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Large with-profits funds are still growing, and looking stronger than a year ago, with assets now totalling £380 billion, up from £347 billion.
Chris O’Brien commented: “The ‘realistic balance sheets’ that life insurers issue as part of their returns to the Financial Services Authority (FSA) help remove some of the mysteries about with-profits funds. This is our 5th annual survey, covering the 20 top with-profits life insurers.”
Companies have been helped by good investment returns in 2005. Highlights are:

· In total, insurers’ assets are 6.88% more than their liabilities (on this ‘realistic’ valuation), a surplus of £24.5 billion. The surplus a year ago was £20.7 billion.
· Prudential had a £10.7 billion increase in its assets; with £89.3 billion assets in total, it remains the largest with-profits life insurer.
· Standard Life, planning to demutualise, shows realistic assets exceeding realistic liabilities by £4.1 billion, 24% up from £3.3 billion a year ago.

· In total, companies are setting aside £24.4 billion for options and guarantees (included in their liabilities), up from £23.2 billion a year ago.
The FSA also requires companies to carry out "stress tests", to check they can cope with specified adverse scenarios. These require a further £8.5 billion (2004: £9.7 billion) of capital, and all firms meet this requirement. Indeed, if we look at the companies' insurance business as a whole, then their capital is £33.4 billion (2004: £26.6 billion) more than regulatory requirements.
Chris O'Brien added:
“Companies use different assumptions in the new basis, and the new regime does not always reflect companies' individual situations suitably. Care is therefore needed in making comparisons between companies.
Where companies have a large surplus of realistic assets, policyholders do not necessarily receive more as a result, though some of those surplus assets might be distributed in the future, e.g. by a demutualisation or other arrangement. A relatively low ratio of surplus assets is not necessarily a sign of weakness. However, a company with a large surplus of available assets may have extra flexibility, e.g. as regards new business growth or its ability to invest in equities.
The actuarial profession has (for 2005) issued guidance such that closed funds ordinarily include what would have been an excess of assets over liabilities as a planned enhancement to the with-profit benefit reserve (WPBR), reflecting such surplus being added to bonuses at some stage. Since those planned enhancements then appear as a liability, the surplus becomes zero. 

Four closed firms that show a zero surplus have material amounts included in their planned enhancements to WPBR which, if regarded as surplus, would result in surplus assets ratios as follows:

· Scottish Equitable 7.06%; Equitable Life 6.59%; 

· Pearl Assurance 3.04%; Phoenix Life & Pensions 1.84%.
· *some insurers have "support arrangement assets"; these have been added to the realistic value of assets in calculating the ratio;
· In 2005, following new guidance, closed funds may show zero surplus on the basis that surplus assets will be distributed through bonus;

· ~ 2005 figs include Provident Mutual with-profits business following transfer of fund

Note that, in a proprietary life insurer, a share of such enhancements would in fact be payable to shareholders.
9 insurers show a positive cost (to them) of “smoothing”; for 9, their smoothing is an asset to them (for 2 it is neutral).

Further research we plan will extend this work to smaller insurers; analyse firms’ payouts; and examine firms’ mortality assumptions on pensions.”
The tables below set out the figures, and the following commentary is provided:
Large and medium-sized life insurers that have with-profits business have, from end-2004, been required to include, in their annual FSA Returns, a "realistic balance sheet". This is intended to reflect the assets and liabilities in a more appropriate way than previously, where artificialities obscured the true financial position. Broadly, the new approach is based on market values.
In particular, the calculation of liabilities should now reflect the way the business is being run, and include terminal bonus that has accrued to date. Options and guarantees should also be valued consistent with prices on financial markets.
Companies also have to continue to report on the previous basis (with some changes) and, if necessary, keep more capital than required under the realistic reporting regime.
Companies are required to carry out "stress tests", which helps determine the "risk capital margin", i.e. the capital needed to cover specified adverse scenarios. In some cases the capital is provided from the surplus realistic assets. In others it is provided from other sources, e.g. post-demutualisation or other support arrangements, shareholders' funds, or the present value of future profits on policies written outside the fund. These other sources may indeed provide substantial backing for the with-profits business.
The stress tests are not necessarily suitable for all companies' circumstances. The FSA requires life insurers to carry out "Individual Capital Assessments" (ICAs), containing financial projections related to their own business plans. The ICA results are reported to FSA but are not included in the FSA Returns.
Table 1 sets out:
· the realistic value of assets of the with-profits fund: this can include the present value of future profits on non-profit contracts written in the fund; 
· support arrangement assets, as agreed with FSA (some companies have other arrangements to support the business but shown in other parts of the form); 

· the assets available to the fund, being the sum of the realistic value of assets and support arrangement assets;
· the realistic value of liabilities: in making the calculation, companies can take credit for future management actions (e.g. changes they can make to their investment strategy, bonuses and charges to policyholders in adverse scenarios, provided that is consistent with their principles and practices of financial management): however, companies have done so to differing extents, and this reduces comparability of the figures; 

· the surplus assets and ratios, as shown; and
· the overall excess of available capital resources to cover long-term insurance business capital resources requirements (CRR): this relates to the company rather than the with-profits fund, and also reflects a number of the old rules; furthermore, it may under-state the capital available within the company in certain circumstances, and does not allow for further capital that may be available elsewhere in the company's group.
Table 2 sets out:
· the component parts of the realistic value of liabilities: 

· the with-profit benefit reserve (WPBR): broadly the asset share or an equivalent calculation; 

· in addition: the provision for options and guarantees; other policy liabilities; minus charges; financing costs; and realistic current liabilities of the fund; each expressed as a % of the WPBR;
· the risk capital margin: this reflects the additional assets needed to cover specified "stress tests". In making the calculation, companies can take credit for management actions, and have done so to differing extents; 

· Examples of the types of change in the stress tests are: equity values falling by 20%; interest rates increasing by 0.72 percentage points; an increase in spreads for corporate bonds, debts and reinsurance; and persistency rates changing by 32.5%; 

· In closed funds where the liabilities include surplus to be distributed, the RCM can also be zero as, in the adverse scenario, no further assets are needed; instead, there is less surplus to distribute; and
· the risk capital margin is shown as a % of the realistic value of liabilities.
Table 2A
This sets out, for 2005, items in a number of rows of the realistic balance sheet.
