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Subject CA1 
 
 

CMP Upgrade 2015/16 
 
 

CMP Upgrade 
 
This CMP Upgrade lists all significant changes to the Core Reading and the ActEd 
material since last year so that you can manually amend your 2015 study material to 
make it suitable for study for the 2016 exams.  It includes replacement pages and 
additional pages where appropriate.   
 
Alternatively, you can buy a full replacement set of up-to-date Course Notes at a 
significantly reduced price if you have previously bought the full price Course Notes in 
this subject.  The prices are given in Section 0 below.  Please see our 2016 Student 
Brochure for more details. 

 
This CMP Upgrade contains: 

• All changes to the Syllabus objectives and Core Reading. 

• Changes to the ActEd Course Notes, Series X Assignments and Question and 
Answer Bank that will make them suitable for study for the 2016 exams. 

 

0 Retaker discounts 

When ordering retaker-price material, please use the designated place on the order 
form or tick the relevant box when using the e-store. 
 
Students have the choice of purchasing the full CMP (printed or eBook) or just the 
Course Notes (printed).  You may need to add dispatch charges to the prices below. 
 

Product Retaker price 

2016 printed CMP for those having previously purchased the 
full-price Subject CA1 CMP 

£64 

2016 CMP eBook for those having previously purchased the 
full-price Subject CA1 CMP £22 (+VAT in EU) 

2016 printed Course Notes for those having previously 
purchased the full-price Subject CA1 Course Notes or CMP £48 
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1 Changes to the Syllabus objectives and Core Reading  

 

1.1 Syllabus objectives  
 
There are no changes to the Syllabus objectives. 
 

1.2 Core Reading 
 
Chapter 3 
 
Page 16 

At the start of Section 10.1 an additional example relating to telematics has been added 
to the Examples box at the top of the page: 

In many countries, for motor insurance business, there has been an increase in 
the use of telematics, whereby to better assess the risk factors for an individual, 
the policyholder’s driving behaviour and other factors are monitored through a 
black box device, installed in the insured vehicle, or through a smart phone app.  
This makes some risk factors such as: 

• the ability of the driver 

• the speed at which the vehicle is usually driven and its general level of 
performance 

which would not normally be easily  measurable, measurable and the results can 
be used to help price the motor insurance policy. 

See the replacement pages 15-18 at the end of this document. 

Page 18 

In Section 10.4, third paragraph, second sentence, replace “They will have a need ...” 
with “They may have a need ...”  

Chapter 7 
 
Page 1 

In the last paragraph on the page, change the two references to “product” to “contract” 
and the two references to “products” to “contracts”. 
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Page 18 

A new Section 9 on income drawdown products has been introduced after page 18.   
Additional pages 18a and 18b are included at the end of this document.  Subsequent 
sections of the chapter should be renumbered. 

Chapter 8 
 
Page 1 

In the last paragraph on the page, change the two references to “product” to “contract” 
and the two references to “products” to “contracts”. 

Chapter 31 
 
Page 17 

In the first sentence of Section 5.3 after the bullet points, change “...is that ...” to “... 
might be based on ...”. 

Chapter 42 
 
Page 5 

Replace the bullet point list at the top of the page with: 

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, 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, 
having sprinkler systems and adequate fire extinguishers, so a fire that does 
occur can quickly be put out) 

• limiting the financial consequences of a risk that does occur (for example, by 
a company having adequate insurance in place to meet the costs of a fire that 
does occur). 

 
Self-assessment Question 42.2 is now covered by the Core Reading above. 
 
Page 6 

In the second bullet point list, remove the sixth bullet point: 

• identify opportunities arising from risk arbitrage 
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Add the following four bullet points to the end of the second bullet point list: 

• price products to reflect the inherent level of risk 

• improve job security and reduce variability in employee costs 

• detect risks earlier meaning they are cheaper and easier to deal with 

• determine cost-effective means of risk transfer. 
 
See the replacement pages 5-6 at the end of this document as an alternative to updating 
this material by hand. 

The above changes also affect pages 21-22 of the Chapter Summary.  See the 
replacement summary pages at the end of this document. 

Chapter 44 
 
All references to discounted covers have been removed from the course. 

Page 17 

In the key information box on this page remove the first bullet point referring to 
discounted covers. 

Pages 17-18  

Remove Section 5.1 including Self-Assessment Question 44.15 and its solution. 

Page 31 

In the second bullet point list on this page, remove the first bullet point on discounted 
covers. 

Chapter 47 
 
Page 3 

Replace the first paragraph of Section 1.2 with: 

One example of a capital adequacy regime for insurance companies is     
Solvency II which becomes operative on 1 January 2016.  Solvency II is a 
regulatory regime for all European Union states.   

Page 4 

In the first line at the top of the page replace “... will be ...” with “... is ...”. 
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Page 5 

Remove the last paragraph of Section 1.2. 

Page 13 

In the section headed “Solvency II” in the line after the three-point list, replace 
“Solvency II will establish ...” with “Solvency II has ...”. 

Chapter 49 
 
The following definitions have been added to the Glossary: 
 
Page 9 
 
Add in the following definition of a defined ambition scheme: 
 
Defined ambition scheme 

A scheme where risks are shared between the different parties involved, for 
example scheme members, employers, insurers and investment businesses.   

Page 10 
 
Replace the definition of a defined contribution scheme with the following: 
 
Defined contribution scheme* 

A scheme providing benefits where the amount of an individual member’s 
benefits depends on the contributions paid into the scheme in respect of that 
member increased by the investment return earned on those contributions. 

Page 15 

Remove the definition of a hybrid scheme. 

Page 22 

Add in the following definition of a rating factor: 

Rating factor 

A factor used to determine the premium rate for a policy, which is measurable in 
an objective way and relates to the likelihood and/or severity of the risk.  It must, 
therefore, be a risk factor or a proxy for a risk factor or risk factors. 
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2 Changes to the ActEd Course Notes  
 
Chapter 3 
 
Page 25 

Revise the wording in the section headed “Changing social trends” from “... contracts 
and transactions available” to “... transactions and risk assessment approaches 
available”. 

Page 26 

Revise the wording in the last bullet point in the Section headed “Lifestyle 
considerations” to add the word “may” in after “Older people ...”. 

Chapter 6 
 
Page 4 

In the first bullet point list of Section 1.4 replace “hybrid schemes” with “defined 
ambition schemes”.  In the sentence that follows the key information box also replace 
“hybrid” with “defined ambition”. 

Page 6 

Section 1.7 on hybrid schemes has been replaced with a section on defined ambition 
schemes.  See the replacement pages 5-9b at the end of this document, that replace 
pages 5-9 in your 2015 Course Notes. 

Page 7 

In Self-Assessment Question 6.3(iii), replace “a hybrid scheme, ...” with “a defined 
ambition scheme, ...”. 

Replace the last paragraph on this page with: 

“It may be more difficult to determine an appropriate strategy for a defined ambition 
scheme dependent on the benefits offered by the scheme.” 

Page 8 

In Section 1.10 remove the last section on the page relating to hybrid schemes. 



CA1: CMP Upgrade 2015/16 Page 7 

The Actuarial Education Company  © IFE: 2016 Examinations 

Pages 27-28 

Summary page 27 has been updated to cover defined ambition schemes.  See the 
replacement pages 27-28 at the end of this document. 

Chapter 7 
 
Page 3 

In Section 1.1, in the sentence after the first list of bullet points change “There are 12 
common ...” to “There are 13 common ...” and change “Sections 2 to 11” to “Sections 2 
to 12 ...”. 

In the last sentence on the page, change “... Section 12 ...” to “... Section 13 ...”. 

Page 5 

Add the following paragraph to the end of Section 1.5: 

In addition to these provisions, the regulation may require the insurer to hold a 
minimum level of solvency capital to provide greater security that the policyholder 
benefits will be paid.  We will look at the calculation of this solvency capital in greater 
detail later in the course. 

In the first sentence of the first paragraph of Section 1.6, change “... (prudent) 
provisions.” to “... provisions and any required solvency capital.”. 

Page 6 

In the second sentence of the first paragraph on page 6, change “... provisions released 
...” to “... provisions and solvency capital released ...”. 

Remove the wording in brackets at the end of the second sentence of the first paragraph, 
and add a new sentence at the end of the paragraph: 

 This is because the sum of the provisions plus required solvency capital will have been 
set at a prudently high level to increase the likelihood that the claims can be paid.   

Page 8 

In the first list of bullet points, add the following additional item after the deferred 
annuity bullet point: 

• income drawdown 
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Page 20  

The existing Section 10.1 on critical illness products has been restructured.  See the 
replacement pages 19-20 at the end of this document. 

Page 32 

The summary page has been updated to include income drawdown products.  See the 
replacement pages 31-32 at the end of this document. 

Page 33 

In Self-Assessment Solution 7.1, in the 10th bullet point, change “... are usually ...” to 
“... may be ...”. 

Add a new bullet point after the 10th bullet point: 

• solvency capital requirements (see Section 1.5) 

Page 34 

Remove the first bullet point in Self-Assessment Question 7.4. 

Page 36 

Self-Assessment Question 7.11 has been replaced with a question on income 
drawdown.  For the revised solution, see the replacement pages 35-36 at the end of this 
document. 

Chapter 8 
 
Page 6 

In the paragraph before Self-Assessment Question 8.4, change “... to the intensity of the 
risk.” to “...to the likelihood and/or severity of the risk”. 

Chapter 10 
 
Page 8 

In Self-Assessment Question 10.4 replace the wording “... benefit  (eg to a term 
assurance contract) ...” with “... benefit that accelerates the death benefit ...”. 
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Page 16 

Amend the wording in the “Key information” box, remove the wording at the end of the 
sentence “... that are often established on a prudent basis” and replace with “... and the 
initial solvency capital requirements.  The sum of the provisions and solvency capital 
will be set at a prudently high level to provide security to policyholders’ benefits.” 

In the sentence after the “Key information” box, replace “... prudently calculated 
provisions ...” with “...provisions and solvency capital ...”. 

Chapter 23 
 
Page 10 

Remove the last paragraph of Section 3.1 that references notional portfolio valuations. 

Chapter 24 

Page 1 

Remove the last sentence on this page that references notional portfolio valuations. 

Chapter 25 
 
Page 4 
 
In Self-Assessment Question 25.2, replace the second point “2.  Shares in ICI” with     
“2. Shares in a multinational company” 
 
Page 17 
 
In the solution to Self-Assessment Question 25.2, replace the second point with: 
 
2. Shares in a multi-national company: some risk because of exposure to currency 

movements, but its likely to be a large company with diverse operations 
therefore reducing the risk 

 
Chapter 29 
 
Page 40 
 
In Self-Assessment Question 29.6(ii), replace “a hybrid scheme providing ...” with “a 
defined ambition scheme providing ...”. 
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Chapter 33 
 
Page 3 
 
In the sixth bullet point of the second list, change “... (likely more prudent).” to “... 
(could be more prudent).”. 
 
Chapter 34 
 
Page 26 
 
Remove the last bullet point from the Solution to Self-Assessment Question 34.4. 
 
Chapter 36 
 
Page 3 
 
Add the following paragraph to the bottom of the page: 
 
This variety of possible approaches to valuing assets and liabilities primarily relate to 
valuations for benefit schemes.  Insurers might use the market consistent approach 
based on matching assets (ie the Replication portfolio Method 1: mark to market 
approach covered in Section 1.4) or they might use one of the methods described in 
Sections 3 and 4. 
 
Chapter 40 
 
Page 1 
 
In Self-Assessment Question 40.1, replace the last bullet point with:  
 
• a defined ambition scheme. 
 
Page 13 
 
Replace the second heading on this page “Hybrid schemes” with “Example of a defined 
ambition scheme”. 
 
In the third paragraph on the page, replace “In a hybrid scheme, ...” with “In such a 
defined ambition scheme, ...”. 
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Page 24 
 
This summary page has been updated to replace material on hybrid schemes with that 
on defined ambition schemes.  See the replacement pages 23-24 at the end of this 
document. 
 
Page 25 
 
The solution to Self-Assessment Question 40.1 has been updated to reflect defined 
ambition schemes.  See the replacement pages 25-26 at the end of this document. 
 
Chapter 46 
 
Page 4 
 
Self-Assessment Question 46.5 has been updated, change “...expenses and (prudent) 
statutory reserves ...” to “... expenses, initial statutory reserves and initial solvency 
capital requirements ...”.  
 
Page 10 
 
A new paragraph has been added after the first paragraph.  See the replacement        
pages 9-12 at the end of this document. 
 
Chapter 47 
 
Page 3 
 
At the bottom of the page, add the following paragraph: 

Solvency II is based on an assessment of provisions on a best estimate basis with an 
additional risk-based capital requirement. 
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3 Changes to the Q&A Bank 
 
Part 2 Solutions 
 
Pages 14-19 
 
There is no marking schedule in your solutions to Questions 2.15 to 2.17.  See the 
replacement pages 13-23 at the end of this document. 
 
Page 21 
 
The last point on the page has been updated.  Replace “... may not cover the (usually 
prudent) reserves that must be set up in respect of each policy ...” with “... may not 
cover the initial statutory reserves and initial solvency requirements in respect of each 
policy ...”. 
 
Part 5 Questions 
 
Page 2 
 
Question 5.6 (ii), change the marks awarded to [10] and the total marks awarded for the 
question to [12]. 
 
Part 5 Solutions 
 
Page 6 
 
Solution 5.6(i), change the total marks awarded at the end of the question to [Total 2]. 
 
Page 19 
 
Solution 5.17(ii), change the total marks awarded at the end of the question to [Total 4]. 
 
Part 8 Solutions 
 
Page 16 
 
In the solution to Question 8.20(i), insert brackets around the “12” in the first equation 

so it reads: (12)
xL Pa=   
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Part 9 Questions 
 
Page 2 
 
Question 9.6, change the marks awarded from [3] to [4]. 
 
Part 9 Solutions 
 
Page 8 
 
Solution 9.6 has been updated to reflect the CR changes.  Delete the existing       
Solution 9.6 and insert the additional page 8a included at the end of this document. 
 
Page 19 
 
Solution 9.15(ii) replace the third bullet point with: 
 
• Implement control measures to limit the severity of the effects of a risk that does 

occur.  [½] 

 
Part 10 Questions 
 
Page 3 
 
Question 10.6 (i), change the marks awarded from [9] to [7] and the total marks 
awarded for the question from [Total 13] to [Total 11]. 
 
Part 10 Solutions 
 
Page 6-7 
 
Remove the following points from the Solution 10.6(i): 

Discounted covers [½] 

These are reinsurance arrangements used by general insurers to help them reduce their 
claims liabilities.  Under such arrangements the reinsurance premium is the value of the 
discounted claims reserves.   [1] 

Discounted covers may enable the insurer to reduce its liabilities by the amount of the 
non-discounted claims, but only has to reduce assets by the reinsurance premium, ie a 
discounted figure. [½] 
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Change the total marks at the bottom of Solution 10.6(i) from [Maximum 9] to 
[Maximum 7]. 
 
Page 8 
 
Replace the last section on this page with: 
 
Solvency  [½] 

• Using integrated risk cover to stabilise the insurer’s experience over time may 
ease the statutory solvency requirements that the insurer needs to meet. [½] 
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4 Changes to the X Assignments 

This section provides details of material changes that have been made to the 
2015 X Assignments, so that you can continue to use these for the 2016 exams.   
 
However, if you are having your attempts marked by ActEd, you will need to use the 
2016 version of the assignments. 
 
Assignment X1 Solutions 
 
In the solution to Question X1.5(ii), the sixth main bullet point should be awarded [½] a 
mark, so it reads: 
 
• demographic factors, eg the current makeup of the population ...  [½]  
 
Assignment X2 Solutions 
 
In the solution to Question X2.5(i), replace the last point with: 
 
• supervisory provisions and solvency capital must be set up. [½] 
 
In the solution to Question X2.5(ii), replace the line above the last bullet point list with: 
 
Try to reduce the supervisory provisioning and capital requirements: 
 
In the solution to Question X2.8, change the last bullet point on page 13 to: 

• setting up provisions and solvency capital. [½ each, maximum 1] 

Assignment X5 Solutions 
 
In the solution to Question 5.2(iii) add the following two points to the end of the 
solution:  
 
• Demutualisations will increase supply. [½] 
 
• Bankruptcies will reduce supply. [½] 
 
In the solution to Question 5.2(iv) add the following point to the end of the solution and 
change the total marks on offer from “[Total 2]” to “[Maximum 2]”: 
 
• Changes to legislation that in the interests of transparency require derivatives to 

be traded on exchanges rather than over the counter.  [½] 
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In the solution to Question 5.3 on page 4 add the following point to the end of the 
section headed “Supply of property”: 

The level of interest rates will affect the cost of borrowing to build new properties. 
 [½] 

In the solution to Question 5.3 remove the second point from the last section headed 
“Other factors”, ie remove: 

Likewise, higher real interest rates will tend to push rental yields up.  [½] 

In the solution to Question 5.4 on page 6, add to the list of 6 bullet points about the PRP 
on industrial properties:   

• volatility due to the cyclical nature of industrial business 

In the solution to Question 5.4 on page 7, add to the list of 7 bullet points about the 
future cashflows: 

•  expected growth in rents 
  
In the solution to Question 5.5(ii), under the section on “i”, add the following point: 

Assumes  a constant required rate of return but this may not be realistic. [½] 

In the solution to Question 5.5(ii), add the following section after the section on “T”:  

N The number of shares may not be constant, eg if there is a rights issue. [½] 

Assignment X6 Questions 
 
Question X6.4 and its solution has been replaced.   See the replacement question and 
solution at the end of this document. 

Assignment X6 Solutions 
 
In the solution to Question X6.3(iii), add the following bullet point to the end of the 
bullet point list: 
 
• Holding cash enables the investor to quickly access funds if they identify an 

opportunity to purchase under-priced assets. [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 CA1: 

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

• CA1 Bitesize 

• Flashcards  

• Mock Exam A and Additional Mock Pack (AMP) 

• Revision Notes  

• MyTest 

• Sound Revision. 
 
For further details on ActEd’s study materials, please refer to the 2016 Student 
Brochure, which is available from the ActEd website at www.ActEd.co.uk. 
 
 

5.2 Tutorials 
 
We offer the following tutorials in Subject CA1: 

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

• a Block Tutorial (lasting three full days) 

• a series of webinars (lasting approximately an hour and a half each) 

• the Online Classroom (a valuable add-on to a face-to-face tutorial or a great 
alternative to a tutorial) 

 
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. 
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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 2016 Student 
Brochure, which is available from the ActEd website at www.ActEd.co.uk. 
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6 Feedback on the study material 

ActEd is always pleased to get feedback from students about any aspect of our study 
programmes.  Please let us know if you have any specific comments (eg about certain 
sections of the notes or particular questions) or general suggestions about how we can 
improve the study material.  We will incorporate as many of your suggestions as we can 
when we update the course material each year. 
 
If you have any comments on this course please send them by email to CA1@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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More extremely, however, the inability to make profits at the bottom of the 
underwriting cycle could lead to: 

• loss of business, putting pressure on the ability to recoup fixed expenses 
and future growth prospects 

• a reduced solvency position, requiring additional capital support or other 
remedial action. 

 
The position of a class of business in the underwriting cycle is, therefore, an 
important consideration when making strategic decisions. 
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10 Other external issues 

10.1 Changing cultural and social trends 

Changing cultural and social trends can have an impact on the financial 
products, schemes, contracts and transactions available.   
 

Examples 
 
As home ownership becomes more widespread in the population there will be a 
greater demand for mortgages. 
 
If the State cuts back on healthcare provision for its citizens there will be a 
greater demand for products that meet the cost of private healthcare. 
 
If individuals have increased amounts of “spare” income there may be an 
increased demand for savings products. 
 
In many countries, for motor insurance business, there has been an increase in 
the use of telematics, whereby to better assess the risk factors for an individual, 
the policyholder’s driving behaviour and other factors are monitored through a 
black box device, installed in the insured vehicle, or through a smart phone app.  
This makes some risk factors such as: 

• the ability of the driver 

• the speed at which the vehicle is usually driven and its general level of 
performance 

which would not normally be easily  measurable, measurable and the results can 
be used to help price the motor insurance policy. 

 
 

10.2 Demographic changes 

Demographic changes to a population can have a major impact on the main 
providers of benefits on contingent events – particularly the State.  There are two 
main sources of demographic changes leading to population ageing: 

● rising life expectancy and  

● declining fertility.  
 
The significant decline in the total fertility rate over the last 50 years is primarily 
responsible for the population ageing that is taking place in the world’s most 
developed countries.   Many developing countries are going through faster 
fertility transitions and they will experience even faster population ageing than 
the currently developed countries in the future. 
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The effects of an ageing population are considerable: 
 
● Economically, older people are more likely to be saving money and less 

likely to be spending it.  This leads to lower interest rates and deflationary 
pressures on economies. 

 
● Social welfare systems have also begun to experience problems. Some 

pay-as-you-go State pension systems are becoming almost completely 
unsustainable. 

 
Under a State-run pay-as-you-go system, taxes (or their equivalent) from the 
current working population are used to pay benefits of current pensioners. 
 

Question 3.6   

Can you explain why some pay-as-you-go State pension systems are becoming almost 
completely unsustainable. 

 

● The cost of healthcare systems will increase dramatically as populations 
age.  Governments will be faced with a choice between requiring higher 
levels of tax to be paid or accepting reduced government role in providing 
health care. 

 
● However, the second largest area of expenditure for many governments is 

education.  The cost of educating the population will tend to fall with an 
ageing population. 

 
 

10.3 Environmental issues  

Government, advocacy groups and the actual preferences of individual 
participants in investment markets have acted to ensure that the concern felt by 
the public on the environment and ethical issues impacts the behaviour of 
financial markets. 
   
Providers that want to be attractive to the widest possible range of investors will 
want to be attractive to investors for whom environmental and ethical issues are 
part of the investment process and decision making. 
 
Operators of savings products (insurers, asset managers) have promoted 
products which aim to enhance the effect of the investment process on 
environmental and ethical issues.   
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Example 
 
Products are sold that have a “socially responsible overlay” and the investment 
managers commit to engaging in a constructive dialogue with company 
management to promote environmental and ethical objectives. 

 
The environmental impact of the way providers communicate with the public 
may also need to be considered.  For example, some mutual organisations that 
have demutualised have been criticised for the large amounts of paper used in 
sending information about the demutualisation process to their members. 
 

Question 3.7  

Without referring back to what you have just read, list the stakeholders concerned with 
environmental issues and the actions they may take as a result. 

 
 

10.4 Lifestyle considerations 

Younger members of the population will have a high demand for loans and 
mortgages and are less likely to be saving towards retirement. 
 
As individuals age they will pay off some of their loans and begin to save.  They 
may also have an increased demand for life insurance protection products as 
they have dependent children.   
 
Older members of the population are likely to reduce the amount they save and 
once they retire from employment start spending the funds they have saved.  
They may have a need for annuities and products providing long-term care.  
Their need for life insurance may decline, as their dependants become more self-
sufficient. 
 
As people live longer they will need to save more and/or save for longer to 
ensure that their assets do not run out before they die. 
 

Question 3.8  

(i) Why might younger individuals have a high demand for loans? 
 
(ii) What life insurance products are associated with dependent children? 
 
(iii) Why might the need for insurance NOT decline as an individual gets older? 
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9 Income drawdown  

9.1 Definition 

Some defined contribution arrangements allow for “income drawdown”.  Under 
such an arrangement instead of buying an annuity the fund remains invested 
and the member withdraws an amount of the fund each year.  This may be just 
the income earned on the fund or may also include some of the fund capital.   

It is usual for this income drawdown product to be offered by an insurance company. 
At retirement the member (ie individual) will transfer their accumulated fund from their 
defined contribution arrangement to the income drawdown product. 

Income drawdown is unlikely to be suitable for individuals with small accumulated 
funds, as the charges imposed by the insurance company to manage the income 
drawdown product can be significant.  

There may be legislative restrictions on the: 

• amount of the fund that can be withdrawn each year

• age at which drawdown must cease and a pension (ie an annuity) must be
purchased.

9.2 Use to meet customers’ needs 

One of the main drivers behind the “income drawdown” approach is that, should 
the member die before having to secure an annuity, the member’s heirs can 
inherit the balance of the fund.  If instead an annuity were to be purchased then the 
insurer would profit from the early death of the member.  

Question 7.11 

Name other advantages to the member of the income drawdown approach compared to 
instead purchasing an annuity at retirement. 

However, income drawdown carries several risks for the member: 

• if only the income earned on the fund is taken each year the member’s
income could be volatile

• if too high a level of  income is taken the capital could potentially reduce
to zero before the member dies leaving the member dependent on the
state at the end of his or her life
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• the charges taken in relation to administering the arrangement may be
high

• the remaining fund on the member’s death may be insufficient to provide
adequate benefits for a dependant

• there may be a tax charge on the residual fund on the member’s death.

9.3 Existence of a group version 

The income drawdown product will be sold to individuals as a way of meeting their 
retirement needs. 



CA1-42: The risk management process (1) Page 5 

The Actuarial Education Company  © IFE: 2016 Examinations  

3 Risk control 

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, 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, 
having sprinkler systems and adequate fire extinguishers, so a fire that 
does occur can quickly be put out) 

• limiting the financial consequences of a risk that does occur (for example, 
by a company having adequate insurance in place to meet the costs of a 
fire that does occur). 

 
Risk control is about determining and implementing methods of risk mitigation.  
 
Risk mitigation techniques are becoming increasingly sophisticated and wide 
ranging.  Successfully applied they can reduce the expected costs and/or reduce 
the likelihood of loss.  They can therefore materially impact the profile of any 
given risk.  A risk that gives rise to serious exposures to the organisation must 
be a priority candidate for the application of control techniques. 
 
Some mitigation techniques may simply be a means of putting a plan in place in 
case the adverse event happens rather than changing the original risk.  This is 
the approach behind much disaster recovery planning.  However it can also 
apply to financial risk.   
 

Example 
 
A stock market fall of 25% may require selling an entire equity portfolio.  If the 
risk profile is to be adjusted it must be understood that this is contingent on the 
policy being carried out. 

 
This reinforces the importance of senior management buy-in to the risk management 
process.  The models used in the process are only valid to the extent that the actions 
modelled 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.  
 
Providers need to assess and address risks, arising from all sources, which 
represent either:  

● a material threat to the provider’s business objectives  

● an opportunity to exploit the risk and gain a competitive advantage over 
other providers. 
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Through risk management a provider 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 

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

● price products to reflect the inherent level of risk 

● improve job security and reduce variability in employee costs 

● detect risks earlier meaning they are cheaper and easier to deal with 

● determine cost-effective means of risk transfer. 
 

Question 42.2  

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

(i)  life insurance 

(ii) general insurance. 

 
Ideally in the management of risk providers need to look to find the optimal set 
of strategies that balance the needs for return, growth and consistency.  The risk 
management process should:   

● incorporate all risks, both financial and non financial 

● evaluate all relevant strategies for managing risk, both financial and non 
financial  

● consider all relevant constraints, including political, social, regulatory and 
competitive 

● exploit the hedges and portfolio effects among the risks 

● exploit the financial and operational efficiencies within the strategies. 
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Chapter 42 Summary 
 
The risk management process 
 
Risk management can be described as the process of ensuring that the risks to which an 
organisation is exposed are the risks to which it thinks it is exposed and to which it is 
prepared to be exposed.  
 
The risk management process consists of risk: 

● identification (of risks that threaten the income or assets of an organisation) 

● measurement (probability and severity) 

● control (mitigation to reduce the probability / severity of a loss). 

● financing (determining the “cost” of a risk and the availability of capital to cover 
the risk) 

● monitoring (regular review and assessment of risks together with an overall 
business review to identify new / previously omitted risks). 

 
Risk control 
 
Through risk management a provider 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 

● give stakeholders in their business confidence that the business is well managed 
● price products to reflect the inherent level of risk 

● improve job security and reduce variability in employee costs 

● detect risks earlier meaning they are cheaper and easier to deal with 

● determine cost-effective means of risk transfer. 
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The risk management process should: 

● incorporate all risks (both financial and non financial) 

● evaluate all relevant strategies for managing risk 

● consider all relevant constraints 

● exploit hedges and portfolio effects 

● exploit financial and operational efficiencies. 
 
Each stakeholder needs to decide upon which risks to: 

● avoid the risk altogether 

● reject the need for financial coverage, eg if risk is trivial 

● retain, in part or fully 

● transfer (insure or subcontract all the risk) 

● share. 
 
The extent of risk transfer will depend on the: 

● probability of the risk occurring 

● existing resources of the stakeholder 

● cost of transferring the risk and willingness of a third party to accept the risk. 
 
Risk financing 
 
The price accepted for a risk must be adequate, allowing the risk taker to continue in 
business and also to provide a contribution to profit. 
 
The main tools for risk management are: 

● diversification 

● control measures to reduce likelihood of risk occurring 

● control measures to ensure price paid for risk is fair 

● control measures to mitigate consequences of risk event. 
 
Risk management should be co-ordinated in order to be capital efficient and to reduce 
the total cost of risk. 
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1.5 Defined benefit schemes 

Key information 
 
A defined benefit scheme is a scheme where the scheme rules define the 
benefits independently of the contributions payable, and benefits are not directly 
related to the investments of the scheme.   
 
The scheme may be funded or unfunded. 

 
Benefits will be defined by a set formula, and might be linked to, for example: 

● how long the member works for the sponsoring company 

● the member’s salary at retirement. 
 
A final salary scheme is a common example of a defined benefit scheme. 
 

Question 6.1  

A member of a defined benefit scheme is entitled to a pension from retirement of 1.5% 
of final salary for each year of service with the company. 
 
The member is about to retire on a salary of £25,000 having worked for the company 
for 20 years, calculate the annual pension entitlement. 

 
 

1.6 Defined contribution schemes 

Key information 
 
A defined contribution scheme is a scheme providing benefits where the amount 
of an individual member’s benefits depends on the contributions paid into the 
scheme in respect of that member, increased by the investment return earned on 
those contributions. 

 
The member may have some choice as to which asset classes their contributions are 
invested in.  Note that the pension is not defined and will depend, for example, on the 
investment returns achieved by these assets. 
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The member will need to use the accumulated fund at retirement to meet their post-
retirement needs.  The member may have a choice at retirement (dependent on 
regulation) as to how to use the fund.   For example, the member might choose: 

• to secure a pension with a life insurance company by purchasing an immediate 
annuity.  (Alternatively, for an occupational scheme, the pension may be 
provided directly by the employer.)   

• to move the accumulated fund to an income drawdown product, where the fund 
remains invested and the member draws a regular income.  We will learn more 
about this life insurance product in Chapter 7.  

• to take the money as a lump sum cash amount (although there may be tax 
implications associated with this approach).  

 

Example 
 
In the UK, as of April 2015 new pension freedoms were introduced meaning that 
individuals retiring from a defined contribution arrangement are no longer required to 
purchase an annuity, but can take as much of their accumulated fund (subject to tax) as 
they wish as a lump sum.   

 
 

Question 6.2  

An individual aged 60 exactly is making savings of £5,000 each year on his birthday 
into a defined contribution scheme.  Pre age 60 he has already saved £100,000 and will 
retire at age 65 at which point he plans to purchase an annuity.  His investments earn a 
return of 5.5% pa. 
 
Calculate: 
 
(i) his accumulated fund at age 65 (note that he won’t make a contribution on his 

65th birthday, the day he retires!) 
 
(ii) the annual pension he can buy if the annuity rate is 16 (in other words if it costs 

£16 to buy a pension of £1 pa for the rest of life). 
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1.7 Defined ambition schemes 

Key information 
 
A defined ambition scheme is a scheme where risks are shared between the 
different parties involved, for example scheme members, employers, insurers 
and investment businesses.   

 
The range of alternative types of such schemes is very wide.   
 
Examples of defined ambition schemes that are more defined benefit in nature include: 

● cash balance schemes, where a defined lump sum is provided at retirement as 
opposed to a defined pension through retirement 

● schemes where the retirement age is increased for future service in light of 
increasing longevity. 

In this case, the variable retirement age means that the post-retirement longevity 
risk is transferred from the employer to the member. 

● greater use of risk management options such as investments that transfer 
longevity risk (longevity swaps & bonds) and insurance company investments. 

In this way the risk is shared between the employer and the provider of the 
investment (usually an investment business or insurance company).   
 

Examples of defined ambition schemes that are more defined contribution in nature 
include DC schemes that offer minimum investment guarantees or minimum retirement 
income guarantees. 
 
Defined ambition schemes aim to offer the best of both worlds to members, although 
administration may be complex and members may not fully understand their operation. 
 
 

1.8 Who bears the risks? 

The type of pension scheme is the main determinant of who primarily bears the risks. 
 
These risks inevitably result in either the benefits received being less than expected, or 
the cost of providing these benefits being greater than expected. 
 
The key risks relate to investment, increasing longevity after retirement and expenses.  
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Question 6.3 

Explain who the investment, longevity and expenses risks predominantly lie with in the 
following scenarios.  (Each arrangement is an occupational scheme and the cost is met 
solely by the employer.) 

(i)  a defined benefit scheme 

(ii) a defined contribution scheme 

(iii) a defined ambition scheme, where the main benefit is defined contribution in 
nature but there is a promise that the pension won’t be less than 1% of final 
salary per year of service at retirement. 

Other key risks include: 

● credit risk, eg failure of a counterparty such as an insurer

● operational risk, eg fraud, systems failure, regulatory changes.

1.9 Investment strategy  

The pension scheme will need to consider the characteristics of its liabilities, in 
particular the nature and term, when determining the investment strategy.  The term of 
the liabilities could be very long. 

For example, a defined benefit scheme may need a mixture of: 

● fixed-interest bonds to match benefits guaranteed in monetary terms

● index-linked bonds and equities to match benefits guaranteed in real terms (for
example linked to price inflation or salary growth) and expenses

● some cash, for liquidity to meet immediate pensions and expense outgo and
uncertain outgo, for example any death benefits.

For a defined contribution scheme, the member may have investment choices.   

It may be more difficult to determine an appropriate strategy for a defined ambition 
scheme dependent on the benefits offered by the scheme. 

Pension schemes often receive generous tax breaks relative to other investors, which 
can influence investment choice. 
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The investment strategy of a pension scheme is also constrained by regulation, which 
can restrict or prescribe what the scheme invests in. 

1.10 Paying for the pension scheme 

Defined benefit schemes 

The cost of providing all of the benefits is not known with certainty until all the benefit 
payments have been made.  There may be some flexibility as to when the money is set 
aside to pay for members’ benefits.  

At one end of the scale, no money may be set aside in advance and the money found 
just as each benefit payment is made – this means the scheme is unfunded and the 
benefits are being financed on a pay-as-you-go basis.  This is how the Basic State 
pension works in the UK. 

Alternatively, the scheme may be funded – this means money is set aside before the 
benefit payments are made and investment returns can be earned on this money.   Most 
occupational schemes are funded.  We’ll examine the different ways of funding a 
pension scheme later in the course. 

Defined contribution schemes 

Money is almost always set aside gradually over the member’s working lifetime.  The 
timing of when money is paid into the scheme is key, since the money needs to be 
invested at the right time to earn the investment returns that will provide an adequate 
pension.  

1.11 Provisioning 

Defined benefit schemes 

For defined benefit schemes it is a regulatory requirement to check that the scheme has 
enough assets to meet its liabilities on a regular basis.  

The financial position of the scheme is expressed by the funding level of the scheme. 
This is defined as the value of the assets divided by the value of the liabilities. 
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Defined contribution schemes 

Defined contribution schemes are not subject to the same regulatory valuation 
requirements.  This is primarily because the value of the liabilities of the scheme (ie the 
fund value) is directly related to the value of the assets that the fund is invested in 

1.12 Setting contributions 

Defined benefit schemes 

The contributions need to be sufficient to meet: 

● the cost of the future benefits being earned by scheme members

● any shortfall / surplus that has to be cleared because the funding level has fallen
below / risen above an acceptable level.

Defined contribution schemes 

The contribution rate will be defined in the scheme design.  It may be age and/or service 
related and the member may have some choice as to the amount he/she contributes. 
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Chapter 6 Summary 

Type of scheme 

Defined benefit – the scheme rules define the benefits independently of the 
contributions payable, and benefits are not directly related to the investments of the 
scheme.  The scheme may be funded or unfunded. 

Defined contribution – the scheme provides benefits where the amount of an individual 
member’s benefits depends on the contributions paid into the scheme in respect of that 
member, increased by the investment return earned on those contributions. 

Defined ambition – a scheme where risks are shared between the different parties 
involved, for example scheme members, employers, insurers and investment businesses.   

Benefit providers 

Benefits may be provided by: 

● the State

● employers

● individuals

● financial institutions

● other corporations.

State 

The major roles played by the State are: 

● direct provision of benefits, eg on retirement, death, ill health

● education

● regulation to encourage or compel benefit provision

● regulation of benefit providers.

The State can also provide financial instruments, eg the issue of bills and bonds, savings 
plans, deposits with the State Bank. 
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Employers 
 
Employers have a variety of reasons for sponsoring benefit provision: 

● compulsion or encouragement from the State 

● paternalism 

● to meet business objectives, eg attract and retain good staff  

● to pool expenses and expertise. 
 
Benefits can be provided through a formal employer-sponsored scheme.  This can 
ensure a consistent approach across employees or help the employer target certain 
groups, eg long servers or high fliers.  Such schemes could be set up to offer members a 
choice of benefits. 
 
Organisations can tailor the benefits offered to employees using a flexible benefits 
system.  Under a flexible benefits system, employees can trade in some of their existing 
benefits for other financially equivalent benefits. 
 
This enables employees to select benefits that are appropriate to their circumstances.  
These circumstances may change over time.  Employers use flexible benefit systems to 
attract, motivate and retain staff. 
 
Employer-sponsored schemes do not have to be backed by a single employer but can be 
sponsored jointly by many employers, eg industry-wide schemes.  
 
Individuals 
 
Apart from being beneficiaries, individuals also finance benefit provision.  The motive 
for this can be: 

● compulsion or encouragement by the State or employers 

● the individual’s personal preferences. 
 
The provision can be formally structured savings plans, generated by the State, 
employers or other financial organisations.  Alternatively, individuals can make 
informal unstructured arrangements.   
 
Pooling of resources by individuals for mutual benefit is also seen, eg Continuing Care 
Retirement Communities. 
 
Individuals may use domestic property as an investment to meet retirement needs or 
they may benefit from property through inheriting it. 
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10 Income protection 

10.1 Definition and use to meet customers’ needs 

The contract enables individuals to provide an income for themselves and their 
dependants in the event of the insured risk occurring.   

The most common insured risk is long-term sickness or incapacity due to 
accident or illness.  Alternative insured risks could include unemployment, or 
birth of a handicapped child needing high levels of care.  

The policy literature must define what constitutes sufficient incapacity to be able to 
claim.  This usually means “unable to work” in some sense, although there is scope for 
considerable variation here. 

For example, if a brain surgeon is no longer capable of brain surgery but could do light 
manual work, is he or she “unable to work” and hence able to claim?  The policy must 
make it clear whether the claim is dependent on being unable to follow any occupation, 
or the individual’s own occupation, or some other definition. 

These contracts typically terminate at retirement age, and do not provide 
benefits for the first period of any claim.  In the first period of a claim it is 
assumed that the insured will have other resources, for example a company sick 
pay scheme or state benefit provision. 

Benefits might be payable until normal retirement age or for some specified shorter 
period.  Individual contracts are usually regular premium. 

10.2 Existence of a group version 

The group equivalent can be used by an employer to provide a sick-pay scheme 
for his or her employees. 
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11 Critical illness 

11.1 Definition and use to meet customers’ needs 

The contract provides a cash sum on the diagnosis of a “critical” illness, which 
could be used for nursing and other care.  It therefore meets an important need 
for financial security in the event of contracting such illnesses. 

Conditions that qualify for critical illness claims vary from one policy to another, but 
would usually include heart disease, cancer and stroke.  The policy wording is critical 
(pun intended) in defining precisely which diseases are covered, which could potentially 
have a huge effect on the claim experience. 

Policies are normally without-profit or unit-linked. 

The benefit may be offered in “stand-alone” form, where the contract covers only 
critical illness.  In the stand-alone contract, no benefit is paid on death.   

Alternatively, the benefit may be offered as a “rider” (ie additional) benefit on another 
contract.  Such a rider benefit may operate in one of the following two ways: 

• Where the benefit is attached to another contract, typically an
endowment, whole life or term assurance, it usually constitutes an
acceleration of the death benefit.

This means that the contract will pay out on the first to occur out of death or
diagnosis of a critical illness.  One appeal of the acceleration contract is that it
allows the holder of, say, a whole life assurance to “enjoy” the benefit under
certain (unenjoyable) circumstances.

• The rider benefit may act as an additional benefit.  Under this second version
there is the potential for two separate sums assured to be paid out: once on
critical illness and again on death (within the policy term).  The maximum
possible payment under this version would be the total of the two sums assured.

11.2 Existence of a group version 

A group version of the stand-alone contract could be used by an employer to 
provide financial security for employees in the event of contracting a critical 
illness. 
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Chapter 7 Summary 
 
Pure endowment and endowment assurance 
 
A pure endowment assurance provides a benefit on survival to a known date and hence 
operates as a savings vehicle, for example to provide a lump sum on retirement, or a 
means of repaying a loan.   
 
An endowment assurance also provides a significant benefit on the death of the life 
insured before that date and therefore operates also as a vehicle for providing protection 
for dependants. 
 
Whole life assurance 
 
A whole life assurance will provide a benefit on the death of the life insured whenever 
that might occur. 
 
Term assurance 
 
A term assurance provides a benefit on the death of the life assured provided it occurs 
within the term selected at outset.  Term assurances do not normally have any benefit 
paid on withdrawal. 
 
Convertible or renewable term assurance 
 
These contracts combine a term assurance with the certainty of being able either to 
convert to a permanent form of contract (ie an endowment or whole life assurance) or to 
renew the original contract for a further period, all without further evidence of health 
being provided (unless the benefit level is increased). 
 
Immediate annuity 
 
An immediate annuity involves a single premium purchasing an income stream, which 
commences immediately after purchase. 
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Deferred annuity 
 
A deferred annuity can be used when there is time between the date of purchase and the 
date when the income is required to start (the vesting date).  The contract can be paid for 
either by a single premium or by regular premiums during the deferred period. 
 
Income drawdown 
 
The contract allows an individual to leave their accumulated pension fund at retirement 
invested and draw an income from it each year.  There may be limits on how much can 
be drawn down each year and an age limit at which point an annuity must be purchased. 
 
Income protection 
 
The contract enables individuals to provide an income for themselves and their 
dependants during periods of long-term sickness or incapacity due to accident or illness.  
Such contracts typically terminate at retirement age. 
 
Critical illness 
 
The contract provides a cash sum on the diagnosis of a “critical” illness as defined by 
the policy documents. 
 
Long-term care 
 
The contract can be used to help provide financial security against the risk of needing 
either home or nursing home care as an elderly person, ie post-retirement. 
 
Investment types 
 
The main life insurance policy investment types are: 

● without-profit (benefit amount or method of calculation specified) 

● with-profit (benefit involves a share in the surplus of the company) 

● unit-linked (benefit depends on the value of a unit fund) 

● index-linked (benefit moves in line with a specified investment or economic 
index). 
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Solution 7.6  

If the sum assured on death is chosen to be the same as at maturity, then the endowment 
assurance provides the guarantee that a substantial wealth transfer will be made whether 
or not the policyholder survives the intended savings period.  A non-insured savings 
method would simply have accumulated the contributions paid in by the date of death, 
and this could be very small (eg if the policyholder died after only a short time). 
 
 
Solution 7.7  

By mobile, we mean “the ability to change jobs frequently”.  With a highly mobile 
workforce, the administration of such an arrangement would become costly.  It might 
also result in poor surrender values for employees who leave after a short time, if the 
individual contracts have to be surrendered on leaving. 
 
 
Solution 7.8  

Group contracts are usually funded by employers for their employees.  It is therefore 
natural to restrict life cover to the period of employment, rather than offer it on a whole 
life basis.  
 
 
Solution 7.9  

Term assurances do not usually pay benefits on withdrawal because this would increase 
the risk of selective withdrawals, ie policyholders who believe they are “healthy” and so 
unlikely to receive the death benefit during the term may be more likely to surrender if 
they would receive a benefit on surrender.  This would leave the insurer with a pool of 
lives with a higher than acceptable proportion in poor health. 
 
Also, term assurances have low premiums and low reserves as they do not pay a benefit 
in every case.  Therefore, there is little scope to pay a worthwhile surrender value.  
 
 
Solution 7.10  

If the proceeds from the endowment must be converted to income at rates unknown 
until the annuity is purchased, this may introduce considerable uncertainty for the 
policyholder. 
 
It may also mean higher expenses, for example two lots of commission. 
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Solution 7.11  

Advantages of income drawdown: 

• the member may be able to earn a return on their invested funds (after tax and 
charges) in excess of that underlying annuity rates. 

• the member has flexibility within the legislative requirements in terms of how 
much to take each year as an income. 

• annuity rates may currently be poor but improve in the future (at which time the 
member may be required by legislation, or chooses, to buy an annuity). 

 
 
Solution 7.12  

The expected returns from a with-profit or unit-linked contract will be higher.  
However, because they are more risky the actual returns may or may not be higher than 
those from a without-profit contract. 
 
 
Solution 7.13  

The maturity benefit is given by: 
 

20£20,000 1.03 1.25 £45,153¥ ¥ =  

 
 
Solution 7.14  

Under a typical unit-linked contract, all the investment risk lies with the consumer, as 
investment performance directly affects the value of the unit fund and hence the main 
benefit. 
 
Under a typical with-profit contract, less investment risk lies with the consumer 
because: 

● There is still a guaranteed element to the benefit that the insurance company 
must meet. 

● Policyholder expectations may limit the scope and speed of bonus reductions.  
These are at the discretion of the company rather than being “automatic” as with 
the value of the unit-linked contract. 

● It is possible that shareholders (where there are any) share in the investment 
losses (as well as profits) of the company.  
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If there is a shortfall in a defined benefit scheme, the sponsor may be required by 
legislation to make extra contributions / premiums.  Associated risks include: 

● lack of liquid funds  

● excessive contributions / premiums, which the sponsor may not be able to 
afford. 

 
For both schemes, there are further risks resulting in contribution / premium 
uncertainty.  These are: 

● loss of funds due to fraud or misappropriation 

● incorrect benefit payments 

● inappropriate advice  

● administrative costs, eg to comply with changes in legislation 

● decisions by parties to whom power has been delegated 

● fines or removal of tax status resulting from non-compliance with legislation 

● changes to tax rates or status. 
 
Investment risks 
 
Investment risks in a benefit scheme include: 

● uncertainty over the level and incidence of income 

● uncertainty over the level and incidence of capital 

● reinvestment risk arising from mismatching assets and liabilities 

● default risk 

● tax and expenses 

● benefits are not appreciated due to poor investment returns 

● opportunity cost of the capital 

● inflation erosion of value 

● liquidity risk 

● lack of diversification. 
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Overall security risks 
 
Other uncertainties arise in relation to: 

● the security of the sponsor and ability to make good any shortfall 

● model, parameter and data error 

● the strength of the sponsor promise (covenant). 
 
Defined ambition schemes 
 
The risk exposure will depend upon the nature of the benefits offered and who the risks 
are shared with. 
 
Extra risks in a defined ambition scheme may include: 

● not knowing whether any guarantee offered will bite or not 

● the uncertain cost of any guarantee offered 

● additional complexity in the areas of administration, investment, regulation, 
valuation and communication. 
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Chapter 40 Solutions 

Solution 40.1  

Defined benefit scheme 
 
Under a defined benefit scheme, the scheme rules define the benefits independently of 
the contributions payable, and benefits are not directly related to the investments of the 
scheme.   
 
Examples of a defined benefit scheme are: 

● final salary schemes, eg benefits are based on earnings in the three years prior to 
retirement 

● career average schemes eg benefits are based on earnings over career, possibly 
revalued 

● fixed benefit schemes eg a fixed amount for each year of service. 
 
The scheme may be funded or unfunded. 
 
Funded means that money is set aside in advance of the benefits being paid.  Unfunded, 
or pay-as-you-go, means that no funds are accumulated.  Regulation is likely to require 
that if this is a private pension, then it is funded. 
 
Defined contribution scheme 
 
A defined contribution scheme provides benefits where the amount of an individual 
member’s benefits depends on the contributions paid into the scheme in respect of that 
member, increased by the investment return earned on those contributions. 
 
For example, an employer may contribute 8% of salary into a member’s pension 
account.  When the member reaches retirement the contributions made together with 
investment returns achieved are used to purchase an annuity or alternative retirement 
benefit.  The options open to the member at retirement will depend on regulation. 
 
Defined ambition scheme 
 
A defined ambition scheme is designed such that risks are shared between the different 
parties involved, for example scheme members, employers, insurers and investment 
businesses.   
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Examples of a defined ambition scheme are: 

● a cash accrual scheme where benefits are defined as a lump sum rather than as a 
pension 

● a defined contribution scheme offering a defined benefit underpin eg the benefit 
will not be less than 1/100th of final salary for each year of service. 

 
 
Solution 40.2  

Defined contribution scheme 
 

Benefits may be less valuable than expected due to: 

● lower than expected investment returns or higher than expected expense charges 

● poorer than expected annuity rates at retirement (if an annuity is purchased) 

● higher than expected inflation, eroding the real value of the benefits (if a fixed 
income annuity is purchased) 

● sponsor default on contributions or failure to pay contributions in a timely 
manner 

● inappropriate advice and/or poor communication with beneficiaries 

● fraud or mismanagement 

● tax or regulatory changes. 
 
Defined benefit scheme 
 
Benefits may be less valuable than expected due to: 

● a change in benefits, eg by the State 

● higher than expected inflation, eroding the real value of the benefits (if they are 
not inflation-proofed) 

● a shortfall in the fund, which results in the sponsor reducing benefits 

● sponsor default on benefits or failure to pay benefits at the times required 

● takeover of the sponsor by an organisation that won’t meet the promised benefits 

● sponsor insolvency 

● inappropriate advice and/or poor communication with beneficiaries 

● fraud or mismanagement 

● tax or regulatory changes. 
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Reinsurance companies can also contribute towards the initial capital strain of 
selling a block of life insurance business by contributing to the initial expenses 
by means of reinsurance commissions. 
 
This second use of reinsurance, as a source of capital, is known as financial reinsurance 
and we will cover it in more detail in Section 3.1. 
 
 

2.4 Matching and managing capital needs 

Matching and managing capital requirements is an area where actuaries are 
frequently called on to give advice.  The primary tool needed to do this is a 
model of both the existing business and also the projected new business.  The 
model can generate the amount of capital needed for the provider’s business 
plans to be achieved at a given ruin probability.  A sophisticated model will also 
take into account any statutory or regulatory minimum capital requirements for 
the business throughout its lifetime.   
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3 Capital management tools 

There is a range of financial tools available to providers to help providers meet 
their responsibilities and achieve their goals.  Many are in common usage, 
whereas some are rare or relatively new.  
 
The extent to which these capital management tools are effective in raising capital, and 
hence utilised, will depend upon the regulatory capital regime to which the provider is 
subject.  For example, if the regulatory regime allows the provider to include future 
profits in the regulatory capital assessment, then capital management tools that aim to 
transform future profits into a current cash amount (eg securitisation) do not improve 
the level of regulatory capital. 
 
 

3.1 Financial reinsurance (FinRe) 

FinRe typically consists of less transfer of risk than other forms of reinsurance and is, as 
its name suggests, more motivated by financial aims. 
 
Generally, the main aim of FinRe is to exploit some form of regulatory arbitrage 
in order to more efficiently manage the capital, solvency or tax position of a 
provider.  It frequently relies on the regulatory, solvency or tax position of a 
reinsurer, which may be based in an overseas state, being different from that of 
the provider.  By definition, this is done in the form of a reinsurance contract 
between the reinsured and the reinsurer.  
 
A typical example of exploiting a regulatory position is a contingent loan from the 
reinsurer to the insurance company.  A normal loan would increase the insurance 
company’s assets, but there would be no strengthening of the statutory solvency 
position as the insurance company would also have to identify the amount owing as a 
liability. 
 
With a contingent loan, the repayments are contingent on, for example, the insurance 
company making profits in future on a block of business.  Because the insurance 
company has no liability to repay the loan unless these profits emerge, it does not have 
to make any provision for these future payments on a statutory basis.  Therefore the 
insurance company improves its statutory solvency position.  Bear in mind that, as the 
company will repay the loan over time, the improvement is only short term. 
 

Question 46.9  

Why might this arrangement rely on the regulatory position of the reinsurer being 
different from that of the provider? 
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Question 46.10  

Many reinsurance companies are based (or have subsidiaries) offshore, eg in Bermuda.  
Suggest possible reasons for basing a reinsurance company in an overseas state. 

 

3.2 Securitisation 

Securitisation involves converting an illiquid asset into tradable instruments.  
The primary motivations are often to achieve regulatory or accounting “off 
balance sheet” treatment.  Typical transactions will be structured with an 
element of transfer of the risk associated with the value of the asset.  This will 
result in any potential loss in value of the asset being capped. 
 
Almost any assets that generate a reasonably predictable income stream can in theory be 
used as the basis of a securitisation.  Examples of illiquid assets that could be 
securitised are: 

● future profits, eg on a block of in-force insurance policies 

● mortgages (and other loans). 
 
Each of these could be securitised into tradeable instruments (eg bonds), in order to 
raise capital.  The owner of the assets issues bonds to investors (eg pension funds, 
insurance companies and banks) and the future cashflow stream generated by the 
secured assets is then used to meet the interest and capital payments on the bonds.  
 
In practice, a separate legal vehicle is usually established to stand between the owner of 
the assets and the investors.  The securitised assets are transferred into this vehicle.   
 

Question 46.11  

Why? 

 
There is typically risk transfer as the repayments on the bonds are made only if, for 
example, the future profits emerge or mortgage repayments are made. 
 

Example 
 
A portfolio of mortgage loans owned by a bank could be pooled together and the 
cashflows from these mortgages used to service the interest and capital payments on a 
bond.  Securitisation of this type, that had been backed by sub-prime mortgages in the 
US, were the focus of much attention during the sub-prime crisis and credit crunch. 
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3.3 Subordinated debt 

A provider can raise capital through issuing subordinated debt in the capital 
markets.  The main aim of subordinated debt is to generate additional capital that 
improves the free capital position of the provider.  
 
The company issues debt, normally through a stand-alone subsidiary, which is 
guaranteed on a subordinated basis by the provider, ie the repayment of the debt 
is guaranteed only after the policyholders’ reasonable expectations have been 
met.   
 
As the debt repayment comes after all reasonable expectations of policyholders 
have been met, including non-guaranteed bonuses if any, the liability for 
repayment does not need to be included in the assessment of solvency. 
 
Again we have a method of raising capital that has increased the assets of the provider 
(by the amount of the debt issued) but, because the repayments rank behind the 
policyholder liabilities (ie are contingent on those liabilities being met), does not 
increase the liabilities.  Therefore, once again the provider’s capital position is 
improved. 
 
The debt can be dated or undated, though this will impact the amount available 
as an admissible asset and may impact the tax implications. 
 

Question 46.12  

What is an admissible asset? 

 
 

3.4 Banking products 

The banking sector provides some capital management solutions for the 
insurance industry directly (rather than as intermediaries as with securitisation).  
These include: 

● liquidity facilities 

● contingent capital 

● senior unsecured financing 

● derivatives. 
 
Liquidity facilities 
 
Liquidity facilities can be used to provide short-term financing for companies 
facing rapid business growth.  
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If the policyholder both suffers a critical illness and then dies during the policy term 
then two benefit payments are made, one on each event (as the critical illness is a rider 
benefit rather than an acceleration of the term assurance). [1] 
 
No benefit payment is made at maturity.  [½] 

Surrender payment 
 
Critical illness and term assurance policies do not normally pay a benefit on surrender. 
   [½] 

However, depending upon the terms of the contracts, it may be that a single positive 
cashflow, the surrender payment is made if the policyholder withdraws from the 
contract before the end of the term.  The timing and size of this cashflow are unknown 
at outset.  [1] 
   [Maximum 6] 
 
 
Solution 2.14  

(i) Unit-linked design – income protection 
 
Assuming that the policy conditions for the two designs are similar, and will pay out in 
similar circumstances, both contracts should meet the consumer’s need for income 
protection.  This is the fundamental aim of both contracts. [1] 
 
A without-profit contract provides this cover with greater certainty about the cost...   [½] 
 
... On a unit-linked version, charges are often variable.  This may discourage some 
prospective consumers. [½] 
    
However, it is also possible that premiums may be reviewable under a without-profit 
version.  [½] 
 
On the other hand, a unit-linked contract may have a lower initial premium because of 
less need for margins in the assumptions.  Provided experience turns out no worse than 
expected the consumer may get the required cover at lower cost than under the without-
profit contract. [1] 
 
Under a unit-linked contract, it is even conceivable that premiums or charges will fall if 
experience turns out better than expected, particularly if competitive pressures give the 
life insurance company an incentive for such reductions. [½] 
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A unit-linked contract is more complex to administer and so administration costs are 
likely to be higher. [½] 
   [Maximum 4] 
 

 (ii) Unit-linked design – regular premium savings vehicle 
 
Both contracts provide a mechanism for regular savings.  [½] 
 
A unit-linked design is likely to provide a higher level of benefits for a given premium 
than a without-profit version.  [½]  
 
This occurs because the consumer accepts a significant level of the investment risk 
under a unit-linked design … [½] 
 
… whereas this risk lies with the provider for a without-profit design, resulting in a 
more cautious investment strategy and pricing basis. [1] 
 
A unit-linked design caters better for consumers with a range of risk appetites … [½] 
 
… by offering a range of investment funds.  [½] 
 
For example, risk-averse investors can select more cautious investments, and 
speculators more risky investments. [½] 
 
Unit-linked designs are often more flexible in terms of being able to choose benefits, 
vary premiums, change investment funds etc. [½] 
   [Maximum 4] 
 
 
Solution 2.15  

Customer needs 
 
Consider whether the contract will meet the needs of the target market.  [½]   
 
Level and form of benefits 
 
Linking the return to a well-known equity index is innovative and may improve 
marketability.  [1]   
 
Onerousness of guarantees 
 
Need to assess the likely cost of the guarantee, a stochastic model is likely to be most 
suitable.   [1] 
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Profitability 
 
Annuity rates should be set so that the company meets its required profit criterion.  [½]  
 
Marketability 
 
On the one hand, the guarantee makes the contract more marketable than an equivalent 
contract without a guarantee.  [½]  
 
However, the complexity of the guarantee may make the contract difficult to understand 
and hence less marketable.  [½]  
 
Consider whether expected sales volumes will be sufficient for the company to make an 
adequate contribution to fixed expenses and profits.  [½]  
 
Competition 
 
The contract design and annuity rates should be compared with those offered by 
competitors.   [½]  
 
Regulatory requirements 
 
Any regulatory requirements, eg solvency requirements should be taken into account.  
   [½] 
    
Financing requirements 
 
Additional capital will be required to cover the guarantee. [½]   
 
The company may seek to minimise how onerous the guarantee is, particularly if capital 
resources are scarce, for example by: [½] 

● giving a lower initial annuity [½] 

● introducing a maximum percentage increase in income in any one year.  [½]  
 
Investment choices to back the contract 
 
The company will need to consider whether to use derivatives or a replicating basket of 
equities to match the index.  [½]   
 
Risk characteristics 
 
The key risks of the product must be identified and quantified.  [½]  
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For example:  

● increasing longevity  

● lower than expected investment returns  

● higher than expected expenses.  
   [½ each, maximum 1]  
 
There is a risk of anti-selection, ie policyholders with better than average mortality may 
be more likely to take out this contract.  [½] 
 
The risks are exacerbated since the contract is new and the company will have no past 
data or experience relating to this contract.  [½] 
 
Cross-subsidies 
 
Consider whether cross-subsidies will be allowed, and the additional risk this introduces 
if the business mix is different from expected.  [½]   
 
Consistency with other contracts 
 
Consider the annuity products currently sold by the company, the new contract should 
be consistent, both in design and pricing in order to reduce administrative requirements.  
   [½]  
    
Administrative systems 
 
The contract is potentially expensive to administer, consider how to minimise costs and 
load appropriately in the premium.  [½]  
   [Maximum 11] 
 
 
Solution 2.16  

Customer needs 
 
Consider whether this contract will meet the needs of investors. [½] 
 
It may be suitable for some investors, eg those who want a long-term investment to 
hedge against oil prices. [½] 
 
Level and form of benefit 
 
Need to clarify exactly which oil price to use and the date on which it will be taken for 
determining the coupons and redemption payment.  [½]  
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Onerousness of the guarantee 
 
The guarantee (of providing coupons and a redemption payment linked to oil prices) 
should not be too onerous for an oil company to meet as its earnings should also be 
linked to oil prices. [1] 
 
Marketability 
 
Linking the contract to oil prices is an innovative feature.  [½]  

Investors may be attracted to this bond as it is likely to provide diversification from 
other, more traditional bond investments.  [½]  
 
In addition, the long term nature of the bond, 30 years, may be attractive to potential 
investors with long-term liabilities to match, in particular if there are not many other 
very long-term bonds available in the market.  [1]  
 
Competition 
 
Consider how competitors are raising finance and the cost of their borrowing.  Has this 
approach to raising finance been tried by other companies?  [½]   
 
Regulatory requirements 
 
Consider any regulatory requirements or constraints.  [½]  
 
Financing requirements 
 
Compare the cost of borrowing by this method with more conventional methods, to 
determine which is cheapest.  [½]  
 
Stochastic models of interest rates and oil prices may help with the comparison, but the 
price of oil is subject to great volatility.  [½]  
 
Risk characteristics 
 
There is a risk that the oil price increases faster than expected or is very volatile.  [½]  
 
There may be a currency risk if oil is priced in a different currency to the provider’s. 
      [½]  
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Administration systems 
 
The contract will not be simple to administer as the company will need to keep track of 
the oil prices in order to determine bond repayments.  [½] 
   [Maximum 7] 
 
 
Solution 2.17  

Note you need to outline changes to reduce cost and volatility. 

 
Level and form of benefits 
 
● Switch from final salary to a defined contribution scheme or set up a hybrid of 

defined contribution and final salary (reduces volatility).  [½] 

● Reduce the pension accrual rate (reduces cost).  [½] 

● Increase the normal retirement age (reduces cost).  [½] 

● Change from using final salary to career average salary (reduces volatility and 
cost).   [½] 

● Integrate the scheme benefits with any State provision (reduces cost).  [½] 
 
Options and guarantees 
 
● Limit the provision of any “costly” options (reduces cost and volatility).  [½] 

● Make some benefits discretionary rather than guaranteed, eg pension increases 
(reduces cost if discretionary benefits are not always paid and volatility due to 
greater control).  [½] 

 
Benefits taken early 
 
● Review the events on which a benefit is payable, eg on ill health, early 

retirement (reduces cost).  [½] 
 
Contract conditions 
 
● Review eligibility requirement, eg introduce a minimum starting age and/or 

waiting period (reduces cost).  [½] 
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Method of financing the benefits/risk characteristics 
 
● Consider “buying out” some of the existing liabilities with an insurance 

company, eg using deferred and immediate annuities.  This will reduce risk but 
the cost of doing so may be unacceptable (reduces volatility). [1] 

● Ensure any risk benefits are purchased from the cheapest insurer (reduces cost).   
   [½] 

● Review the funding method adopted (reduces volatility).  [½] 

● Consider using the existing surplus to reduce the employer's contributions 
(reduces short-term cost).  [½] 

 
Asset choice when the benefits are funded 
 
● Review investment policy to maximise return subject to an acceptable degree of 

risk (reduces cost).  [½] 

● Review diversification of assets (reduces volatility).  [½] 

● Review asset types held (reduces cost and volatility).  [½] 

● Consider using an asset-liability model to look at any asset-liability mis-match 
(reduces volatility). [1] 

 
Contribution pattern 
 
● Increase the employees’ contribution rate (reduces employer costs).  [½] 
   [Total 10] 
     
 
Solution 2.18  

(i) Customer needs met 
 
The need met is accumulation for a known purpose.   [½] 
 
In particular, the savings could be used for: 

● buying Christmas presents  

● buying food for the Christmas period. [½ for any suitable example] 
 
This would be particularly suitable for people who are poor at saving themselves or for 
people who like to plan ahead. [½] 
 
It could be identified via a logical needs analysis if the customer has identified a need to 
save for Christmas, after careful analysis and prioritisation … [½] 
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… or an emotional need if the customer has been made to feel guilty about saving for 
Christmas …  [½] 
 
… or if the customer believes he/she needs more money for Christmas than is actually 
necessary.   [½] 
 
The product is meeting a future need (since it is saving for a future event).  [½] 
 
The product is flexible in terms of: 

● amount of monthly contributions – so the customer can choose how much to 
save, ie how much they want to spend on Christmas presents [½] 

● when the savings can be taken – so the customer has the option of starting their 
Christmas shopping as early as October. [½] 

   [Maximum 4] 
 
(ii) Contract design factors 
 
Interests and needs of customers 
 
The product will need to meet the interests and needs of customers (as per part (i)).  [½] 
 
Profitability 
 
The insurer will want to make profits from selling this contract.  The source of profit 
will be from investment returns in excess of 2%, less expenses and initial development 
costs, and the cost of the Christmas hampers. [½] 
 
It must therefore invest contributions in assets that are expected to provide an expected 
return of sufficiently greater than 2%, net of investment expenses and tax. [½] 
 
The existence of a minimum level of contributions will ensure that policies will make a 
minimum contribution to fixed expenses. [½] 
 
The insurer will also make profits from lapses and deaths, as no interest is paid on these 
policies.    [½] 
 
It is therefore important that the insurer does not overestimate the probability of death 
and/or lapse, otherwise profits will be lower than expected. [½] 
 
Marketability 
 
The product design needs to be sufficiently attractive to potential customers so that the 
insurer sells an adequate volume of business. [½] 
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It must be sufficiently flexible to meet customers’ needs, and should also be easy to 
understand.  [½] 
 
However, there is a risk that the nature of the contract only appeals to individuals with 
high disposable income who have no need to save! [½] 
 
Features that should improve marketability are: 

● choice of the level of contributions [½] 

● the option to withdraw cash early (in October / November) [½] 

● the option to withdraw from the scheme (and receive a return of contributions) 
   [½] 

● the chance of winning a Christmas hamper! [½] 
 
Features that reduce marketability are: 

● the minimum and maximum level of contributions, which might make it 
restrictive for lower / higher earners [½] 

● the fixed interest rate of 2%, which may be lower than interest rates that can be 
obtained elsewhere [½] 

● the return of contributions on death or lapse, which does not include interest, 
however the impact of this may be small, as the contract is short-term.  [½] 

 
The chance of winning a Christmas hamper needs to be great enough to be attractive to 
potential customers. [½] 
 
Competition 
 
If there are similar products on the market, eg offered by supermarkets, then this 
product should be competitive in terms of interest rate, or additional features offered 
(such as the Christmas hamper). [½] 
 
The insurer should also consider the likely response of competitors to the introduction 
of the product.  [½] 
 
There will be a conflict between being profitable and competitive. [½] 
 
Financing requirements 
 
The financing requirements for this contract shouldn’t be too onerous, since the contract 
is short-term, so the funds that build up are likely to be small … [½] 
 
… and the payout will relate to the contributions made by the policyholder. [½] 
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However, there may be new business strain, as the contract is regular premium and the 
initial contribution may not cover the initial statutory reserves and initial solvency 
requirements in respect of each policy as well as the initial expenses (including any 
commission) of writing the contract. [½] 
 
Risk characteristics 
 
The insurer will need to consider the risk characteristics of the contract design.  It is 
therefore important that the terms and conditions of the contract are specified with care 
in order to minimise risk. [½] 
 
Risk characteristics will be worse for this contract since it is new, and hence there is 
much more uncertainty around setting assumptions (parameter error).  [½] 
 
The level of risk that will be acceptable to the insurer depends on the insurer’s ability 
and/or willingness either to absorb it internally or to reinsure it.  [½] 
 
It should also consider how well the contract design fits the likely risk appetite of the 
intended customers.   [½] 
 
Extent of cross-subsidies 
 
If there are any cross-subsidies between different types of policy, the mix of business is 
important.  [½] 
 
In particular, there may be cross-subsidies between: 

● large and small policies [½] 

● lapsing and remaining policies [½] 

● new business and renewals. [½] 
 
Practical considerations 
 
It is important that the administration systems of the company can cope with the 
features of the product.  [½] 
 
This product could be complex to administer due to features such as monthly 
contributions, the option to withdraw and the “prize”. [½] 
 
There may also be accounting implications of offering this product. [½] 
 
The contract should be consistent with any other similar savings schemes offered by the 
insurance company, in particular, the interest rate offered. [½] 
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The insurance company should also take into consideration any regulation for this type 
of product, eg on minimum / maximum contributions, solvency requirements and on 
offering a “prize”. [½] 
 
These contract design factors are not necessarily independent, in that meeting one may 
mean that another cannot be met.  The insurer will seek the optimal solution. [½] 
 
Onerousness of options and guarantees 
 
The insurance company should consider the onerousness of the options and guarantees 
offered.  In particular: 

● the 2% guaranteed interest rate [½] 

● the option to withdraw from the contract. [½] 
 
Timing of contributions 
 
The insurance company will need to decide exactly when policyholders should make 
their contributions.  The product will be more flexible if the policyholders can choose 
the date at which contributions are made.  [½] 
   [Maximum 16] 
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Solution 9.6  

Through risk management a provider 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

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

● price products to reflect the inherent level of risk

● improve job security and reduce variability in employee costs

● detect risks earlier meaning they are cheaper and easier to deal with

● determine cost-effective means of risk transfer.

[½ each, maximum 4] 
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Question X6.4 

Compare the investment needs of a small mutual life insurer selling with-profit endowment 
and unit-linked savings products with those of a large general insurer selling buildings 
insurance.  [7] 



CA1: Assignment X6 Questions Page 2 

The Actuarial Education Company © IFE: 2016 Examinations  

This page has been left blank to aid pagination. 



Page 1 CA1: Assignment X6 Solutions 

© IFE: 2016 Examinations The Actuarial Education Company 

Solution X6.4 

Comment 

This is an application question based on Chapter 25, Investment strategy – institutions. 
Careful question reading is required so as to tailor the answer to the key information in 
the question.  Remember that the instruction word “Compare” means look at 
similarities and differences. 

Objectives 

Both insurers will want to choose assets that match the claims arising from the classes 
written.   [½] 

Both insurers will aim to maximise the return they achieve given their risk appetite.  [½] 

Both insurers will need to adhere to regulation regarding investment choice ...  [½] 

... and will be mindful of the impact of investment choice on meeting solvency 
requirements.   [½] 

Classes of business and liabilities arising 

The investment-linked liabilities arising from the life insurer selling unit-linked business 
will be matched by the insurer holding the underlying investments. [½] 

For the with-profit business written by the life insurer, there will be a need to closely 
match the guaranteed element of the sum assured ...  [½] 

... but greater freedom regarding investment to back future discretionary bonus policy.  
[½] 

The claims arising from selling building insurance will increase with a mixture of price 
and salary inflation (to the extent that claims result in repairs) ...  [½] 

... there will therefore be a need for real investments to be held.  [½] 

There will be greater uncertainty as to the likely number and size of claims for the 
general insurance business, meaning a greater need for liquid assets. [1] 

Buildings insurance claims are likely to be predominately short-tailed, so there will be a 
need for short-term assets.  [½] 
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The life insurance policies will be longer term and therefore the insurer will need 
longer-dated investments.  [½] 

Diversification 

Both insurers will aim to diversify ...  [½] 

... this is likely to be easier for the large general insurer to achieve.  [½] 

Risk appetite 

The mutual life insurer is likely to be more risk averse, as it has more limited ability to 
raise fresh capital, therefore it will be attracted towards less risky, lower-return 
investments.   [1] 

The insurers’ risk appetites will also be affected by the level of free assets, a high level 
of free assets is likely to result in increased investment freedom.  [½] 

[Maximum 7] 




