
INTERIM PRUDENTIAL SOURCEBOOK FOR FRIENDLY SOCIETIES

(IMPLICIT ITEMS AND RESILIENCE TEST) INSTRUMENT 2002

Powers exercised

A. The Financial Services Authority amends the Interim Prudential sourcebook for
friendly societies in the exercise of the power in section 157(1) of the Financial
Services and Markets Act 2000 (Guidance).

Commencement

B. This instrument comes into force on 1 June 2002.

Amendment of the Interim Prudential sourcebook for friendly societies

C. IPRU(FSOC) is amended in accordance with the Annex to this instrument. 

Citation

D. This instrument may be cited as the Interim Prudential Sourcebook for Friendly
Societies (Implicit Items and Resilience Test) Instrument 2002.

By order of the Board
16 May 2002

FSA 2002/32



1

ANNEX

Amendments to IPRU(FSOC)

In this Annex, underlining indicates new text and striking through indicates deleted text.

Annex 4

Guidance on margins of solvency and the guarantee fund

…

Implicit items: future surpluses

4A.       (1)        A friendly society may apply for a waiver from rule 4.7(3) under
section 148 of the Act (see SUP) so that the implicit item relating to
future surpluses may be valued at not more than 50% of the full
amount of future surpluses.

            (2)        For the purposes of (1), the full amount of future surpluses is the
estimated annual surplus multiplied by a factor which as nearly as
may be represents the average number of years remaining to run on
policies, but does not exceed 10.

            (3)        For the purposes of (2) -

(a) the estimated annual surplus is one-fifth of the surplus ("the
periodic surplus") made in long-term insurance business over a
period of five years ("the relevant period") ending on the last
day of the most recent financial year for which a valuation for
the purposes of rule 5.1 has been carried out, substantial items
of an exceptional nature being excluded; and

            (b)   the average number of years remaining to run on policies is
calculated-

                    (i)    by multiplying the number of years to run on each policy
by the actuarial value of the benefits payable under the
policy, adding together the products so obtained and
dividing the total by the aggregate of the actuarial values
of the benefits payable under all the policies, or

                           
                    (ii)   by an approximation to this method of calculation suitable

to the circumstances of the case, including, where
appropriate, an approximation involving the grouping of
contracts,

            appropriate allowance being made in either case for premature
termination of contracts.
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            (4)        For the purposes of (3)(a) -

            (a)        where a valuation under rule 5.1 has been carried out
annually in relation to the relevant period, the annual surplus
made in long-term insurance business for any particular year
of the relevant period is the surplus (if any) arising in the
long-term insurance business fund since the last such
valuation, and the periodic surplus must be taken to be the
aggregate of those annual surpluses less any deficiencies in
the long-term insurance business fund during that period;

                        (b)        where a friendly society has carried on long-term insurance
business throughout the relevant period, but valuations under
rule 5.1 have not been made annually in that period, the
periodic surplus is the aggregate of surpluses arising in the
long-term insurance business fund since the last valuation
preceding the relevant period less any deficiencies in the
long-term insurance business fund since the last valuation,
except that the surplus or deficiency arising in the period
ending with the first valuation within the relevant period is
proportionately reduced to allow for any period of time
falling outside the relevant period; and

                        (c)        where a friendly society has not carried on long-term
insurance business throughout the relevant period, the
periodic is the aggregate of any surpluses arising in the long-
term insurance business fund during that part of the relevant
period for which long-term insurance business was carried
on less any deficiencies in the long-term insurance business
fund during that part of that period.

            Implicit items: Zillmerising 

4B.       (1)        A friendly society may apply for a waiver from rule 4.7(3) so that
where zillmerising is appropriate, but either is not practised or is at a
rate less than the loading for acquisition costs included in the
premium then, subject to (6), the item relating to zillmerising is
valued at an amount not exceeding the difference between-

            (a)        the non-zillmerised or partially zillmerised figure for
mathematical reserves maintained by the friendly society
concerned; and

            (b)        a figure for mathematical reserves (not less than those
required in accordance with Appendix 5) zillmerised at a rate
equal to the loading for acquisition costs included or allowed
for in the premium.
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            (2)        Where zillmerising is not practised, then subject to (6), the value
given by (1) (less any amount relating to temporary assurances) may
not exceed 3.5% of the aggregate of the difference between-

(a) the relevant capital sums for long-term insurance business
activities; and

(b)        the mathematical reserves (excluding mathematical reserves
for temporary assurances).

            (3)        Where zillmerising is practised but is at a rate less than the loading
for acquisition costs, then, subject to (6), the value given by (1) (less
any amount relating to temporary assurances) together with the
difference between the partially zillmerised mathematical reserves
and the non-zillmerised mathematical reserves may not exceed
3.5% of the aggregate of the difference between-

(a) the relevant capital sums of long-term insurance business
activities; and

                        (b)        the mathematical reserves (excluding mathematical reserves
for temporary assurances).

            (4)        In (2) and (3) "relevant capital sums" means-

                        (a)        for whole life assurances, the sum assured;
                        

            (b)        for policies where a sum is payable on maturity (including
policies where a sum is also payable on earlier death), the
sum payable on maturity;

                        
            (c)        for deferred annuities, the capitalised value of the annuity at

the vesting date (or the cash option if it is greater);
                        
            (d)        for capital redemption contracts, the sums payable at the end

of the contract period; and
                        
            (e)        for linked long-term contracts, notwithstanding (a) to (d),

the lesser of-

                        (i)         the amount for the time being payable on death, and

                        (ii)        the aggregate of the value for the time being of the
units allocated to the contract (or, where entitlement
is not denoted by means of units, the value for the
time being of any other measure of entitlement under
the contract equivalent to units) and the total amount
of the premiums remaining to be paid during such
part of the term of the contract as is appropriate for
zillmerising, or, if such premiums are payable beyond
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the age of seventy five, until that age, excluding in
all cases any vested reversionary bonus and any
capital sums for temporary assurances.

(5)        Where, under the contract relating to any such business as is
mentioned in (4), the payment of premiums is to stop before the sum
assured becomes due, then, notwithstanding (4), "relevant capital
sums " in (1) to (3) means the mathematical reserves appropriate for
that contract at the end of the premium-paying term.

(6)        For the purposes of this guidance-

(a) reserves for vested reversionary bonuses will not be
regarded as mathematical reserves; and

            (b)        the result given by (1), (2) or (3) will be reduced by the
amount of any undepreciated acquisition costs brought into
account as an asset.

                        Implicit items: hidden reserves 

4C.       A friendly society may apply for a waiver from rule 4.7(3) so that the
implicit item relating to hidden reserves, if it consists of hidden reserves
resulting from the underestimation of assets and overestimation of liabilities
(other than mathematical reserves), may, in so far as the hidden reserves in
question are not of an exceptional nature, be given its full value.

4A.       Guidance Note 2.2 in IPRU(INS) (Guidance on applications for waivers
relating to implicit items) applies to friendly societies applying for a waiver
of rule 4.7(3) of IPRU(FSOC) under section 148 of the Act (Modification or
waiver of rules).

4B.       [deleted]

4C.       [deleted]

After paragraph 11.6 add the following:

“12.1 Resilience Test

12.2 The resilience test is a requirement for prudent provision to be made against the
effects of possible future changes in the value of assets on the adequacy of these
assets to meet liabilities.  This requirement is in paragraph 16 of Appendix 5 of
IPRU(FSOC).

12.3 Friendly societies should, as a minimum, consider the scenario of a fall in the
market value of equities of the greater of:

(1) 25%, or such lower amount which would not produce a P/E ratio on the
FTSE Actuaries All Share Index lower than 75% of the inverse of the long-
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term gilt yield (as defined in paragraph 10(9) of Appendix 5 of
IPRU(FSOC)); and

(2) 10%.

12.4 At the same time, friendly societies should make the assumption that the earnings
yield on equities will fall by 10% (shortly after the above fall in equity values), but
that dividends would remain unaltered when assessing the corresponding rate of
interest at which the liabilities should be valued.

12.5 The appointed actuary, in advising the friendly society, would then be expected to
apply his or her own professional judgement in considering the level of changes in
the market value of, and yield on, other types of investment held by the society for
the purpose of this resilience test.  The prudence concept should be paramount.
Reductions in fixed interest yields, or changes in the shape of the yield curve, are
among the obvious possibilities.

12.6 The friendly society should also take account of the nature of the assets and
liabilities.  For example, a friendly society which has only unit linked business,
some of which carries a guaranteed annuity rate, should not necessarily assume that
equity values fall in applying tests for lower fixed interest rates.  Indeed friendly
societies should consider their resilience to a rise in equity values combined with
falling interest rates.

12.7 The FSA also expects that friendly societies will continue to investigate a wide
range of possible future investment scenarios for the purpose of their own stress
testing and risk management.”


