may be covered by the Industrial Injuries Scheme. 
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If you get Industrial Injuries Disablement Benefit at the 100 per cent rate and 
need daily care and attention, you may get Constant Attendance Allowance 
(CAA).  This is paid at four different rates. 
 
If you get Exceptional or Intermediate rate CAA and you need permanent 
constant care and attention, you may also get Exceptionally Severe Disablement 
Allowance. 
 
 

Statutory Sick Pay (SSP) 

Statutory Sick Pay (SSP) is paid to employees who are unable to work because 
of sickness.  SSP is paid by your employer for up to a maximum of 28 weeks. 
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Chapter 9 Summary 
 
Tax funds 
 
From 1 January 2013, for tax purposes a UK long-term insurance company has to treat 
the following as separate businesses: 

 basic life assurance and general annuity business (BLAGAB) 

 other long-term business (non-BLAGAB). 
 
Non-BLAGAB includes the following:  

 pensions business  

 ISAs and child trust funds 

 immediate needs annuities (used for long term care) 

 life reinsurance business  

 overseas life assurance business 

 PHI business 

 long term protection business written from 1 January 2013. 
 
Non-BLAGAB taxation 
 
Non-BLAGAB is liable to corporation tax on its trading profits.   
 
From 1 January 2013 the trading profits are based on the statutory accounts.  Before 
then, the profits were based on the supervisory Returns. 
 
BLAGAB taxation in a mutual 
 
Tax is payable in respect of BLAGAB on the so-called I–E basis. 
 
BLAGAB I is: 

 Investment income from real estate, gilts, bonds and deposits.  (Dividend income 
from equities is excluded.) 

 Chargeable gains on real estate and equities, allowing for the effects of 
indexation  

 Capital movements in gilts, bonds and derivatives 

 Miscellaneous income (eg reinsurance income). 
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BLAGAB E is: 

 non-acquisition BLAGAB expenses 

 1/7 of acquisition BLAGAB expenses 

 postponed acquisition expenses from previous years 

 unrelieved expenses brought forward (if any) 

 income component of general annuities. 
 
If I > E, corporation tax at the policyholder rate of income tax (20%) is paid on IE. 
 
If E > I, the excess expenses are carried forward unrelieved to the following year’s 
calculation. 
 
Role of minimum profit 
 
The two main differences between mutual and proprietary taxation of life assurance 
business both spring from a concept called “minimum profit”.   
 
Minimum profit is effectively the surplus arising on the BLAGAB business (including 
BLAGAB share of non-taxable dividends). 
 
Minimum profit has two roles in the taxation of a proprietary’s BLAGAB business: 
 
(1) It is used to split the total taxable income in the I–E computation between 

shareholders and policyholders.  The different parts of income are then taxed at 
different rates – shareholders’ unfranked income is taxed at the corporation rate 
and policyholders’ unfranked income is taxed at the policyholder rate. 

 
(2) It is used to determine a minimum amount of taxable income, the “minimum 

profits test”.  If an adjusted I–E computation produces an answer lower than the 
minimum profit, then it is modified so that it gives an answer equal to the 
minimum profit.  In this case, the company carries forward unrelieved expenses 
(“excess E”). 

  
 In certain circumstances the minimum profit may exceed the I in the I–E amount 

including net dividend income.  In this case, the I is increased so that it equals 
the minimum profit, and the amount of the increase is carried forward in a form 
that is equivalent to “unrelieved expenses”. 
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When a company may be excess E 
 
An insurer is more likely to be excess E if: 

 it has been recently established, or 

 it issued significant volumes of BLAGAB protection contracts (before 1 January 
2013) that have high expenses relative to investment income. 

 
An insurer may also temporarily become XSE as a result of the minimum profits test for 
the following reasons: 

 a weakening of the valuation basis used for the supervisory returns 

 significant capital falls in the bond market so that the net return from gilts and 
bonds is negative. 

 
Critical illness insurance taxation 
 
This is classed as non-BLAGAB and taxed on profits.  However if the contract was 
written before 1 January 2013, then it may be split into a CI component (taxed as non-
BLAGAB) and any life component (taxed as BLAGAB). 
 
For individual business, stand-alone CI benefits are tax-free.  Accelerated CI policies 
may be written as split trusts, in order that that inheritance tax is not charged on benefits 
paid following a CI claim.  In this case the CI benefit must be equal to the death benefit. 
 
For group business, premiums paid by the employer earn tax relief, but employees are 
taxed on these as benefits in kind.  Usually benefits are paid direct to the employee and 
are tax-free. 
 
Short-term critical illness policies are taxed as general insurance business and are 
subject to IPT. 
 
Income protection insurance taxation 
 
This business is classed as non-BLAGAB and taxed on profits. 
 
For individual policies, premiums do not get tax relief, and benefits are tax free unless 
the employer is paying the premiums. 
 
For group policies, premiums do not get tax relief unless paid by the employer (but not 
normally if the life covered is a controlling director).  Benefits are taxed only if 
premiums are paid by the employer for the benefit of the employee. 
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Long-term care insurance taxation 
 
Pre-funded LTCI benefits are tax-free. 
 
Payments, under a policy that meets certain conditions to qualify as an Immediate 
Needs Annuity (INA), that are made to a registered care provider for the care of the 
person covered under the policy are generally not taxable in the hands of the insured 
person.      
 
However, for annuities that don’t qualify to be INAs, the insured will be taxed on the 
income content of the benefit payments. 
 
Pre-funded LTCI is often written as non-BLAGAB and so the insurer is taxed on 
trading profits.  However, pre-funded LTCI with material surrender or maturity benefits 
may be taxed on BLAGAB I–E.   
 
If an annuity used for long-term care qualifies as an INA then it is taxed as non-
BLAGAB, otherwise it is taxed as BLAGAB.   
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The PRA uses the annual Returns prepared by insurance companies as a key 
source of information to monitor the financial resources of an insurer and the 
adequacy of mathematical reserves.  The PRA's primary concern in relation to 
the Returns is the solvency of an insurer, ie with its ability to meet future claims 
payments to policyholders. 
 
The main forms that an insurance company must complete are: 
 
● Balance sheet and profit and loss account   

● Revenue account and additional information   

● Valuation summaries, by broad type of contract  

● Directors’ certificate and auditors’ report 

● Abstract of valuation report (a description of the actuarial valuation and 
key features of the liabilities of the company). 

 
There are many forms, covering detailed analysis of assets, claim payments, 
expenses, new business, liabilities, ceded reinsurance, etc. 
 
Out of all the forms in the supervisory Returns, the one that is most frequently looked at 
is probably the statement of solvency.  Form 1 is used for general insurance business 
and Form 2 applies to long-term insurance business. 
 
 

8.3 Passporting 

Passporting rights give an insurer or reinsurer regulated in one EEA (European 
Economic Area) state the right to set up a branch in another EEA state or do 
business there on a cross-border basis. 
  
The EEA is the European Economic Area, and consists of the EU member States, plus a 
few others (such as Iceland and Norway).  Note that passporting rights do not apply in 
the Channel Islands or the Isle of Man, as these are not EEA States.  There is a special 
arrangement with Switzerland, even though it is not an EEA State. 
 
The rights for Passporting arise under the FSMA single market directives which 
for health and care insurers are likely to be: 

● the Third Non Life Directive 

● the Consolidated Life Directives 

● the Reinsurance Directive.   
 
These are European Union (EU) wide directives. 
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As a result of Passporting the insurer / reinsurer is subject to their home state 
regulator rather than the host state regulator. 
 
However, these firms may also need to deal with the regulators of the host states, eg in 
providing information, which may also charge them a fee.  
 
 

8.4 Global Systemically Important Insurers (G-SIIs) 

The 2007 financial crisis demonstrated that some financial institutions had become too 
big to be allowed to fail.  As a result, banks in many countries were bailed out by their 
governments.  Regulators were concerned that action should be taken to avoid this 
being necessary in the future. 
 
In 2013, the International Association of Insurance Supervisors (IAIS) announced 
its intended approach to the identification of “global systemically important 
insurers”, ie insurance companies which are deemed to be of such size, market 
importance and global interconnectedness that their distress or failure would 
cause severe adverse consequences across the global financial system.   
 
A similar system has been set up for Global Systemically Important Banks. 
 
Shortly afterwards, the Financial Stability Board (FSB) published an initial list of 
nine such G-SIIs, which included some UK insurers.  This list will be updated on 
an annual basis. 
 
For example, Aviva, AXA and Prudential are on the list. 
 
G-SIIs are subject to enhanced supervision, including the need to have in place 
systemic risk management plans, enhanced liquidity plans and effective 
separation of non-traditional or non-insurance business (where feasible and 
appropriate). 
 
So G-SIIs will be subject to greater scrutiny by regulators and will be required to hold 
more capital. 
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Chapter 12 Summary 
 
Background and scope 
 
The key objectives of Solvency II are to: 

● increase harmonisation of solvency regulation across Europe 

● protect policyholders 

● introduce capital requirements that are more sensitive to the risks undertaken 

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

● Pillar 1: Quantitative requirements 

● Pillar 2: Qualitative requirements and supervisory review 

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

● risk management function 

● actuarial function 

● compliance function 

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

● Regular Supervisory Report (RSR), submitted annually 

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

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

● risk management and capital allocation 

● product mix and product design 

● asset mix 

● corporate structure 

● management information 

● external disclosures. 
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Chapter 13 
 
 

Legislation (3) 
 
 

Syllabus objectives 
 
(d)  Understand the legal, taxation and regulatory framework as applicable to UK 

health and care insurance: 

● principles underlying the Solvency II regulatory regime. 
 

(This is only part of Syllabus objective (d).) 

 
 

0 Introduction 

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

Assets covering 
technical 

provisions, other 
liabilities, MCR 

and SCR

Other liabilities

Risk margin

Best 
estimate 
liability

MCR

SCRBasic own 
funds

Ancillary 
own funds

Own 
funds

Ineligible capital

Technical 
provisions

Surplus

 
 
This diagram is part of the Core Reading. 
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1 Valuation of assets 

Assets in the Solvency II balance sheet have 3 component parts: 

● investments (eg in equities, bonds, property, etc) 

● reinsurance recoveries 

● participations (ie companies in which the insurance company owns at least 20% 
of the voting rights). 

 
 

1.1 Prudent person principle 

You will recall from Chapter 11 that in Pillar 1 of the current regime there are questions 
of the admissibility of asset classes and limits on admissibility as well as how to value 
assets. 
 
Rather than have rules defining admissible asset classes and specifying concentration 
limits, Solvency II requires insurance companies to adopt the “prudent person principle” 
approach to investing their assets.  This requires, amongst other things: 

● the assets to be appropriate for the nature and term of the liabilities 

● assets to be chosen in the best interests of policyholders 

● derivatives to be used only for reducing risk or efficient portfolio management 

● assets to be “properly diversified”, eg by asset class, issuer, geographical area. 
 
 

1.2 Method of valuation 

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

2.2 The risk margin 

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

The cost of capital method 
 
1. The risk margin calculation involves first projecting forward the future 

capital that the company is required to hold at the end of each projection 
period (eg year) during the run-off of the existing business. 

 
For Solvency II, the projected capital requirement is a subset of the SCR 
(see Section 3), consisting of those risks that cannot be hedged in 
financial markets.   

 
2. These projected capital amounts are then multiplied by a cost of capital 

rate. 
 

This rate can be considered to represent the cost of raising incremental 
capital in excess of the risk-free rate, or alternatively it represents the 
frictional cost to the company of locking in this capital to earn a risk-free 
rate rather than being able to invest it freely for higher reward.  For 
Solvency II it is currently proposed that it is a fixed rate of 6% per annum. 

 
3. The product of the cost of capital rate and the capital requirement at each 

future projection point is then discounted, using risk-free discount rates, 
to give the overall risk margin. 

 
A non-simplified full projection of the SCR in the first step would be complex as it 
would potentially involve nested stochastic calculations.  To complicate matters further, 
the SCR depends on the risk margin, which introduces a circular argument to the 
calculation of the risk margin.   
 
Since the projection of the SCR is potentially complex, various simplified 
approaches can be used.   
 
For example, this could involve selecting a driver (eg reserves or sum at risk) 
which has an approximately linear relationship with the required capital or its 
components.  The initial capital requirement can be expressed as a percentage 
of that driver, and the projected capital is then approximated as the same 
percentage of the projected values of the driver.  In practice, more sophisticated 
methods using a combination of drivers and correlations may have to be used.  
 
Suppose a particular health insurance company sells only critical illness. 
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The company has projected the aggregate sums at risk on the critical illness policies at 
each year-end until all the current critical illness business is run off as follows: 
 
t 0 1 2 3 4 5 
Sum at 
risk 

£100m £90m £85m £82m £80m £0m 

 
The company has calculated its SCR at time 0 to be £10m. 
 

Question 13.3  

Use the simplified approach described above to estimate the SCR at each year-end. 

 
Although the risk margin must be disclosed separately for each line of business, 
it is proposed that it can be reduced to take into account diversification between 
lines up to legal entity level.  The allocation of diversification benefit can be 
approximated by apportioning the total diversified risk margin across lines of 
business in proportion to the SCR calculated on a stand-alone basis for each 
line, or by other approximate methods if appropriate given the materiality of the 
results. 
 

Question 13.4  

Suppose now that the company in the previous question also had a portfolio of in-force 
immediate needs annuities and that the SCR if calculated for the annuities in isolation 
would be £30m.  The company’s overall SCR (which benefits from the diversification 
across lines of business) is £34m.   
 
In determining its risk margin, what amount should the company use as the SCR at 
time 0 in respect of the critical illness business? 
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 In relation to discretion (which includes the management of reviewable 
charges and premiums): 

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

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

 
It can be noted that the Insurance TAS is principles-based and intended to be 
“durable”, containing few references to legislation and regulations.   
 

Transformations TAS 
 
Another TAS of relevance to health and care insurance actuaries is the 
Transformations TAS.  This gives more detail on principles that should be 
applied in actuarial work relating to business reorganisations which affect 
policyholders, including Part VII transfers.   
 
The Transformations TAS covers any actuarial work involving a transfer of assets or 
liabilities from one insurer to another.  It also covers any actuarial work carried out to 
support decisions about modifications to policyholders’ entitlements. 
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3 Other professional standards and guidance 

This section lists the other current professional standards and guidance that are 
of most relevance to this subject.  Subject SA1 students will not be examined on 
the detail of these resources. 
 
 

3.1 Actuarial Profession Standards 

The following Actuarial Profession Standards are of relevance: 
 
APS L1 (“Duties and responsibilities of life assurance actuaries”) – covers the 
responsibilities specific to statutory actuarial roles relating to long term 
insurance business.   
 
The statutory actuarial roles relevant to Subject SA1 are the Actuarial Function Holder 
and the Reviewing Actuary.  These were covered in Chapter 14. 
 

Question 15.2  

Briefly describe the role of the Actuarial Function Holder and the Reviewing Actuary. 

 
APS L2 (“The Financial Services and Markets Act 2000 (Communications by 
Actuaries) Regulations 2003”) – primarily relevant to Actuarial Function Holders 
(and With-Profits Actuaries), and covers their obligations to “whistleblow” to the 
regulators under the stated regulations. 
 
Matters that may need to be communicated to the regulators include: 

 contravention of legislation by an insurer 

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

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

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

 appropriate supervision of actuarial work 

 compliance with mandatory actuarial standards and other regulatory 
requirements  

 clear, consistent and effective use of peer review.  
 
 

3.2 Information and Assistance Notes 

Unlike the TASs, IANs are not mandatory and, therefore, members do not have to 
follow them, being free to obtain and follow alternative advice from other 
sources.  However, because they are part of professional guidance, a member 
may have to demonstrate that he / she has considered them, if relevant.  The 
IFoA has to ensure that the content of an IAN does not conflict with any of the 
FRC standards. 
 
The IAN “The Actuary as an Expert Witness” is of relevance to health insurance 
actuaries who are appointed to act as an expert witness in legal proceedings 
held before courts or tribunals or in mediations.  
 
 

3.3 Other non-mandatory resource material 

As noted earlier, the IFoA also produces other non-mandatory resource material 
which is intended to provide helpful guidance for its members.   
 
These include: 
 
 “Whistleblowing – a guide for actuaries” and “Whistleblowing – a guide 

for employers of actuaries”.   

These leaflets are intended to help all actuaries (and their employers) 
understand their whistleblowing obligations, both professionally and 
legally, and to alleviate concerns that they may have about such 
responsibilities.   

 
The IFoA has also put in place a confidential advice line that gives advice on 
when and how best to raise concerns.  Details of the advice line and the above 
guides can be found at: 
http://www.actuaries.org.uk/regulation/pages/whistleblowing. 
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 “Conflicts of interest – a guide for actuaries” and “Conflicts of interest – a 
guide for employers of actuaries”.   

These leaflets build on the provisions of the Actuaries’ Code in relation to 
conflicts of interest and sets out views on good practice regarding such 
conflicts and how they might be managed.   

 
These guides can be found at: 
http://www.actuaries.org.uk/Conflicts_Non_Mandatory_Resource_Material. 
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4 End of Part 2 

What next?   
 
1. Briefly review the key areas of Part 2 and/or re-read the summaries at the end 

of Chapters 9 to 15. 

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

3. Attempt Assignment X2. 
 
 
Time to consider – “learning and revision” products 
 
Face-to-face Tutorials – If you haven’t yet booked a tutorial, then maybe now is the 
time to do so.  Feedback on ActEd tutorials is extremely positive.  Here are a few 
comments made by past students: 
 

“I find the face-to-face tutorials very worthwhile.  The tutors are really 
knowledgeable and the sessions are very beneficial.” 
 
“It is one of the only opportunities you get to have your questions answered 
and have face-to-face learning (as well as learning from your peers).” 
 

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

Buy online at www.ActEd.co.uk/estore 
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1 Assessment of the market for a new company launch  

This section covers the main issues that the actuary acting on behalf of the company 
should consider in evaluating whether the new company should be launched and in 
determining what advice should be given. 
 
 

1.1 Consumer demand  

For the launch of a new company, for each product they intend to sell we will need to 
set premium rates, ensuring that the required level of profit will be achieved, given the 
capital available and the risk involved.  We will build a financial model to evaluate the 
expected cashflows resulting from the new products.  One of the key factors affecting 
the assumptions in this model will be the market for the products, both in terms of 
volumes of business and characteristics of future policyholders. 
 

Question 16.1  

Why is it important to determine the characteristics of future policyholders? 

 
So we will want a breakdown of expected volumes by distribution channel and 
customer characteristics to a sufficient level of detail.  Here we give details about all the 
things we need to think about in assessing these figures. 
 
There is no point in launching a new company unless consumers are going to 
purchase the products sold in sufficient quantities to produce a viable insurance 
business.  The products must therefore be designed to meet a real need for 
potential customers, as well as being affordable. 
 
How much a customer will be prepared to pay for a product will depend on the product 
type, how it is sold and how well the product meets the needs of the customer.  The 
various needs of the consumer were discussed in detail in Chapter 2. 
 

Question 16.2  

What methods can a new insurer use to assess the extent to which its products will meet 
customer needs? 

 
The new insurance company also needs to generate a brand which will make 
consumers feel confident when purchasing the products. 
 
The demand for certain ranges of products will depend on the target market, and 
in particular the wealth and financial sophistication of the consumers. 
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So the brand image of the insurance provider is an important factor in assessing the 
expected demand for a future product. 
 
This will depend on how the provider presents itself.  For example, if it presents itself as 
an insurance company, it may give an impression of financial strength and security.  
However, it will be affected by the image of the insurance industry as a whole and, as 
we discussed in Chapter 5, this may be tarnished at times. 
 
Alternatively, the provider may promote the health nature of its services, eg calling 
itself a “healthcare company” rather than an insurer.  In this case, its reputation for 
customer service will be paramount. 
 
New providers will need to build up a brand image for themselves from scratch and may 
need to spend significant sums on marketing to do so.  For this reason they often tend to 
start off small, in niche markets.  However, if small companies have a well-known and 
popular parent company they may use the parent’s name to help boost their own image. 
 
Other considerations will include the choice of distribution channel(s), which will 
be linked to the chosen target market(s) and product range, and the existing 
level of competition and insurance market development and sophistication 
within the area in which it intends to operate. 
 

Choice of distribution channels 
 
It is important to consider how you want to sell the new product(s).  This will have a 
direct impact on future profitability, affecting forecast sales volumes, expenses, 
persistency and claims experience.  It may also have an influence on the image that the 
provider projects and its relationship with its customers. 
 
Level of competition 
 
One relatively crude way of evaluating expected sales volumes for a particular product 
is to take an estimate of the expected volumes for the market as a whole, and apply an 
estimate of market share for your company.  
  
Alternatively, one could estimate the total market for the product by first assessing the 
maximum possible demand in any year, and apply the expected proportion of that 
potential that actually turns into sales.  Your company’s expected market share is then 
applied to this. 
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The level of competition clearly has an impact on: 

● the expected volumes for the market as a whole 

● the expected share of this market for any one company. 
 
 

1.2 Other launch considerations 

As well as these market and demand related points, there are many other issues 
that need to be considered and investigated before launching a new insurance 
company. 
 
These will be similar to the considerations described in Chapters 7 and 8, in 
relation to the launch of a new product. 
 
Profitability of players 
 
A new operation has to be profitable, at least in the foreseeable future.  The 
profitability of existing players will give some indication as to whether a profit 
can be made.  If the existing players are not making a profit, then it is unlikely 
that a new company will be able to do so. 
 
Details of profit levels on competitors’ products will be difficult to obtain, as this 
information is often confidential.  However, publicly available financial information 
such as that shown in published company accounts or supervisory Returns may give an 
indication of overall profit levels.  Consultants that have specialist knowledge of the 
proposed market may be able to help. 
 
Having said this, other companies’ profit levels only give you an indication of your own 
profit potential – it’s just one factor to consider.  Also, profit can be defined and 
measured in many different ways.  More detailed analysis should be undertaken before a 
decision is made.   
 
Data and administration 
 
The availability of data is likely to be a more significant issue for a new company 
than for an existing company launching a new product.   
 

Question 16.3  

List the factors that need to be considered in determining the relevance of data to a 
particular product. 

 
Data also needs to be available in sufficient volume to be credible. 
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The various sources of data that can be used were covered in Subject ST1 and are 
discussed further in Section 4 of this chapter.   
 
Similarly with administration: new staff and systems will be required, rather than 
just retraining and adaptation. 
 
The key staff required here include sales staff, underwriters, admin and claims staff. 
 
Availability of capital for a new company 
 
All of the problems related to capital requirements for a new product will be 
relevant, but in this case there is no existing business over which to spread the 
load.   
 

Question 16.4  

Why is capital needed to launch a new product? 

 
There may also be additional regulatory requirements on capital due to the start-
up nature of the operation.   
 
A new company is likely to be small and such companies generally have 
proportionately higher capital requirements than large companies.  Also a new company 
will be exposed to greater risks (eg due to a lack of relevant data) and this could lead to 
higher regulatory capital requirements. 
 
Details of the UK statutory capital requirements were covered in Chapters 11, 12 
and 13.  
 
The operation needs to consider whether it has access to enough capital to 
support the launch plans. 
 
Possible sources of capital are covered in Chapter 22. 
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Details of the above takeovers are not required for the Subject SA1 exam.  But if, in 
practice, you become involved in a takeover of a health insurer it would be wise to find 
out further information on these acquisitions. 
 
 

2.5 Regulatory issues 

When a health insurer is considering a takeover, the first step is for the Board of the 
transferring company to propose a scheme and to discuss the scheme with the PRA as 
soon as reasonably practical, to enable a practical timetable to be agreed.  The scheme 
must receive court approval before it goes ahead. 
 
Under the Financial Services and Market Act 2000, it is necessary in the UK to 
obtain the sanction of the High Court (Court of Session in Scotland) before 
insurance business can be transferred from one insurance company to another 
(this is known as a Part VII transfer).   
 
The petition to the Court has to include a report on the scheme of transfer, in a 
form approved by the PRA, from an independent expert nominated or approved 
by the PRA. 
 
For a transfer of long-term business, the independent expert must be an actuary familiar 
with the role of the Actuarial Function Holder. 
 
Before it gives its sanction to the transfer, the Court must be satisfied that the 
companies concerned have fulfilled a number of requirements, including having 
adequately publicised the scheme and communicated details to policyholders 
and shareholders.   
 
It is also a requirement that the company to which the business is being 
transferred is authorised to carry on that type of business and, after the transfer, 
will be able to cover its regulatory capital requirements. 
 
Regulatory capital requirements are covered in Chapter 11. 
 
Any person, including employees of the companies concerned, can be heard by 
the Court if they feel that the transfer would adversely affect them.  The PRA and 
FCA may also invoke a right to be heard by the Court. 
 
The regulators are not formally required to “approve” a scheme.  However, if the scheme 
would go against the requirement to treat customers fairly (including PRE), the FCA may 
intervene and make representations to the Court that would almost certainly result in the 
scheme not being approved.  The Court will show particular regard to the views of the 
Secretary of State, as well as those of the independent expert. 
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Although it is usually not formally required by the Court, a ballot of members may be 
needed to secure regulatory approval.  A 75% vote in favour is seen as a good mandate. 
 
Contact with the regulator will be required to establish any additional reporting 
requirements and capital injection that are needed in the event of a sale 
proceeding.  It will also be necessary to check the key staff requirements that 
will be required together with other terms, conditions, issues and concerns of 
the regulator. 
 
 

2.6 Adequacy of reserves 

The actuary of the purchasing company needs to determine whether the current 
level of reserves is adequate and, if not, the measures that have to be put in 
place.  Can the purchaser afford to inject the necessary capital?  Will there be an 
issue of increasing reserves if the portfolio being purchased is transferring to a 
smaller operation? 
 
Ideally, the business of the purchaser before and after the takeover should be modelled 
to help assess the impact of the takeover.  The quality of the data used will be a big 
issue here. 
 
 

2.7 Certain liabilities ring-fenced 

It may be that both parties are keen for the takeover to go ahead but the nature of some 
of the liabilities involved is so uncertain that it is too difficult to place a value on them.  
In this case, it may be decided that these liabilities are not actually transferred to the 
purchaser. 
 
In circumstances where agreement cannot be reached on the reserves to be 
placed on certain liabilities, these may be ring-fenced in various ways: 

● the particular liabilities may be reinsured 

● the particular liabilities may be retained by the seller 

● a guarantee may be given by the seller to cap the claims outgo. 
 
In general, however, agreement is usually reached on global figures for reserves 
that encompass the purchaser’s reasonable estimates.  
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2.8 Demutualisation 

Demutualisation of companies has taken place in the UK over the last few years.  
Such an operation tends to be lengthy and expensive.  The actuary will need to 
consider whether there are other cheaper ways of achieving the same result. 
 
The main reason for mutual companies to demutualise is to obtain more capital (from 
the new shareholders).  The need for capital has increased recently as a result of 
stronger solvency requirements in the UK combined with poor investment returns.   
 

Question 16.8  

So, what other, cheaper, ways are there of raising capital? 

 
Sometimes, companies demutualise in order to make better use of strategic 
opportunities, for example to increase their distribution.  Again, there may be 
alternatives to demutualisation available, such as setting up a joint venture with another 
company. 
 
When a mutual company demutualises, the usual process is to set up a new proprietary 
company, into which the business of the mutual is then transferred.  The transfer of the 
business itself involves a great deal of work, partly to satisfy extensive legislative 
requirements.   
 
 

2.9 Synergies 

All health and care insurance products are different.  There may be synergies 
arising from the purchase but these only arise after a lot of hard work.  Examples 
could include cross-selling of products to different policyholder databases, 
pockets of expertise in one company that are non-existent in the other, or 
reductions in overhead costs through integrating operations, or increased 
purchasing power of medical treatments or long-term care due to increased size.  
However, the actuary is advised to treat all claims and forecasts regarding the 
benefits of synergy with caution. 
 
The cross-selling of products to different policyholder databases would involve using 
the detail of the policyholders of Product X to identify which of those policyholders 
would be most likely to purchase Product Y.  The insurer would then try to sell 
Product Y to those customers.  This exercise may require significant system 
development, the cost of which must be allowed for.  Also, prospective new customers 
may not be as receptive to your products as you might believe. 
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This is an example of how each potential area of “synergy” should be thought through 
carefully. 
 
 

2.10 Market timing 

If the portfolio or company is available for purchase and the reasons for the sale 
and purchase are understood, then the issue of market timing only matters in the 
event of the purchaser and / or seller being a quoted company.  The actuary will 
also need to comply with Stock Exchange rules in this context. 
 
You don’t need to know the details of the Stock Exchange rules for this subject, but the 
general principles that apply to the takeover of any company include: 

● reasonable offers are made for shares (eg at least the current share price if 
offered) 

● management treat all potential buyers fairly and equally 

● a standard timetable for the process is established and adhered to (eg so that the 
announcement of the takeover is made to all investors at the same time) 

● reasonable conditions are attached to the sale. 
 
These regulations are in place to ensure that all shareholders are treated fairly 
(irrespective of their size), and to encourage confidence in the markets. 
 
 

2.11 Shareholder approval 

If shareholder approval is needed, the actuary will need to take into account the 
cost of getting approval and the delay to completion of the purchase.  The 
actuary may well be involved in the production or approval of literature sent to 
shareholders, to ensure that these contain a true and fair view of the issues. 
 
 

2.12 Ability to service claims and administration 

The acquiring company must be in a position to service claims and administer 
the business on purchase.  This may be an in-house or outsourced operation.  
There are examples where the benefits of purchase have been immediately lost 
through the failure of the acquiring company to service the business.  The 
actuary is then faced with a difficult situation; inadequate servicing of the 
business, increases in claims outstanding and losses to the company. 
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2.13 Monopoly considerations 

Monopoly considerations do apply in the UK.  Regulatory agencies become 
interested when an insurer acquires a significant market share in any branch of 
insurance.  Prior discussions with the regulatory agencies may be required while 
the takeover discussions are at an early stage. 
 
There would be little point in an insurer going through the expensive business of 
pursuing a takeover, only to find out later that it will be disallowed on the grounds of 
the combined operation having too big a market share in an area. 
 
For example, the PMI market in the UK is dominated by the two big players: BUPA and 
AXA PPP.  It would therefore be highly unlikely that these two would be allowed to 
merge their PMI businesses.    
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Purchasing of interventions 
 
Purchasing is the process by which pooled funds are paid to providers in order 
to deliver a specified or unspecified set of health interventions.  Purchasing can 
be performed passively or strategically.   
 
Passive purchasing implies following a predetermined budget or simply paying 
bills when presented.   
 
Strategic purchasing involves a continuous search for the best ways to 
maximise healthcare system performance by deciding which interventions 
should be purchased, how, and from whom.  This means actively choosing 
interventions in order to achieve the best performance, both for individuals and 
the population as a whole, by means of selective contracting and incentive 
schemes.   
 
Purchasing uses different instruments for paying providers, including budgeting.  
Recently, many countries, including Chile, Hungary, New Zealand and the UK, 
have tried to introduce an active purchasing role within their public health 
systems. 
 
In fact, in the UK, the various parts of the NHS have taken an active role in purchasing 
medical services for many years.  The private sector is being used to treat a significant 
number of NHS patients.  In addition, independent treatment centres have been 
established to reduce NHS waiting lists for certain procedures and diagnostic tests 
(eg hip and knee replacements, hernia repair and gallbladder and cataract removal).  
Many of these centres are privately owned. 
 
 

6.3 Other considerations in financing 

Traditionally, most policy discussions regarding healthcare system financing 
centre around the impact of public versus private financing on healthcare 
system performance.  
 
The importance of the public financing in healthcare systems was discussed earlier in 
this chapter. 
 
For personal healthcare, however, it is not the public-private dichotomy (split) 
that is most important in determining health system performance, but the 
difference between prepayment and out-of-pocket spending.  Thus private 
financing, particularly in developing countries, is largely synonymous with 
out-of-pocket spending or with contributions to small, voluntary and often highly 
fragmented pools.  In contrast, public or mandatory private financing (from 
general taxation or from contributions to social security) is always associated 
with prepayment and large pools. 
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Fairness of financial risk protection requires the highest possible degree of 
separation between contributions and utilisation.  This is particularly so for 
interventions that are high cost relative to the household’s capacity to pay.  In 
addition to affording protection against having to pay out of pocket and, as a 
result, facing barriers to access, prepayment makes it possible to spread the 
financial risk among members of a pool.  
 
Healthcare systems throughout the world attempt to spread risk and subsidise 
the poor through various combinations of organisational and technical 
arrangements.  In practice, in the majority of health systems, risk and income 
cross-subsidisation occurs via a combination of two approaches: pooling and 
government subsidy.   
 
 

6.4 Funding pressures  

OECD Health Data 2013 shows that healthcare spending continues to put 
pressure on government budgets. 
 
The full report is only available to subscribers, so you won’t be able to download it 
from the OECD website unless your employer has already subscribed.  However, you 
can access around 70% of the data (via a public database) and briefing notes for 40 
countries for free. 
 
In almost all OECD countries total spending on healthcare has been rising faster 
than economic growth, pushing the average ratio of healthcare spending to GDP 
from 7.8% in 2000 to 9.7% in 2009, although 2010 figures show a slight fall to 
9.5% and then further to 9.3% in 2011.   
 
The factors pushing healthcare spending up, as noted above, will continue to 
keep costs high in the future.   
 

Question 23.11  

State three factors that are pushing up healthcare spending. 

 
For example, the use of expensive magnetic resonance imaging (MRI) units more than 
doubled between 2000 and 2008.  The use of computer tomography (CT) scanners has 
also increased.  There are concerns that some of these procedures are unnecessary and 
many countries are now trying to promote the rational use of expensive medical 
technologies.  
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Together with the economic downturn of recent years, this has led to a sharp 
increase in the ratio of healthcare spending to GDP in some countries.  For 
example, in Ireland the percentage of GDP devoted to healthcare increased from 
7.5% in 2006 to 10.0% in 2009, although this has since fallen to 8.9% in 2011. 
 
The United States had the highest spending at 17.7% and Estonia had the lowest at 
5.9%.  The UK spent 9.4% of GDP on healthcare.  
 
The United States spent around $8,500 per person on healthcare in 2011, which 
was considerably higher than the $3,300 per person average across all OECD 
countries.  The next highest per person amounts (Norway and Switzerland) were 
much lower than the United States per person spending, but still some 70% 
higher than the OECD average.   
 
It is partly this high level of spending that has encouraged the government in the USA 
to try and introduce a revised healthcare bill.  The Patient Protection and Affordable 
Care Act was signed into law in 2010.  The act should ensure higher proportion of 
people have insurance.  For example, by prohibiting gender or pre-existing conditions 
being used to rate policies, reducing excesses on some areas of cover and requiring 
employers to offer health insurance.  
 
Governments of most OECD countries meet the majority of the burden of 
healthcare costs.  The 2013 report shows that the proportion of healthcare 
expenditure met by the government has increased in most countries over the 
five year period to 2011 (average 72%).   
 
The proportion of government expenditure spent on healthcare increased from an 
average of 12% in 1990 to 16% in 2008. 
 
Given the urgent need to reduce budget deficits, many OECD governments 
continue to have to make difficult choices in order to sustain their healthcare 
systems:  

● curb the growth of public spending on health  

● cut spending in other areas 

● raise taxes. 
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