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CMP Upgrade 2019/20 
Subject CP1 

CMP Upgrade 

This CMP Upgrade lists the changes to the Syllabus objectives, Core Reading and the ActEd 
material since last year that might realistically affect your chance of success in the exam.  It is 
produced so that you can manually amend your 2019 CMP to make it suitable for study for the 
2020 exams.  It includes replacement pages and additional pages where appropriate.  
Alternatively, you can buy a full set of up-to-date Course Notes / CMP at a significantly reduced 
price if you have previously bought the full-price Course Notes / CMP in this subject.  Please see 
our 2020 Student Brochure for more details. 

This CMP Upgrade contains: 

• all significant changes to the Syllabus objectives and Core Reading. 

• additional changes to the ActEd Course Notes and Assignments that will make them 
suitable for study for the 2020 exams. 
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1 Changes to the Syllabus objectives 

There have been no changes to the Syllabus objectives.   
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2 Changes to the Core Reading  

This section contains all the non-trivial changes to the Core Reading.  

Chapter 0 

Section 2.3 

On page 10, the second paragraph of the section headed ‘Feedback loops’ should be in Core 
Reading font, ‘… or some of the initial assumptions were incorrect.’ 

Section 10 

On page 27, the final line on the page should be in Core Reading font, ‘... bonds are likely to be 

the appropriate matching assets.’ 

In the solution on page 28, the 3rd and 4th paragraphs relating to professionalism and the general 
economic and commercial environment respectively are now split out into separate sections with 
those headings.   

The paragraph at the end of Section 10 is then no longer relevant.   

Chapter 1 

Section 1 

The phrase ‘or provide information to’ should be added at the end of the first sentence. 

Chapter 10 

Section 4.5 

On page 14, the example halfway down the page starting ‘Suppose an insurance company has 

a risk appetite ...’ should be removed. 

Chapter 11 

Section 6.4 

The third paragraph of Core Reading should be adjusted to ‘rent is maintained’ rather than ‘rent 

is not maintained’. 
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Chapter 15 

Section 3.5 

The last subsection headed ‘Currency’ should be renumbered as a separate subsection 3.6, with a 
heading: 

 3.6 Selecting assets by currency of liabilities 

Chapter 18 

Section 1.3 

The second bullet point list and the ActEd comment that follows about exclusivity should be 
removed. 

Section 9.1 

In the last paragraph, replace the last sentence with: 

Similarly if limited information is collected at the point of sale then only limited data will be 
captured on the insurer’s database. 

Section 10.1 

In the fourth paragraph, the word ‘Bureau’ should be removed. 

Chapter 19 

Section 3.5 

In the fourth paragraph, the word ‘Bureau’ should be removed in two places. 

Chapter 20 

Section 4.2 

The first sentence of the first paragraph has been amended to: 

The population can be divided into classes, for example by gender classification or 
occupation.   

Chapter 24 

Section 1.5 

The second paragraph of Core Reading and subsequent bullet points have been replaced.  The 
ActEd text has also been amended.  Replacement pages 5 to 8 are provided at the end of this 
document. 
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Chapter 25 

Section 7.1 

The Core Reading paragraph starting ‘Operational risks can be …’ has been deleted. 

Chapter 28 

Section 3.1 

On page 11, the Core Reading paragraph under the heading ‘Fully independent risk events’ has 
been replaced with the following:   

If the risks are not fully dependent (ie they have a less than 100% correlation) then the 
capital requirement for a combination of risks that occurs with a given probability is less 
than the sum of the individual capital requirements. 

Section 5.2 

The Core Reading in this section has been replaced.  The ActEd text has also been amended. 
Replacement pages 17 and 18 are provided at the end of this document. 

Chapter 29 

Section 1.1 

At the bottom of page 3, the Core Reading bullet point (‘the overall impact of …’) has been 
deleted. 

Section 5.1 

The fourth paragraph from the bottom of page 15, starting ‘The reinsurer agrees to indemnify …’ 
has been changed to Core Reading font. 

Chapter 36 

Section 2.2 

The final Core Reading paragraph has been deleted. 

Chapter 39 

The terms / definitions Freehold, Investment trust and Unit Trust have been added to the 
Glossary.  An additional page is provided at the end of this document with those terms. 

The terms / definitions Efficient frontier and Immunisation have been deleted. 
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The following amendments have been made: 

Convexity 

The first bullet point as been extended to include a definition of dirty price: 

(which is the price of the bond that includes any interest that has accrued since issue of the 
most recent coupon payment) 

Hedging 

The word ‘identically’ has been changed to ‘similarly’. 
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3 Changes to the ActEd material 

This section contains all the non-trivial changes to the ActEd text.  

Chapter 1 

Summary 

In the first paragraph of the summary, the phrase ‘or provide information to’ should be added 
after ‘actuaries can advise’. 

Chapter 2 

Section 6.2 

The reference at the end of the section to the SIAS paper should be removed, as this paper is no 
longer available. 

Chapter 7 

Section 1.1 

In the solution on page 4, ‘cyber insurance’ should be added to the sub-bullet list under the bullet 
point ‘Financial loss classes’. 

Summary 

In the summary box on page 24, the following point should be added to the second bullet point 
list under the heading ‘Financial loss insurance’: 

• cyber insurance – perils include hacking, phishing, worm attacks, computer viruses. 

Solution 7.6 

The following point should be added to the solution: 

Cyber insurance – covers the losses arising from hacking, phishing, worm attacks and computer 
viruses.    [½] 

Chapter 8 

Summary 

In the summary box on page 21, the first sentence under the heading ‘Types of money market 
instrument’ should be changed to:  

Money market instruments include: 
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Chapter 10 

Section 4.5 

The last two paragraphs of ActEd text have been replaced with the following: 

This is because an option gives the buyer / seller economic exposure to the underlying asset (or 
index), without having to actually buy or sell that asset (or index). 

Chapter 11 

Section 3.2 

In the solution, in the last bullet point remove the phrase ‘number of transactions (ie’, so it reads: 

Y is the real level of economic activity.  

Chapter 20 

Section 4.5 

Everything in this section from the Core Reading paragraph starting ‘Withdrawal (in respect 

of …’ onwards has been moved into Section 6. 

Practice Questions 

The following has been added to the end of the solution to 20.4 part (c): 

(eg due to having higher than average income, education and health awareness) 

Chapter 22 

Section 1.1 

On page 5, in the paragraph below the Solution, the word ‘client’ has been changed to ‘provider’ 
in the second sentence. 

Section 2 

On page 7, the paragraph at the bottom of the page has been amended to refer to earlier 
chapters rather than later chapters. 

Section 7.2 

The following new paragraph has been inserted after the first Core Reading paragraph under the 
heading ‘Options’: 

The following Core Reading first considers the approach that could be taken to the terms offered 
where the customer has the option to discontinue the contract. 
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Section 7.3 

In the first sentence, ‘client’ should be replaced with ‘customer’. 

Section 13.2 

In the first column, fifth row of the table, ‘client’ should be replaced with ‘customer’. 

Chapter 28 

Section 3.1 

On page 11, the heading ‘Fully independent risk events’ has been replaced with the heading 
‘Partially dependent and independent risk events’ and the heading ‘Partially dependent risk 
events’ has been deleted.  The paragraph starting ‘If risks are partially dependent …’ has been 
deleted. 

Summary 

Amendments have been made to the summary pages.  Replacement pages 25 and 26 are 
provided at the end of this document. 

Practice Questions 

In the solution to 28.2 part (i), the first bullet point has been amended to: 

• dividing all risks into broad categories, for example this could be classified as an 
operational risk 

Chapter 29 

Section 1.1 

At the bottom of page 3, the ActEd text below the deleted Core Reading bullet point (‘This refers 
to the net …’) has also been deleted. 

Summary 

In the second bullet point list on the first page of the summary, the third point should be changed 
to ‘cost of implementation’. 

Solution 29.1(ii) 

The third bullet point of the solution should be removed. 

Chapter 30 

Section 2.2 

In the first ActEd paragraph (part of the first bullet point) the word ‘anti-selection’ has been 
changed to ‘underwriting’ and the phrase ‘identify and’ has been inserted before ‘decline’. 
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On page 5, under the bullet point ‘For substandard risks …’, the phrase ‘Possible special terms’ 
has been changed to ‘Possible underwriting responses and special terms’. 

Practice Questions 

The solution to 30.10 part (ii) has been adjusted to reflect the Core Reading changes as per 
Chapter 24 Section 1.5.  This means: 

• the third bullet point should be removed 

• the last bullet point has been simplified to just ‘reduce the consequences of a risk event 
that does occur’. 

The ‘[Maximum 3]’ should be changed to ‘[Total 3]’. 

Chapter 32 

Section 2.4 

In the ActEd text within the second bullet point, amend the first part of the sentence before the 
comma to ‘If asset classes other than equity form part of the replicating portfolio’. 

Practice Questions 

In the second from last paragraph of the solution to 32.1, the phrase ‘the actual asset holdings’ 
has been amended to ‘other types of asset within the replicating portfolio’. 

Chapter 35 

Practice Questions 

Question 35.4 has been amended to: 

Compare the key elements of capital management for the State with those for financial 
institutions. 

The following has been added to the solution to that question: 

Financial institutions have other available sources of capital, eg financial reinsurance. 
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4 Changes to the X Assignments 

Overall 

There have been minor changes throughout the assignments.  More significant changes are listed 
below. 

Assignment X2 

Question 2 Case Study: All That Glitters 

At the top of page 3, the first bullet point should be replaced with: 

•  the most recent dividend payment of $2 has just been paid 

Solution 2.8(i) 

Revisions have been made to the solution, replacement pages 11 and 12 are included at the end 
of this document. 

Solution 2.9 

In the second point of the solution, the ‘$41.49’ should be replaced with ‘$42’. 

Assignment X3 

Solution 3.5(i) 

The following points should be added to the last bullet point list: 

• a fixed amount per claim [½] 

• a percentage of the sum assured / claim [½] 

• a percentage of the funds under management [½] 

Assignment X4 

Solution 4.4(iii) 

The point starting ‘The insurer may choose to reinsure …’ and the point below it (completing that 
sentence) have been deleted. 

Assignment X5 

Solution 5.5 

On page 10, in the last point under the heading ‘Features of the data’, the word ‘deaths’ has been 
amended to ‘critical illness incidence rates’. 
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5 Other tuition services 

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

5.1 Study material 

We also offer the following study material in Subject CP1: 

• Flashcards 

• Revision Notes  

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

• Mock Exam and AMP (Additional Mock Pack). 

For further details on ActEd’s study materials, please refer to the 2020 Student Brochure, which is 
available from the ActEd website at www.ActEd.co.uk. 

5.2 Tutorials 

We offer the following (face-to-face and/or online) tutorials in Subject CP1: 

• a set of Regular Tutorials (lasting five full days)  

• a Block (or Split Block) Tutorial (lasting five full days) 

• an Online Classroom. 

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 2020 Student Brochure, which 
is available from the ActEd website at www.ActEd.co.uk. 

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. 
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If you have any comments on this course please send them by email to CP1@bpp.com. 

  



Page 14 CP1: CMP Upgrade 2019/20 

© IFE: 2020 Examinations The Actuarial Education Company 

 

 

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 
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electronically or photocopy any part of the study 
material. 
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1.4 Risk measurement  

Risk measurement is the estimation of the probability of a risk event occurring and its likely 
severity.   

This would normally be carried out before and after application of any risk controls, and the 
cost of the risk controls would be included in the assessment. 

Risk measurement gives the basis for evaluating and selecting methods of risk control and 
whether the risk should be: 

 declined

 transferred

 mitigated

 retained with or without controls.

For example, a company has performed a risk measurement exercise and finds that: 

 the risk of computer failure has a high probability and low severity

 the risk of an explosion has a low probability and high severity.

In selecting methods of risk control, the company may decide that it is more cost effective to 
employ computer experts and retain the risk of computer failure rather than to transfer the risk 
to a third party.  However, the financial consequences of an explosion are so high that the 
company may find that it has little option but to control it by transferring the risk to a third party, 
ie insuring it. 

1.5 Risk control 

Risk control is about determining and implementing methods of risk mitigation.  

Risk control involves deciding whether to reject, fully accept or partially accept each 
identified risk.  This stage also involves identifying different possible mitigation options for 
each risk that requires mitigation. 

Risk control measures are systems that aim to mitigate the risks or the consequences of 
risk events by: 

 reducing the probability of a risk occurring – for example, by introducing good
safety procedures within a company to reduce the risk of a fire starting

 limiting the severity of the effects of a risk that does occur – for example, by having
sprinkler systems and adequate fire extinguishers, so that a fire that does occur can
quickly be put out

 reducing the consequences of a risk that does occur – for example, by having
adequate insurance in place to meet the costs of a fire that does occur.

Another example here would be having a business continuity plan in place, which could be
put into action in order to reduce the adverse operational consequences of the risk event.

A risk that gives rise to serious exposures to the organisation must be a priority candidate 
for the application of control techniques. 
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Not all risks occur at a single point event.  For example, in a stock market ‘crash’, prices do 
not normally fall in a single day, but the full effect of the crash is observed over a number of 
weeks or months.   

Frequently risk mitigation techniques involve management actions to be taken when certain 
trigger points are reached (for example to protect a portfolio value, or to reduce the amount 
of risk being accepted).  It is vital that the actions really are taken when the trigger is 
reached and not delayed ‘because it might get better tomorrow’, however unpalatable the 
actions might be. 

This reinforces the importance of senior management buy-in to the risk management process.  
The models and assumptions used in the process are only valid to the extent that the actions 
would actually be taken in practice.  Discussion and modelling of possible courses of action and 
their consequences, including modelling the effects of no action or delayed action, is a useful tool 
in increasing management understanding of the business.   

Where more than one option exists for mitigating a particular risk, it will be necessary to 
compare each option, identify which option is optimal and then implement the appropriate 
options. 

Determination of risk appetite 

The organisation’s risk appetite is another key feature in the decision on the approach to 
take to control individual risks.  Risk appetite is likely to have both quantitative and 
qualitative components.  The qualitative aspect of risk appetite includes risk preferences of 
the organisation.  Risk appetite is discussed further in Chapter 27. 

It is important that risk appetite is set by the board and senior management, and then 
communicated clearly through the rest of the organisation. 

The risk appetite will influence the extent to which the company will choose to reject (or avoid), 
accept fully or accept partially each risk to which it is exposed, and thus the extent to which risk 
controls are required. 

1.6 Risk financing 

Risk financing involves: 

 determining the likely cost of each risk (including the cost of any mitigations and the
expected losses and cost of capital arising from retained risk)

 ensuring the organisation has sufficient financial resources available to continue its
objectives after a loss event occurs.

Ensuring that adequate financial resources are available in relation to retained risks is covered in 
more detail in a later chapter. 
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1.7 Risk monitoring 

Having decided that all or part of a risk should be retained, with or without controls, the 
risks should be monitored.   

Risk monitoring is the regular review and re-assessment of all the risks previously 
identified, coupled with an overall business review to identify new or previously omitted 
risks.  It is important to establish a clear management responsibility for each risk in order 
that monitoring and control procedures can be effective. 

Risk monitoring is the process of ensuring that risks continue to be managed.  The objectives of 
risk monitoring might be to: 

 determine if the exposure to risk and/or the risk appetite of the organisation has changed
over time

 identify new risks or changes in the nature of existing risks

 report on risks that have actually occurred and how they were managed

 assess whether the existing risk management process is effective.

Carrying out risk monitoring does not complete the risk management process.  The risk 
management process, like the actuarial control cycle, is iterative.  From the objectives of risk 
monitoring listed above, we can see that the risk monitoring stage leads logically back into the risk 
management process through the re-identification of risks.   
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2 Benefits of a risk management process 

Through an effective risk management process a provider of financial benefits will be able 
to: 

 avoid surprises

 improve the stability and quality of their business

 improve their growth and returns by exploiting risk opportunities

 improve their growth and returns through better management and allocation of
capital

 identify opportunities arising from natural synergies

 identify opportunities arising from risk arbitrage

 give stakeholders in their business confidence that the business is well managed.

‘Risk arbitrage’ in the above context relates to situations where the provider may have a different 
view on the ‘price’ of the risk relative to another party.  The provider may therefore be prepared 
to accept a risk for a higher premium than its own view of the cost of the risk, or conversely 
transfer a risk to another party for a lower premium than its own view of the cost.  This idea of 
there being a ‘market’ in risk is explored further in a later chapter. 

Question 

Explain with the use of examples how natural synergies may arise in: 

(i)  life insurance 

(ii) general insurance. 

Solution 

An insurer’s portfolio may contain various risks that naturally offset (or hedge) each other, at least 
to some extent.   

For example: 

(i) A life insurance company may sell some products (eg term assurance) that expose it to 
mortality risk and others (eg annuities) that expose it to longevity risk. 

(ii) A general insurer may find that good weather increases claims on its domestic property 
policies as there are more subsidence claims, but reduces claims on its motor policies as 
there are fewer accidents. 
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5 Risk portfolios / registers 

5.1 Risk categorisation and quantification 

It is advisable for an individual or company exposed to risk to establish a risk portfolio or 
risk register.  The risk portfolio categorises the various risks to which the business is 
exposed.   

For example, a categorisation based on the types of risk identified in the chapter on Risk 
identification and classification might be appropriate. 

Against each risk would be recorded a quantification of: 

 impact

 probability

as described earlier in this chapter.   

The product of the impact and the probability measures gives an idea of the relative 
importance of the various risks. 

Example 

A health and safety assessment for a company might include the following categorisations and 
numerical scores. 

Category Definition Score 

Hazard (H) 

(Potential severity) 

Minor injuries – first aid treatment only  1 

Injury / illness – medical treatment / brief absence 2 

Death or severe injury or illness 3 

Likelihood (L) 

(Potential exposure) 

May occur in time – low expectation of occurrence 1 

Likely to occur in time – occasional occurrence 2 

Imminently / regular occurrence – much evidence of 
previous harm  

3 

Calculation of rating Risk = H x L 

Risk rating 1 – 2 Low risk; 3 – 4 Medium risk; 6 – 9 High risk 

Risk 1: Tripping over a loose computer cable.  Potential severity low ie 1; potential likelihood 
occasional, ie 2.  Risk rating 1 2 2   (Low risk). 

Risk 2: Fire from faulty electrics.  Potential severity high, ie 3; potential likelihood low (due to 
regular electrical checks), ie 1.  Risk rating  3 1 3   (Medium risk). 
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5.2 Risk response 

The risk portfolio can then be extended to indicate how the risk has been dealt with – for 
example whether the risk has been accepted, rejected, transferred or managed.   

An example of a risk being ‘managed’ other than by transfer could be taking internal actions that 
reduce the probability of the event happening. 

If the risk has been retained, the risk portfolio may include information on how much capital 
is needed to support it. 

If the risk has been mitigated, then the risk portfolio could include a revised assessment of 
the remaining risk. 

5.3 Additional details 

For risks that are retained, the risk portfolio becomes a more detailed risk register.  It would 
also include: 

 details of control measures

 reassessment of value and impact after controls

 the risk owner

 the Board committee or senior manager with oversight of the risk (key strategic
risks overseen by the full Board)

 identification of concentrations of risk and the need for management action in these
areas.

The risk portfolio or risk register may be created at the ‘Risk identification’ stage of the risk 
management process and then used throughout the process to monitor and report on the risks. 



CP1-28: Risk measurement and reporting Page 25 

The Actuarial Education Company  © IFE: 2020 Examinations 

Risk portfolios / registers

An individual or company should establish a risk portfolio or risk register, recording the 
impact and probability of each risk. 

The risk portfolio can then be extended to indicate how the risk was dealt with, eg accepted, 
rejected, transferred or managed (reduced). 

For risks that are retained, the risk portfolio could also contain details of: 

 how much capital is needed to support the retained risk

 control measures

 reassessment of value and impact after controls

 risk owner

 Board committee / senior manager with oversight of the risk

 identification of concentrations of risk and related actions.

Risk reporting 

Regular risk reporting is vital to ensure that the risk management process is effective, 
including:   

 identifying new risks

 quantifying the impact of individual risks

 determining appropriate control systems for specific risks

 monitoring the effectiveness of existing control systems

 assessing changes to risks faced

 assessing the interaction between risks

 assisting with pricing, reserving and determining capital requirements.

Regular risk reporting is also helpful for: 

 shareholders and potential shareholders, to understand the attractiveness of the
business for investment

 credit rating agencies, to help with determining an appropriate rating

 regulators, to identify areas which could require greater scrutiny.

Risk reporting should be consistent across the enterprise in order to optimise the allocation 
of risk appetite and to make the best use of diversification for capital efficiency.   



Page 26 CP1-28: Risk measurement and reporting 

© IFE: 2020 Examinations The Actuarial Education Company 

It is usual to report externally on risk by quantifying the capital requirements to protect 
against ruin at a particular ruin probability. 

The main issues facing providers of financial benefits in completing the assessment are: 

 Should the ruin probability be expressed over a single year or the whole run-off of
business?

 A stochastic model with more than two stochastic variables is impractical, so it may
be better to use a correlation matrix instead.

 Interactions between risks need to be dealt with.

 Some risks, particularly operational, are highly subjective.

 Using past data to estimate future consequences needs to be undertaken with
caution, particularly for low frequency events.
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Freehold 

The freeholder of land is the absolute owner of it in perpetuity. 

Investment trust 

Investment trusts are public companies whose function is to manage shares and 
investments.  They have a capital structure in the same way as other public companies and 
can raise both loan and equity capital.  Most have quoted shares, allowing small investors 
to gain exposure to the portfolio held by the investment trust. 

Unit trust 

An open-ended investment vehicle whereby investors can buy ‘units’ in an underlying pool 
of assets from the trust manager.  If there is demand for units, the managers can create 
more units for sale to investors.  If there are redemptions (sales by investors), the managers 
will buy in units offered to them.  Unit trusts are trusts in the legal sense.  
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In particular, the trustees may choose (or be forced by regulations) to avoid investment in the 
debt or equity of the sponsor ATG Ltd (known as self investment) because of the resulting 
concentration of risk this represents.  [1] 

Restrictions 

There may be statutory, legal or voluntary restrictions on the assets held.  [½] 

These restrictions may be more stringent than usual, due to the deficit. [½] 

Statutory tests (eg assessing the funding position) may encourage the holding of certain asset 
classes and discourage the holding of others.  [½] 

The trustees and ATG Ltd may choose to avoid certain investments because of ethical / moral 
considerations.   [½] 

Objectives 

There may be statements in the Trust Deed that relate to investment or in communications to 
members that have caused members to have certain expectations in relation to investment.  [½] 

Expected long-term returns on asset classes 

Subject to All That Glitters’ risk appetite there will be a desire to maximise returns. [1] 

There should be a focus on long-term returns, rather than the tactical switch suggested by the 
trustee ...    [½] 

… although the trustee’s preferences may have been having a significant effect on the fund’s 
investment strategies, since similar switches have been made in the past. [½] 

The fund managers, trustees and ATG Ltd should form an opinion on long-term return 
expectations.    [½] 

The other investment and risk characteristics of the available investments should be considered    
– eg marketability, reinvestment risk etc and the extent to which these characteristics are 
correlated between the different investments.  [1] 

Tax position 

The scheme will wish to invest in a tax-efficient manner ...  [½] 

... so consider the tax treatment of both the scheme and the assets.  [½] 

For example, the scheme may wish to invest in government bonds if they are offered preferential 
tax treatment.   [½] 

Expenses 

The expenses associated with investment in different assets should be determined and the return 
net of expenses considered. [½] 
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The strategy followed by other schemes / benchmarking 

The scheme is unlikely to want to risk poor performance compared with its peers, and may want 
to specify that the strategy should not diverge beyond specified limits from those followed by 
other schemes.   [½] 
    [Maximum 16] 

Solution X2.8  

This question is testing the material in Chapter 12, Valuation of investments.   

(i) Silver Lining share price  

Using the simplified dividend discount model, the share price is given by the formula: 

 =
−
DV

i g
  [½] 

where: D  is the next dividend to be paid in one year’s time 

 g is the annual rate of growth of dividends over time 

 i is the rate of discount. [1] 

The next dividend can be approximated as: 

 2 (1 5%) $2.10D = × + =  [½] 

Hence the value of the share is: 

 
2.10 $42

10% 5%
V = =

−
 [½]  

We assume: 

• that dividends are payable annually, with the next payment in one year’s time [½] 

• that dividends grow at a constant rate g per annum in perpetuity [½] 

• shares are held in perpetuity ...  [½] 

 ... or are sold at a price consistent with the formula [½] 

• that the required rate of return i is independent of the time at which payments are 
received [½] 

• tax can be ignored.   [½] 
[Maximum 4] 
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