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Management Summary 

The issue of life office financial strength continues to be very 
topical in the UK, and it is likely that it is now a permanent 
feature of the UK market. This paper looks at the issue from a very 
practical point of view. Section 1 of the paper is a general 
introduction. 

The term "financial strength" is now in common usage, but is seldom 
defined. Section 2 of the paper introduces and expands upon the 
following definition of financial strength:- 

"Ability to maintain statutory solvency and to continue to 
satisfy policyholders' reasonable expectations throughout 
adverse or unexpected conditions and events." 

Sections 3 and 4 of the paper consider the various parties which have 
an interest in the financial strength of UK life offices, together 
with the reasons for such interest. The interested parties are the 
life offices themselves (and their appointed actuaries), the UK 
regulators (ie the Department of Trade and Industry and the 
Government Actuary's Department), independent financial advisers (ie 
life insurance brokers), and consulting actuaries. The interest of 
consulting actuaries is threefold, and covers cases where the client 
is (a) a Life office, (b) a pension scheme with monies invested with 
a life office, and (c) an individual being advised on which life 
office to use for his/her individual life and/or pensions policies. 
The main reasons for the interest in financial strength are the 
requirement to give "best advice" under the UK Financial Services Act 
1986 and the general reduction in offices' free asset ratios (FARs) 
which has occurred over the Last few years. 

Sections 5 to 8 of the paper are the main technical sections, and 
necessarily include descriptions of the current UK legislative system 
as far as actuarial matters are concerned. The main points which 
these sections seek to explain are as follows (these points being 
primarily in relation to non-linked business):- 



- The published FAR, whilst being an imperfect measure of 
financial strength, is not however totally useless 
provided that certain factors are taken into account. 

- The factors that need to be taken into account are the 
strength of the published valuation basis, and the 
parameters of the resilience tests which have been 
carried out together with the resulting resilience (or 
mismatching) reserves, if any. 

- In considering the strength of the published valuation 
basis, the valuation rates of interest used are the most 
important assumptions. Further, what really matters is 
how the weighted average of the gross valuation rates of 
interest used compares with the maximum gross valuation 
rate of interest allowable under the regulations (as 
opposed to just its nominal value). 

- Making proper allowance for an office's matching position 
and the resilience tests carried out is not usually 
straightforward. Firstly, the descriptions of the 
resilience tests carried out (as given in the DTI 
returns) are often brief, although normally offices will 
expand upon these descriptions if asked. Secondly, to 
replicate an office's resilience tests (in order to 
assess what part of the valuation interest rate margin is 
ear-marked for this purpose) involves calculations which 
are both intricate and time-consuming. Such calculations 
can, nevertheless, be done based on published 
information. 

Section 9 of the paper considers the other factors which should be 
taken into account in assessing financial strength, these factors 
being:- 

- For with-profits business, a comparison of total smoothed 
asset shares with total with-profits assets. (The paper 
notes, however, that this information is not normally in 
the public domain.) 

- Trends in acquisition and non-acquisition expense ratios. 

- Guarantees. 

The final section of the paper, Section 10, concludes that it is 
possible to draw reliable (even if sometimes limited) conclusions on 
life office financial strength based on published information. It 
is, however, important to use all the information available, and to 
avoid giving advice and assessments unless all the appropriate work 
has been carried out. 



1. Introduction 

1.1 Over the last decade in general, and over the last five years 
in particular, the level of interest in the financial strength 
of UK life offices has grown considerably. Hany actuaries, 
both life office actuaries and consulting actuaries, now have 
to assess and compare the financial strength of various life 
offices. Life office actuaries often see a need to do this in 
order to ascertain how they compare with their competitors. 
Consulting actuaries have a variety of clients who are 
interested in the financial strength of life offices, and some 
examples are given in paragraphs 3.4 and 3.5 below. 

1.2 In the majority of cases, assessments and comparisons have to 
be carried out using only published information, such 
information comprising:- 

( i )  The annual published Report & Accounts 

(ii) The returns to the Department of Trade and Industry ("the 
DTI returns") 

(iii) The With-Profits Guide 

Item (i) above provides only general background information, 
and in practice item (ii) above is the main source of 
information. Item (iii) above provides additional information 
in respect of with-profits business. Occasionally, where an 
office is being studied in detail, the office may be willing to 
make available additional information which is not otherwise in 
the public domain. Clearly, offices only do this if they have 
good business reasons for co-operating with those carrying out 
the study. 

1.3 Most companies which are of interest have substantial volumes 
of with-profits business on their books, in addition to 
conventional non-profit business and unit-linked business. 
Host of this paper is concerned with the techniques available 

. in respect of non-linked business (ie with-profits business and 
conventional non-profit business), but Section 7 below refers 
specifically to unit-linked business. 

1.4 Although this paper is written with reference to UK life 
offices (and non-UK offices with branches in the UK), it is 
hoped that the material will be of interest to IACA delegates 
from non-UK countries. A significant proportion of the paper 
is involved with summarising the UK legislative requirements as 
far as actuarial matters are concerned, and the paper may thus 
be of benefit to non-UK delegates who are unfamiliar with the 
UK system. 



What is Financial Strength ? 

The term "financial strength" is now in common usage, and most 
actuaries and others involved in the life insurance industry 
would claim to have a general feel for what it means. It is 
useful, however, to attempt a concise definition, and the 
author's definition of financial strength is as follows:- 

"Ability to maintain statutory solvency and to continue to 
satisfy policyholders' reasonable expectations throughout 
adverse or unexpected conditions and events." 

Statutory solvency, as used in the above definition, is clearly 
relevant wherever the life office in question is based. The 
requirement to meet policyholders reasonable expectations (PRE) 
is effectively part of UK legislation, and there may be 
equivalent criteria in other countries. One important aspect 
of PRE is an office's ability to make payouts on its with- 
profits policies which are in line with its smoothed asset 
shares, such amounts effectively representing what the policies 
in question have actually earned. 

Among the adverse or unexpected conditions and events referred 
to in the definition of financial strength, the following can 
be included:- 

- adverse financial and/or investment conditions 
- tough trading conditions generally 
- upwards pressure on expenses 
- new sources of competition 
- "force majeure" within the industry (such as a major tax 

change) 

The greater the severity of these (potential or actual) 
unexpected conditions and events which a life office can 
withstand, the greater its financial strength. 

A high level of financial strength does not necessarily say 
anything about the medium to long term bonus prospects for 
with-profits policies. Future bonuses over the medium to long 
term will depend primarily on future investment returns. 
However, offices with high financial strength may be better 
placed to carry out the smoothing strategy of their choice over 
the short term, as opposed to having a smoothing strategy 
chosen for them by their solvency position. If offices do use 
their financial strength to artificially enhance payouts on 
maturing with-profits policies, then such action will reduce 
their financial strength commensurate with the volume of 
business maturing. 



3. Interested Parties 

3.1 Having defined the concept of financial strength, we can now 
consider the various parties which are interested in it. 

3.2 Life offices themselves, and their appointed actuaries in 
particular, are perhaps the most obvious interested party. In 
order to continue writing new business, life offices need to 
demonstrate solvency each year in accordance with the relevant 
regulations. In the UK, much of the responsibility for taking 
the right decisions at the right time to ensure that solvency 
is demonstrated falls on the appointed actuary. The appointed 
actuary also has a duty to advise his/her office on his/her 
interpretation of PRE, and asset shares will normally have a 
part to play here. It is not only sufficient to demonstrate 
solvency and satisfy PRE at the "current" time. Both of these 
criteria are on-going. 

3.3 The regulators have an interest in the financial strength of 
the offices which they regulate. In the UK, the regulator as 
far as solvency and PRE is concerned is the Department of Trade 
and Industry (DTI), as advised by the Government Actuary's 
Department (GAD). The regulators are in the unique position of 
determining the relevant regulations in accordance with which 
solvency has to be demonstrated, and are obviously interested 
in the position of life offices overall as well as the 
positions of individual offices. 

3.4 Independent financial advisers (IFAS) (ie life insurance 
brokers) are charged with the duty of giving "best advice" to 
their clients under the UK Financial Services Act 1986. It is 
generally accepted that financial strength has to be given 
serious consideration in the exercise of this duty, although 
not surprisingly different IFAs give the subject differing 
levels of priority. There is a trend in the UK towards smaller 
IFAs grouping together to form "networks", and this means that 
they are more able to afford to pay for advice on offices' 
financial strength from consulting actuaries. In addition, 
large IFAs can afford to pay for advice as the costs can be 
spread over a large volume of business. 

3.5 Last, but not least, consulting actuaries are interested in the 
financial strength of life offices, and three separate areas of 
interest can be identified. 



3.5.1 Consulting actuaries specialising in the life assurance 
field will have life office clients who might at times 
require assistance in demonstrating solvency, or may 
require an independent opinion on the subject of PRE. 
This area of interest is very similar to a life office's 
own direct interest as set out in paragraph 3.2 above, 
and the two effectively converge if the consulting 
actuary is the appointed actuary of the office in 
question. 

3.5.2 Consulting actuaries specialising in the final salary 
pensions field will have clients with large amounts of 
funds invested with particular life offices. In the UK, 
much of these funds are in respect of the additional 
voluntary contributions (AVCs) paid by pension scheme 
members to augment their basic benefits, and much of 
these funds are invested on a with-profits basis. The 
trustees of the pensions funds often look to their 
consulting actuaries to provide them with comfort as to 
the financial strength of the life offices in question. 
The same applies in respect of the life offices being 
used to insure group death-in-service benefits, although 
the concerns here are lesser as no investments are at 
risk. 

3.5.3 Some consulting actuaries spend some of their time 
advising individuals as to which life offices to use for 
their individual pensions investment policies, annuities 
at retirement, term assurances, and so on. In carrying 
out this activity consulting actuaries are charged with 
the duty of giving "best advice", as is the case for IFAs 
in paragraph 3.4 above (assuming that the consulting 
actuary is not "tied" to a particular life office). 

3.6 Most medium and large firms of consulting actuaries have 
individual actuaries engaged in all three of the activities 
outlined in paragraphs 3.5.1 - 3.5.3 above. In practice, given 
the nature of the subject, it is very often the actuaries 
specialising in the life assurance field (as in paragraph 3.5.1 
above) who carry out the work and provide advice to the 
actuaries specialising in the other two fields, as well as to 
IFA clients who require advice as set out in paragraph 3.4 
above. This may on occasions lead to conflicts of interest, 
but this is beyond the scope of this particular paper. 

4. Reasons for Interest in Financial Strength 

4.1 It is useful to expand a little more on the reasons for the 
increased interest in financial strength which is being seen in 
the UK, particularly as far as IFAs are concerned. 



4.2 Paragraph 3.4 above noted the requirement to give "best advice" 
and this has been and will continue to be a very important 
factor. The experiences of two UK mutual offices during the 
last decade (ie United Kingdom Provident Institution and, to a 
lesser extent, London Life), both of whom had to engage in a 
merger as the weaker party, are still quite prominent in the 
minds of most IFAs. 

4.3 In addition, the free asset ratios (EARS), defined as the free 
assets as a percentage of the total assets, of offices in 
general have on average fallen significantly. Appendix A to 
this paper lists assets, liabilities, required solvency margins 
and EARS for the 30 major UK with-profits life offices. EARS 
for previous years are also shown, and it can be seen that the 
crude average FAR has fallen from 21% as at 31 December 1989 to 
10% as at 31 December 1992. EARS are discussed further in 
Section 5 below, but it is sufficient to note here that IFAs 
are likely to be more concerned about financial strength in 
times of low EARS generally as compared with times of high EARS 
generally. 

4.4 There are many reasons for the fall in EARS, including poorer 
than hoped for investment returns on equities (particularly in 
1990) and large volumes of new business. Single premium with- 
profits bonds have been popular in recent years, and the effect 
of writing large volumes of this business is to depress the 
FAR, since the same amount of free assets is spread over a 
larger base of assets. It is interesting to note that the fact 
that several offices have limited the volumes of this business 
which they are willing to write means that there is a certain 
level below which they are reluctant to see their FAR fall. 

4.5 In the author's view, an important and legitimate factor, both 
for IFAs and for consulting actuaries engaged in the activities 
discussed in paragraphs 3.5.2 and 3.5.3 above, is the avoidance 
of embarrassment with their clients. This is sometimes a 
factor which life offices themselves are slow to appreciate. 
If an IFA or a consulting actuary advises a client to use a 
particular life office (or, alternatively, at a review gives 
consent for the continued use of a particular life office) then 
it is clearly embarrassing if the life office subsequently has 
a problem. As a result of this, if financial strength 
investigations are being carried out on only a limited budget, 
it is likely that (all other things being equal) only those 
offices which are most obviously strong will be used, as 
opposed to those offices which on detailed investigation turn 
out to be stronger than they initially appear. 



5 .  Published Information - Free Asset Ratios (PARS) 

5.1 In the UK, much use has been made of comparisons of life 
offices' PARS. Paragraph 4 . 3  above gave a brief definition of 
FAR, but a more complete version is as follows:- 

Tdal AssaEs + Fldure Prof* - Tdal Lbbi lh  - Rsqulrsd Minbnum Margin 
FAR = x 100% 

Total 

The items in the above formula are listed in Appendix A for the 
30 major UK with-profits offices. 

5 . 2  In the formula in paragraph 5.1 above, "Total Assets" are at 
market value. "Future Profits" is an artificial asset used by 
very few offices in order to boost their FAR and would normally 
(in the author's view) be disregarded in carrying out 
comparisons. "Total Liabilities" includes current liabilities 
in addition to the main actuarial reserves. "Required Minimum 
Margin" is the amount by which assets must exceed liabilities 
if solvency under the relevant regulations is to be 
demonstrated, and for non-linked business is essentially 4% of 
reserves plus 0 . 3 %  of sums at risk. 

5 . 3  Before going any further it is necessary to confirm that the 
FAR of an office is a very imperfect measure of financial 
strength. However, the author does not in general agree with 
the view of some actuaries that the FAR is useless. Going back 
to the definition of financial strength in paragraph 2.1 above, 
the FAR is clearly addressing the statutory solvency issue as 
opposed to the maintenance of PRE issue. At the risk of 
stating the obvious, any office with a negative FAR will find 
itself in trouble, and will very likely be prevented from 
writing new business by the DTI. A further point is that the 
amount of free assets is the difference between two large 
numbers, assets and liabilities. If an office's FAR is low, 
then there is an obvious risk (if the situation is not 
monitored and controlled carefully) that what was previously a 
small positive number will become a small negative number, with 
all the adverse consequences just described. 



5 . 4  Different practitioners have different views as to the most 
appropriate FAR to calculate from the basic assets, liabilities 
and required minimum margin amounts. Not all practitioners 
deduct the required minimum margin in arriving at the free 
assets, some preferring to simply take assets less liabilities. 
The author's view, however, is that the required minimum margin 
is effectively a statutory requirement (and an office which 
cannot cover this margin would not be meeting the solvency 
standard) and hence it is appropriate to deduct it in 
determining the genuinely free assets. A further variation in 
FAR comes about if the total liabilities figure is used as the 
denominator rather than the total assets. It is difficult to 
be categoric on this issue, but in the author's view dividing 
free assets by assets satisfies the "apples versus apples" 
criteria better than dividing free assets by liabilities. 

5 . 5  It is quite common, when faced with comparisons of EARS carried 
out by the financial press, for an office to explain why its 
FAR is lower than that of another office. Such explanations 
commonly include factors such as:- 

- the mix and maturity of the business 
- the presence and volume of unit-linked business 
- the volume of single premium business written 

It is of course important to be aware of these factors, most of 
which can easily be verified from the DTI returns. In some 
cases the factors may be addressed by an appropriate 
modification to the FAR, for example by excluding unit-linked 
assets and liabilities. However, in the author's view, it is 
important to remember that these explanations are usually just 
explanations and do not actually increase the FAR! If an 
office has a free asset ratio of only lX, then (subject only to 
paragraph 5 . 6  below) it is clearly in an extremely tight 
solvency position whatever the explanation. 

5 . 6  In the UK, the appointed actuary of a life office may select 
his/her own valuation basis for the long term liabilities, 
provided that the overall result is a value of liabilities not 
less than that determined on the statutory minimum basis as set 
out in the relevant regulations. The statutory minimum basis 
for conventional business incorporates maximum valuation rates 
of interest which are defined partly with reference to the 
yields on existing assets and partly in absolute terms. In 
order to make meaningful assessments and comparisons of 
financial strength based on published information, it is 
important to take into account the strength of the valuation 
basis. This is the factor which, once properly allowed for, 
significantly increases the reliability of the FAR as a measure 
of the solvency aspect of financial strength. Assessing the 
strength of the valuation basis is considered in the following 
section. Section 6 .  



6. Valuation Bases (Non-Linked Business) 

6.1 For non-linked business there are a number of assumptions which 
together form the valuation basis, but the most important 
assumption is the future rate of interest assumed. In the UK, 
the maximum valuation rates of interest which can be adopted 
under the relevant regulations are essentially as follows:- 

6.1.1 In respect of existing assets, 92XX of the "yield" on 
those assets. For fixed interest securities this yield 
is the redemption yield based on current market values, 
and for equities and property this yield is the running 
yield based on current dividendslrents and current market 
values. For non-government fixed interest securities, 
allowance for risk must be made, which in practice means 
that credit for redemption yields in excess of government 
security yields cannot be taken. Further, for equities 
and property, the yield on each individual asset cannot 
be greater than the yield on a particular undated 
government security (the "Consols" limitation). 

6.1.2 In respect of monies to be invested more than 3 years 
hence, 7.2Xpa gross of tax. The maximum rate of interest 
for future investment within 3 years is as defined in 
paragraph 6.1.1 above. 

6.1.3 In practice, and partly because of the precise wording of 
the regulations, few if any offices adopt a "double 
interest rate" valuation approach, and hence the maximum 
valuation rate of interest is effectively obtained as the 
minimum of the bases set out in paragraphs 6.1.1 and 
6.1.2 above. 

6.1.4 For conventional regular premium contracts (mainly life 
assurance contracts), the regulations specify the minimum 
valuation basis in terms of a net premium valuation. 
Since almost all UK offices use this method for the 
relevant contracts, it is seldom necessary when 
investigating financial strength to have to make 
allowance for differing valuation methods. 

6.2 Partly as a result of EC Directives, and partly due to 
"ordinary" reasons, the UK liability valuation regulations are 
currently in the process of being updated. In addition to 
clarifying several aspects of the regulations, it is proposed 
to remove the controversial Consols limitation described in 
paragraph 6.1.1 above, and to amend the 7.2Xpa maximum yield in 
paragraph 6.1.2 above to 6Xpa. This latter proposed change 
will be phased in over 5 years, and a proper interpolation 
provision between the maximum yields on existing and future 
investments is also being proposed. 



6.3 In choosing a valuation basis which conforms with the 
regulations, an appointed actuary is able to hypothecate assets 
to liabilities in which ever way he/she feels justified. 
However, on a weighted average basis (the weights effectively 
being valuation reserves), the average valuation rate of 
interest must not exceed the maximum laid down by the 
regulations. In comparing a valuation basis with the statutory 
minimum basis therefore, a straightforward measure of the 
strength of the basis is the amount by which the average gross 
of tax valuation rate of interest could be increased before 
coming up against the limit. It is usually possible to reduce 
published liabilities by weakening mortality or expense 
assumptions slightly, or by introducing a Zillmer. However, 
even for a net premium valuation, the interest rate assumption 
is in practice the most relevant. 

6 . 4  In the author's view, comparing an office's valuation basis 
with its own (office specific) statutory minimum basis provides 
a means of carrying out a real comparison rather than just a 
nominal one. Office A may have a lower nominal valuation rate 
of interest than Office B, but its basis could still be weaker 
in real terms if the yields on its existing assets are lower. 
Many offices have over the last few years commented in the 
financial press that they have strengthened their valuation 
bases. However, whilst this has been true in nominal terms, in 
many cases the so-called strengthening has been necessitated by 
lower asset yields, and the real strength of the basis has not 
changed, or has even in some cases reduced. 

6 . 5  Once the strength of the valuation basis is taken into account, 
it is then possible to put the FAR into context and to place 
more reliance on it as far as the solvency aspect of financial 
strength is concerned. If a very detailed comparison between 
two offices is being undertaken, it is possible (by using the 
tabulations of business by age and outstanding term given in 
Schedule 5  of the DTI returns) to approximately re-value the 
liabilities on the statutory minimum bases for each office, 
thereby producing directly comparable FARs. 



6.6 Appendix B to this paper sets out two examples of the amount by 
which the average valuation rate of interest could be increased 
before the maximum rate is reached. Both examples are actual 
UK offices as at 31 December 1992. In each case, the weighted 
average gross valuation rate of interst is calculated and 
compared with the adjusted weighted average yield on the 
existing assets. In determining the latter, sufficient assets 
are taken to cover the liabilities, using up the assets in 
decreasing order of yield. For Example 1, where the PAR is 
16.5%, the valuation rate of interest could be increased by 
approximately 0.71pa gross. For Example 2, where the FAR is 
25.82, the valuation rate of interest could be increased by 
approximately 1.7Zpa gross. Subject to one further factor 
(which is discussed in Section 8 below), it is clear that the 
office in Example 2 is stronger than the office in Example 1. 
This is not to say, however, that the office in Example 1 is 
insufficiently strong for IFAs and policyholders to have 
confidence in it. In fact, an FAR of 16.5% and an interest 
margin of O.7Zpa gross is quite strong in the context of the UK 
market, where (as at 31 December 1992) FARs go down to around 
5% based on interest margins of very close to zero. 

6.7 If an office was to vary its asset mix as between fixed 
interest securities, equities and property, then the 
application of the regulations produces a different result for 
the maximum valuation rate of interest. Switching from 
equities and/or property to fixed interest securities enables a 
higher valuation rate of interest to be used whilst still being 
within the regulations. Some practitioners regard this as an 
artificial manipulation, but this is not a view with which the 
author agrees. In the author's view, there is a genuine change 
in the risk being borne if an office switches assets from 
equities and/or property to fixed interest securities. 
Further, the author does not agree with the suggestion 
sometimes made that the yield on equities/property should take 
into account a measure of future capital appreciation as far as 
maximum valuation rates of interest are concerned. Clearly 
such appreciation is expected over the long term, but to allow 
for it in a prudent valuation is not appropriate. A switch 
from equities/property to fixed interest securities on the day 
before the valuation, followed by a switch back again on the 
day after, would of course be artificial. However, the 
appointed actuary has a continuous responsibility for ensuring 
solvency (or taking action if solvency is in doubt) and hence 
this possible manipulation can in practice be disregarded. 



7. Valuation Bases (Unit-Linked Business) 

7.1 Most offices for which there is a demand for financial strength 
investigations to be carried out in some detail are 
predominately non-linked as far as the business in force is 
concerned. There is however almost always some unit-linked 
business present. The valuation liability for unit-linked 
business is substantially the unit reserve in most cases, and 
very large (positive or negative) sterling reserves are not 
common. Further, the unit reserves are effectively fixed in 
most cases (being the value of the units allocated) and there 
is no element of choice as is the case with non-linked 
business. The element of choice does very much apply to the 
determination of sterling reserves by cash flow methods, but in 
the context of the office overall these reserves are, as 
already stated, usually relatively small. 

7.2 For practical purposes therefore, the investigation of 
financial strength can normally be confined to the non-linked 
business. Should the unit-linked part of an office's business 
be very significant however, it would be necessary to consider 
the valuation bases, particularly for sterling reserves, in 
more detail. With the new business of many offices being quite 
heavily weighted towards unit-linked, more offices are likely 
to fall into this category over time. 

7.3 Most offices now transact unitised with-profits business, both 
for life assurance products and pension products. For 
valuation purposes this business is (in the author's view) most 
definitely NOT unit-linked, and should be included in the non- 
linked valuation basis analysis. In many cases, offices set 
the valuation reserves equal to the face value of the unitised 
with-profits units, this value including declared reversionary 
bonuses. If there is a guaranteed interest rate or minimum 
reversionary bonus rate incorporated into the product, then 
this is effectively the valuation rate of interest being used. 
If there is no such guaranteed or minimum rate, the valuation 
rate of interest is effectively OXpa. 

7.4 Although, as stated in paragraph 7.2 above, the unit-linked 
valuation basis can normally be disregarded, it is always 
useful to calculate an office's FAR excluding the unit-linked 
reserves from the denominator. The result will of course be a 
greater FAR, but the trend in this ratio may be different to 
the trend in the main FAR. The FAR including the unit-linked 
reserves in the denominator is however important, particularly 
in times of low FARs generally. This is because of the 
necessity to ensure that units in existence properly match 
those allocated to policyholders, again particularly when the 
FAR is low. 



8. Resilience Testing 

8.1 The UK liability valuation regulations include a requirement 
for the appointed actuary to take account of the nature and 
term of the assets in determining the actuarial liabilities, 
including the possiblity of future changes in asset values. 
Although the regulations do not precisely define or quantify 
what this means, it has for several years now been the practice 
for the CAD to inform appointed actuaries of its working rule 
in this area. This approach has the advantage that the working 
rule can be changed, when circumstances so require, without 
having to seek parliament's approval to amend the relevant 
legislation. 

8.2 The working rule, which was introduced in the late 1980s. 
remained in force in its original form up to and including the 
valuations as at 31 December 1992, but has been amended in 
respect of the valuations as at 31 December 1993. The working 
rule covers the changes in long term interest rates and market 
values which the reserves set up should be able to withstand, 
and it has thus become known as the resilience or mismatching 
test. The current working rule is a 3-way test, and the 
changes in investment conditions which must be tested are as 
follows:- 

Test Change in Fall in Fall in 
Interest Rates Equity Values Property Values 

1 20% fall * 1 0% 
2 10% fall ** 25% 
3 3Xpa rise *** 25% 

(* eg lOXpa falls to 8Xpa) (# A smaller fall may be used if 
(** eg lOXpa falls to 9Xpa) justifiable for the portfolio 
(*** eg lOXpa rises to 13Xpa) in question). 

In theory, at least, rises in equity and property values might 
need to be tested, since the effect of such rises would be to 
reduce running yields and hence reduce the maximum valuation 
rate of interest in the changed investment conditions. 
However, in practice the effect of this reduction is normally 
less than the effect of the rises in asset values themselves. 
Thus,-rises in equity and property values do not form part of 
the official working rule. Most appointed actuaries would 
however wish to satisfy themselves that sharp rises in equity 
and/or property values would not cause any difficulties. 



8.3 In carrying out the tests, offices usually consider a block of 
assets equal in value to the basic reserves, and then 
investigate the revised value of these assets and the revised 
value of the liabilities under each of the three scenarios. 
Almost all offices (quite reasonably) use only the statutory 
minimum valuation bases in determining the liabilities in the 
changed investment conditions, such minimum valuation bases of 
course being a function of the changed investment conditions. 
If, under a particular scenario, the changed value of the 
liabilities on the minimum basis exceeds the changed value of 
the assets, and if the difference between these two items 
exceeds the difference between the published liabilities in the 
unchanged investment conditions and those on the minimum basia 
in the unchanged investment conditions, then this excess must 
be shown in the DTI returns as an explicit mismatching reserve. 
If more than one of the three scenario tests produces a 
requirement for an explicit mismatching reserve, then the 
highest such mismatching reserve must be included in the DTI 
returns. The requirement for an explicit mismatching reserve 
reduces an office's published FAR. 

8.4 For the valuations at 31 December 1992, most offices carried 
out the standard working rule tests and did not have to 
disc1,ose any explicit mismatching reserves. A few offices 
however carried out slightly weaker tests than the standard 
working rule, and some of these disclosed explicit mismatching 
reserves. (Note that in respect of the 31 December 1992 
valuations, the working rule was the original two test version 
of a fall or rise of 3Zpa in interest rates coupled with a fall 
of 25% equity and property values.) The general absence of 
explicit mismatching reserves was due to most offices having 
some margin between their published valuation basis and the 
statutory minimum basis, together with the fact that the degree 
of deliberate mismatching (ie high equity/property investment 
proportions) was lower than has previously been the case. 

8.5 In assessing and comparing the financial strength of life 
offices, it is clearly important to take into account the 
offices' matching positions, and it is particularly important 
to consider the resilience tests which have been carried out. 
This is not always easy as often only very brief and sometimes 
rather cryptic descriptions of resilience testing are included 
in the narratives in offices' DTI returns. Depending on the 
level of detail in which the investigations are being 
undertaken, it is sometimes possible to obtain further 
information from the offices themselves as to what exactly has 
been done. 



8.6 Section 6 above covered how the strength of an office's 
published valuation basis can be measured by means of the 
amount by which the average gross valuation rate of interest 
could be increased before reaching the statutory limit. In 
carrying out comparisons on this basis, it must be borne in 
mind that, for those offices where no explicit mismatching 
reserve is disclosed, part of this margin will effectively be 
ear-marked for mismatching, and that the extent of this will 
differ from office to office. In order to properly allow for 
this factor it is necessary to attempt to replicate the 
office's own resilience tests. This can either be done on a 
very approximate basis, or can alternatively be done more 
accurately by using the tabulations of business by age and 
outstanding term given in Schedule 5 of the DTI returns to 
revalue the liabilities in the changed interest rate 
conditions. Whichever method is adopted however, the 
calculations involved are normally both intricate and time- 
consuming. 

9. Financial Strength - Other Factors 

9.1 In addition to the strength of the valuation basis and the 
details and results of the resilience tests carried out, there 
are a number of other factors which should be taken into 
account in assessing financial strength. 

9.2 For an office with a substantial volume of with-profits 
business, an important indicator of the office's financial 
health is a comparison of its total smoothed asset shares with 
its total assets (after deducting assets backing conventional 
non-profit and unit-linked business). For any particular with- 
profits policy, the smoothed asset share represents the amount 
which that policy has earned, based on the actual investment, 
expense and other experience. Most offices now use smoothed 
asset shares as the main investigative tool for determining 
terminal bonus rates, and the maintenance of maturity payouts 
in line with smoothed asset shares is generally regarded as an 
important PRE condition. A very strong office will have with- 
profits assets which are significantly and continuously in 
excess of its total smoothed asset shares (the excess being 
referred to as the orphan estate). An office which, over a 
period of time, has a continuous deficit of total with-profits 
assets compared with total smoothed asset shares is clearly in 
a weak position as far as satisfying PRE is concerned, even if 
its statutory solvency position is sound. 



9.3 Although a comparison of total smoothed asset shares with total 
with-profits assets is extremely useful, particularly if such a 
comparison is available over, say, a 5-year period, it is 
extremely rare that this information is available. Uany 
offices are not in fact able to reliably determine asset shares 
for the whole with-profits portfolio, and those which are able 
to do so normally regard this information as connnercially 
sensitive. The information is however sometimes made available 
in a very summarised form, for example when an office is 
seeking to justify reductions in bonus rates. With more and 
more interest being taken in the financial strength of life 
offices, it is likely that in the future offices will have to 
make more information available in this area if they wish to 
continue to write new business. 

9.4 A further input to the assessment of financial strength is the 
trend in an office's expense ratios. Comparisons of 
acquisition expense ratios and non-acquisition expense ratios 
between offices need to be treated with some caution, although 
large and persistent differences almost certainly represent 
genuine differences in expense levels. More important from the 
financial strength point of view, however, are the trends in 
the acquisition and non-acquisition expense ratios. A 
deteriorating trend may cause an office's financial strength to 
reduce over time, particularly if (for with-profits business) 
competition prevents the office charging the full expenses 
incurred to asset shares, with the result that payouts are 
higher than the office can afford. 

9.5 As a separate issue, it is important to consider whether an 
office is bearing a level of guarantees which could become 
onerous. For example, there might be guaranteed interest rates 
on deposit-administration business, guaranteed annuity rates at 
retirement, guaranteed maturity values on unit-linked business 
and so on. Although it is invariably quite impossible to 
quantify this aspect, an office with a level of guarantees 
which is very significantly higher than the norm would have to 
be investigated very carefully. Clearly much depends on the 
extent to which reserves have been set aside to cover the 
guarantees. 



10. Final Remarks 

10.1 Although assessing and comparing the financial strength of life 
offices is not an easy task, it is nevertheless possible in the 
author's view to draw reliable (even if sometimes limited) 
conclusions from published information. It is important, 
however, to ensure that all the available information is used 
properly. In particular, the strength of the valuation bases 
and the office's mismatching position/reserves need to be 
carefully considered. 

10.2 If looking at an office in detail it is usually necessary to 
consult the appointed actuary or valuation actuary of the 
office in question in order that queries can be raised. In the 
author's experience most appointed or valuation actuaries are 
most willing to co-operate in this respect, and often 
additional information is volunteered. It is also worth noting 
that in the majority of cases which the author has considered, 
the results of the assessment of the strength of the valuation 
basis (as obtained from the DTI returns) has been confirmed by 
the office's actuaries. Whilst this is not unduly surprising, 
it is nevertheless reassuring. 

10.3 As noted in paragraph 9.3 above, most offices still regard 
details of how total smoothed asset shares compare with total 
with-profits assets as commercially sensitive information. A 
UK mutual office did however recently publish the fact that its 
total smoothed asset shares did not exceed its total with- 
profits assets. This was done in defending itself against what 
it considered to be an unduly harsh rating from one of the 
commercial rating agencies. In the author's view, it is likely 
that more offices will feel obliged to make this information 
available in the future. 

10.4 To investigate and assess an office's financial strength 
properly is clearly not a trivial task as far as the time 
involved is concerned. Further, it is necessary to consider as 
many offices as possible in order to provide a proper basis for 
comparisons. A problem which therefore arises (and which the 
author has encountered on a number of occasions) is that those 
requiring financial strength to be investigated are sometimes 
reluctant to meet the costs involved. This is particularly true 
of smaller firms of IFAs, although large IFAs and networks of 
IFAs are better placed to meet the costs. In the author's 
view, it is extremely important not to be drawn into giving 
advice or assessments unless it has been possible to properly 
carry out the appropriate investigations. The same is true, 
however, of all aspects of consulting actuarial work! 



Appendix A 

ASSETS, LIABILITIES, SOLVENCY MARGINS 1992 

Company 

AXA Equity & Law 
Britannia Life/B L Assurance 

Clerical Medical 

Commarcial Union 

Eagle Star 

Equitable Life 

Friends Provident 

Genarel Accident 

Guardian Assurance 

Legel &General 

Lifs Association of Scotland 

London Life (AMP) 

Marine & General Mutual 

National Mutual 

National Provident Institution 

Norwich Union 

Pearl 

Provident Mutual 

P ~ d e n t i e l  

Royel Life 

Royel London Mutual 

Scottish Amicable 

Scottish Equitable 

Scottish Life 

Scottish Mutual 

Scottish Provident 

Scottish Widows 

Standard Life 

Sun Alliance 

Sun Life 

Average Free Asset Ratio 

ICI 
t m  

4598 
1 388 
4757 
3567 
5977 
8721 
6638 
2337 
3950 

12401 
539 

11112 
625 
919 

4909 
19103 

6536 
3940 

24708 
4488 
2607 
6377 
3659 
2679 
2451 
3057 
7993 

20317 
4773 
6093 

All figures ere as at 31/12/92 except for Standard Lifs which are as st 1511 1192 

(A) =Total Assets 

(0) =Future Profits 

(C) =Total Liabilities 

(D)=Required Minimum Margin 

(El =Free Assets: (A) + (B)-IC)-(D) 

(F) =Free Asset Ratio: [(E)/(A)1xlW% 



Appendix B 

Notes: LAF = Life Assurance Fund 
GAF = General Annuity Fund 
PBF = Penison Business Fund 
Rnn = Required Minimum Margin 

F45 = Form 45, ie the form 
in the DTI returns 
which sets out the 
yields on existing 
assets. 

Example 1 

Average Gross Valuation Rate 

:Total 2,068m @ 2.83% (ne t )  
3.77% (groJs) 

PBF :WP 3,964m @ 5.39% 
: NP 759m @ 6.75% 

Total 7,725m 

Example 2 

Average Gross Valuation Rate 

LAF :WP 2,602m@ 3.20% 
: NP 122m @ 3.70% 
:Total 2,724m @ 3.22% (ne t )  

4.30% (gross)  

PBF :WP 1,815111 @ 2.26% 
: NP 529m @ 6.08% 

Total 5 , 9 2 2 ~  

Average B45 Rate 

G i l t s  : 2,658m @ 
Property: 783m @ 
Other 1 : 555m @ 
Other 2 : 302m @ 
Other 3 : 83m @ 
Equit ies:  3,34410 @ 

Total: 7,725m @ 

summary 
F45 
-7b% margin 
-average used 

Could weaken by 0.7%pa gross  
FAR : 16.5% 

Average B45 Rate 

Property: 1 , 0 1 9 ~  @ 8.62% 
Other 1 : 259m @ 8.38% 
G i l t s  : 1.083m @ 8.31% 
Other 2 : 483m @ 6.09% 
Other 3 : 2m @ 5.41% 
Equit ies:  3,076m @ 4.06% 
-- 

Total: 5,922m @ 5.98% 

Summary 
F45 5.98% 
-7b% margin (0.45%) 
-average used (3.87%) 

Could weaken by 1.7%pa gross  
FAR : 25.8% 


