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1. Purpose	
 
1.1. The  purpose  of  this  report  is  to  explain  how  the  Scottish  Friendly with‐profits  fund  has  been 

managed during 2017  and  to demonstrate  that we have  followed our published  ‘Principles  and 
Practices of Financial Management’ (PPFM). 
 

1.2. The Conduct of Business sourcebook of  the Financial Conduct Authority  (‘FCA’)  requires  firms  to 
establish and maintain PPFM documents to govern their conduct of their with‐profits business. 
 

1.3. The  FCA  also  requires  the  firm  to  report  to  its  with‐profits  policyholders  stating  whether, 
throughout the financial year to which the report relates, the firm believes it has complied with its 
obligations relating to PPFM and setting out the firm's reasons for that belief. 
 

1.4. The  PPFM  documents  are  available  electronically  on  the  Scottish  Friendly  website: 
www.scottishfriendly.co.uk. 
 

1.5. Throughout  2017  Scottish  Friendly  has  published  and  maintained  separate  PPFM  documents 
covering  the management  of  the  Unitised With‐Profits  (UWP)  Policies  and  Conventional With‐
Profits  Policies  written  within  the  Scottish  Friendly  Main  Fund.    In  addition,  separate  PPFM 
documents  have  been  published  and  maintained  throughout  2017  for  the  Rational  Shelley, 
LANMAS, Scottish Legal and Marine & General sub‐funds. 
 

1.6. The Principles are high‐level statements that reflect the general approach adopted in managing the 
with‐profits fund and are not expected to change often. 
 

1.7. The Practices are statements of specific practice employed in managing the with‐profits fund.  They 
reflect  the  current  approaches  given  the  particular  circumstances  and  economic  conditions.  
Practices are  likely to be revised in response to changes in the regulatory, business and economic 
environment and as new methods and techniques are developed in the life and pensions industry.  
However, the different Practices would still need to conform to the Principles. 
 

1.8. There were no changes made to the PPFM documents during 2017. 
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2. Compliance	with	PPFM	
 
2.1. In the opinion of Scottish Friendly, the management of the with‐profits fund during 2017 has been 

in compliance with the obligations relating to the PPFM. The reasons for reaching this opinion are 
detailed in section 3. 
 

2.2. To ensure  compliance with  the PPFM during 2017  Scottish  Friendly has maintained  appropriate 
governance arrangements. 

 
2.3. Scottish Friendly has established an appropriate with‐profits governance arrangement  to ensure 

that  its Board of Directors  can  satisfy  itself  at  regular  intervals  that  the with‐profits business  is 
being managed  in  accordance with  the  PPFM.  This  governance  arrangement  is  the With‐Profits 
Actuary,  David  Lechmere  of  OAC  Actuaries  and  Consultants,  and  an  Independent  Person, 
Christopher  Critchlow  of  OAC  Actuaries  and  Consultants.  The  terms  of  reference  for  this 
arrangement  are  available  on  the  Scottish  Friendly  website.  Minor  revisions  to  the  terms  of 
reference were made  during  2017  to  refer  to Marine & General  and  Solvency  II, which  is  the 
regulatory  regime  for  insurers  and  reinsurers  in  the  European  Union,  introduced  on  1  January 
2016. 
 

2.4. The With‐Profits Actuary gives advice and  recommendations  to  the Board on matters  relating  to 
with‐profits business and the Independent Person reviews PPFM compliance. 
 

2.5. A report from the With‐Profits Actuary to with‐profits policyholders is annexed to this report, as is 
the report of the Independent Person. 
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3. How	we	have	complied	with	our	PPFM	
 

Bonus policy and payouts 
 
3.1. The Bonus Declaration  agreed by  the Board, based on  the  recommendations made by  the With‐

Profits Actuary in his Bonus Recommendation Report, met the requirements of the PPFMs in terms 
of the bonus and smoothing policy detailed therein. 
 

3.2. For most classes of with‐profits business payouts are determined having regard  to asset shares  to 
endeavour  to  ensure  that  fairness  is  maintained  between  different  groups  and  generations  of 
policies.  The PPFM contains target ranges for maturity and surrender payouts relative to their asset 
shares.  
 

3.3. The target ranges for each class of business are detailed below: 
 

Sub‐fund  Target Range 

Scottish Friendly OB  80% to 120% unsmoothed asset share 

Scottish Friendly IB  75% to 200% unsmoothed asset share 

Scottish Legal Life  70% to 130% unsmoothed asset share 

LANMAS  80% to 120% unsmoothed asset share 

Rational Shelley  Not applicable as set by bonus reserve 

Marine & General Conventional Business 80% to 120% unsmoothed asset share 

Marine & General UWP Business  90% to 110% unsmoothed asset share 

 
3.4. The target ranges are set so that the business can be appropriately managed by allowing flexibility in 

the setting of bonus rates to smooth returns when markets are volatile, and to give confidence to 
policyholders  that payouts will be  fair. We  set our bonuses with  the  aim of  keeping our payouts 
within the target range and ensure that we have good reason to believe that 90% of payouts are or 
will be within the target range. 
 

3.5. Some  target  ranges,  such as  Scottish  Legal  Life and  Scottish  Friendly  IB, are wider  than  for other 
blocks of business. For Scottish Legal Life there is a predominance of whole of life policies within this 
sub‐fund, which means that  it  is more difficult to achieve payouts within a small target range. For 
Scottish Friendly IB the target range is wider as it is expected that payouts will be greater than asset 
shares for most of this business. 
 

3.6. During 2017 the payouts for maturities and surrenders for the majority of business blocks fell within 
the  target  ranges.   For blocks where payouts  fell outwith  the  target  ranges,  further  investigations 
have been carried out, and we are comfortable that payouts to policyholders are fair. 

 
Investment strategy 

 
3.7. Monitoring investment performance and investment strategy is the responsibility of the Board, and 

the  Board  delegates  responsibility  to  the  Investment  Committee.  The  Investment  Committee 
monitors the investment performance and strategy regularly. For 2017 the investment strategy has 
been carried out in accordance with the PPFM. 
 

3.8. The investment strategy for Scottish Friendly can be found in the PPFM and the asset allocations can 
be found on the Scottish Friendly website. 
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Business Risk 
 

3.9. As members of a friendly society, with‐profits policyholders ultimately bear the risks and rewards of 
all  business  undertaken  by  Scottish  Friendly.    Any  significant  additional  business  risks  to  be 
undertaken  by  Scottish  Friendly  require  the  approval  of  the  Board  and  Executive,  acting  on  the 
advice  of  the With‐Profits Actuary.  The  Board  and  Executive  take  into  consideration  the  risks  to 
which  with‐profits  policyholders  are  and  may  become  exposed,  as  well  as  the  expectations  of 
achieving appropriate returns for the with‐profits policyholders commensurate to the risks borne. 
 

3.10. Business risks are monitored regularly  throughout  the year and an annual review of business risks 
was carried out during 2017. 
 
Charges and expenses 
 

3.11. Scottish  Friendly  aims  to  allocate  expenses  to  with‐profits  policies  in  a  fair  manner  by  giving 
consideration  to  the  expenses  incurred  in  administering  the with‐profits  business,  as well  as  an 
appropriate amount of overhead expenses. Consideration is also given fairness between policies and 
classes of policies. 
 

3.12. The approach used to setting charges and expenses  is regularly reviewed and remains  in  line with 
the PPFM. 
 
Management of the estate 
 

3.13. Each sub‐fund has an excess of assets over  liabilities known as the estate. The management of the 
estate  for each  sub‐fund  is described within  the PPFM. The management of  the estate has been 
carried out in line with the PPFM during 2017. 
 

3.14. For Scottish Legal Life and LANMAS business, enhancements to asset shares were proposed based 
on the bonus declaration as at 31 December 2016. These enhancements were implemented during 
2017, in line with the intentions of the PPFM, with regard to distribution of the estate. 
 
Volume of new business 
 

3.15. New business  is written  in  the Scottish Friendly Main Fund only. All  sub‐funds are  closed  to new 
business. 
 

3.16. The volume of new business written over 2017 is in line with the new business plan and meets the 
requirements set out in the PPFM. 
 
 
 
Martin Pringle 

Company Secretary 

30 May 2018
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With-Profits Actuary’s report to with-profits 

policyholders for the year 2017 

As With-Profits Actuary to Scottish Friendly I am required to report to the with-profits policyholders every 
year on whether, in my opinion, the with-profits business of Scottish Friendly has been managed over the 
year in a way that takes their interests into account in a reasonable and proportionate manner. 

Policyholders should not rely solely on the information contained in this report when making financial 
decisions and this report does not represent financial advice. I can confirm that, throughout 2017, I have had 
full access to the actuarial team and the Board of Scottish Friendly to discuss matters relating to with-profits 
business. In addition, in preparing this report, I have taken account of the rules of the Financial Conduct 
Authority, the relevant standards published by the Financial Reporting Council and the Practice Standards of 
the Actuarial Profession. 

In my opinion, the annual report by Scottish Friendly to its with-profits policyholders, and the discretion 
exercised by Scottish Friendly in respect of 2017, has taken the interests of its with-profits policyholders into 
account in a reasonable and proportionate manner.  I believe that the Society has complied appropriately 
with the requirements of its Principles and Practices of Financial Management for the Main Fund and the 
notional funds for transferred business.  I also consider that the Society has paid due regard to the 
information needs of its members. 

Presented by the With-Profits Actuary, David Lechmere FIA to the Board of Scottish Friendly 
Assurance Society Ltd on 30th May 2018  
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1. Introduction 

Background 

1.1. The FCA’s Handbook of Rules and Guidance ("Rules and Guidance") requires a firm to establish and 
maintain its Principles and Practices of Financial Management ("PPFM").  These principles and practices 
should set out how discretion is applied to the financial management of its with-profits fund in 
accordance with the FCA’s rules and guidance. 

1.2. The Rules and Guidance concerning with profits business that applied during 2017 are to be found in 
COBS sections 20.2 to 20.5 inclusive.   

1.3. Scottish Friendly Assurance Society Limited (“Scottish Friendly”) is required to maintain with-profits 
governance arrangements either through the appointment of a with-profits committee or a with-
profits advisory arrangement, which must operate against published terms of reference.  The 
governance arrangements must also be designed to ensure that, in the conduct of with-profits 
business, it complies with, maintains and records any applicable PPFM.   

1.4. Ongoing compliance with the relevant Rules and Guidance requires an assessment that involves 
independent judgement.  Having considered the possible arrangements as set out in COBS 20.5.1 
Scottish Friendly has identified the with-profits advisory arrangement as the preferred option.  This 
involves the appointment of an independent person with the appropriate skills and experience to 
report to the Board on: 

the way in which each with-profits fund is managed by Scottish Friendly and, where a PPFM is 
required, whether this is properly reflected in the PPFM;  

whether Scottish Friendly is complying with the principles and practices set out in the PPFM;  
whether Scottish Friendly has addressed effectively the conflicting rights and interests of with-profits 

policyholders and other policyholders or stakeholders in a way that is consistent with Principle 6 
(treating customers fairly); and 

any other issues with which the Board or advisory arrangement considers with-profits policyholders 
might reasonably expect the advisory arrangement to be involved. 

1.5. The terms of reference of Scottish Friendly’s With-Profits advisory arrangement are detailed in 
Appendix A to this report. 

1.6. Additionally COBS 20.5.6(2) requires that if the person who provides the independent judgement 
wishes to make a statement or report to with-profits policyholders, in addition to any annual report 
made by a firm to those policyholders, the firm should facilitate this. 

Purpose and scope 

1.7. I have been appointed by Scottish Friendly to fill the role of the advisory arrangement ("independent 
person").  This is my report to the Board in respect of requirements detailed in paragraphs 1.4 above in 
respect of the period from 1 January 2017 to 31 December 2017 ("the relevant period").   The scope of 
the report includes the with-profits bonus declaration in respect of 2017 ("the 2017 bonus 
recommendations"). 
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1.8. A further requirement of COBS 20.5 is that the independent person must assess the performance of 
the with-profits actuary and reports its view to Scottish Friendly's Board.  I include my assessment 
within Section 2, the Executive summary, of this report. 

PPFMs in-force over the relevant period 

1.9. Scottish Friendly have six PPFM documents in force covering: 

Scottish Friendly conventional business (IB and OB); 
Scottish Friendly unitised business; 
Ex-Rational Shelley (“RS”) business; 
Ex-Scottish Legal Life (“SLL”) business; 
Ex-London Aberdeen & Northern Mutual Assurance Society (“LANMAS”) business; and 
Ex-MGM (“MGM”) with-profits business. 

1.10. The assets and liabilities in respect of each of the blocks of transferred business mentioned above have 
been segregated and are managed as separate notional funds.  The policyholders within each of these 
funds will normally bear all of the risks and rewards associated with that part of the business.    

1.11. There were no changes to the PPFM documents during 2017. 

1.12. This report covers PPFM compliance with all Scottish Friendly’s business including the MGM business.   

Reliances and limitations 

1.13. The report is confidential to Scottish Friendly.  It should be considered as a whole and not be disclosed 
in whole or in part to any other party (the regulator apart) without prior written consent.  In particular, 
OAC would wish to review any reference to this report in Scottish Friendly’s annual report to its with-
profits policyholders. 

1.14. In preparing this report I have relied on the information given to me by Scottish Friendly including that 
of their With-Profits Actuary. 

1.15. This report does not extend to a peer review of the work undertaken by Scottish Friendly’s with-profits 
actuary (“WPA”) or Chief Actuary. 

1.16. The readers of this report are assumed to be familiar with the operation and management of with-
profits business.  If any user of this report is uncertain as to any aspect of the meaning in this report, 
they should contact me for clarification. 

Compliance with Technical Actuarial Standards 

1.17. This report is required to comply with the standards published by the Financial Reporting Council 
("FRC").  The relevant standards are TAS 100 and TAS 200.  In my opinion this report complies with 
both standards. 



 
  Scottish Friendly

With-Profits Advisory Arrangement report 2017

 

30 May 2018 | Copyright © OAC PLC All rights reserved 3

 

2. Executive summary 

General approach to my review 

2.1. Scottish Friendly had six PPFM documents in force at the start of the year under review covering 
conventional industrial and ordinary business, unitised ordinary business, Rational Shelley, Scottish 
Legal Life, LANMAS and the with-profits business of MGM.     

2.2. The general approach to my review has involved preparing a checklist of principles and practices 
contained within these PPFMs and assembling the facts and evidence to support compliance.    

2.3. During the year I have been involved in various discussions and considered a number of documents 
relating to Scottish Friendly’s dealings with its with-profits policyholders eg on Scottish Friendly’s year-
end bonus declarations.  I have drawn upon my review of these tranches of work in writing this report.  

2.4. It is necessary to realise that although the PPFM is an important document, it is only a part of the 
mechanism for ensuring that customers are treated fairly.  My role, as envisaged by the FCA, is a wider 
than merely ensuring Scottish Friendly has complied with the PPFM documents.  Specifically I am also 
required to consider: 

 whether Scottish Friendly has addressed effectively the conflicting rights and interests of with-
profits policyholders and other policyholders or stakeholders in a way that is consistent with 
Principle 6 (treating customers fairly); and 

 any other issues with which with-profits policyholders might reasonably expect the advisory 
arrangement to be involved. 

2.5. As far as possible I have tried to ensure that I have taken these requirements into account in 
performing my duties. 

2.6. This report addresses each of the sections of the PPFM in turn, grouping together: 

 Overriding principles and methods of determining claim values. 
 Bonus and smoothing policy; 
 Investment strategy; and 
 Business risk, charges and expenses, the estate and new business. 

2.7. I comment on each sub fund where it is appropriate to do so.   

2.8. The principles and practices within each section have been reviewed in turn using the approach set out 
at 2.2.  For each of the groupings I have provided an overall compliance assessment having particular 
regard to the fair treatment of with-profits policyholders and in the light of any competing or 
conflicting rights or interests. 
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Overall conclusions 

PPFM compliance and exercise of discretion 

2.9. In my opinion Scottish Friendly's Board has, over the relevant period: 

 obtained appropriate reports, advice and recommendations from me on all significant issues 
concerning the interests of with-profits policyholders;  

 given me sufficient time to enable me to provide fully considered input on the issues to be 
considered;  

 considered fully and given due regard to my input when determining issues concerning the 
management of the with-profits funds and the interests of with-profits policyholders; and 

 not departed in any material way from my advice or recommendations. 

2.10. I am satisfied that I have been provided with sufficient information and resources to enable me to 
complete my role in accordance with the standards set out in COBS20.5. 

2.11. I am satisfied that the way in which each with-profits fund is managed by Scottish Friendly is properly 
reflected in the relevant PPFM.  

2.12. I am satisfied that Scottish Friendly has managed its with-profits business in accordance with the 
relevant PPFM.  

2.13. I am satisfied the Board has exercised its discretion in an appropriate manner. 

2.14. I am satisfied that where there are competing or conflicting rights and interests of policyholders and 
shareholders, these have been addressed in a fair and reasonable manner. 

2.15. I confirm that I do not require Scottish Friendly to allow me to make any statement or report to with-
profits policyholders in addition to its annual report to those policyholders. 

Performance of the WPA 

2.16. The WPA role has, over the relevant period, been undertaken by David Lechmere FIA.  I am satisfied 
that Mr Lechmere has considered all matters relevant to the financial management of Scottish 
Friendly's with-profits fund and has performed his duties in accordance with appropriate regulatory 
and professional standards. 

Issues to address for 2018 

2.17. The key issue to address over 2018 is ensuring a robust process for the calculation of asset shares and 
with the calculation or recording of payouts.  The issues apply to: 

 SFA OB conventional business; 
 SFA unitised, specifically MyPlan; and 
 MGM conventional and unitised business 
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2.18. Less urgent matters, but which should still be considered include: 

 Reviewing payouts as a percentage of asset share over time to ensure that Scottish Friendly 
does not continually under or overshoot payouts as a percentage of asset share. 

 Reviewing surrender payouts on SLL business to understand why they are so low relative to 
asset share. 
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3. Overriding principles and methods of determining claim 
values 

Overriding principles  

3.1. Scottish Friendly has three principles that can be regarded as overriding the principles and practices 
contained elsewhere within the PPFM if they come into conflict.  These are: 

a) We will manage our business in accordance with all legal and regulatory requirements. 
b) We will manage our business in a sound and prudent manner with due regard to the interests of 

our policyholders and with a view to treating all policyholders fairly. 
c) We will aim to manage our business in order to ensure that all guaranteed benefits can be paid as 

they fall due. 

3.2. There are three additional overriding principles that apply for the SLL WP Business. These are: 

d) We will manage the SLL Business in a separate fund (“the SLL Fund”) within Scottish Friendly, to be 
held for the benefit of the policyholders of SLL and subject to the terms of the Transfer 
Agreement. 

e) Over the term of the SLL Fund WP Policies, to avoid holding back surplus in excess of that required 
to ensure the sound financial management of the SLL Fund and to distribute all of the surplus 
among SLL Fund WP Policyholders. 

f) Subject to (a), (b), (c), (d) and (e) above, to maximise the financial returns to SLL Fund WP 
Policyholders. 

3.3. The intention is that these principles, where they come into conflict with other principles set out 
elsewhere in the PPFM, take precedence.  It is to be assumed that any conflict between the overriding 
principles themselves will be resolved by the Board after taking appropriate advice.  

3.4. This review has revealed nothing to suggest that these overriding principles have not been complied 
with, nor has it uncovered any instances where the principles may have conflicted with each other.   

Methods of determining claim values  

Society’s business excluding that of Rational Shelley and MGM business 

3.5. For Scottish Friendly’s conventional with-profits business (excluding that of RS), asset shares are the 
primary mechanism used for determining claim values and endeavouring to maintain fairness between 
different groups and generations of policies.  Both smoothed and unsmoothed asset shares are 
calculated for specimen policies and for all those written in a particular calendar year.   

3.6. For unitised with-profits business (including LANMAS) a “shadow fund” approach is adopted. 

3.7. I have confirmed that the WPA has made appropriate investigations into the investment and expense 
parameters that have been used within the asset share and shadow fund roll-up over the relevant 
period and that they properly reflect the economic experience of the assets allocated to those funds.   
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3.8. I have confirmed that the WPA has made appropriate investigations into the expense and tax 
allowances used in the roll-up of asset shares and that they properly reflect the approach stated in the 
relevant PPFM.   

3.9. I have confirmed that the WPA has made appropriate investigations into the actual expenses and costs 
of providing guarantees over the charges deducted from asset shares and that they have been met by 
the estate. 

3.10. I have confirmed that the WPA has made appropriate investigations into the surrender value 
calculations and whole-life policy payouts and that they are as described in the PPFM. 

3.11. I have also confirmed that the WPA has reviewed Scottish Friendly’s approach to enhancing the 
investment return credited to asset shares over the relevant period in respect of the profits arising on 
non-profit business in accordance with its stated methodology. 

Additional comments relevant to SLL business 

3.12. For some years Scottish Friendly has kept under review its approach to determining asset shares and 
pay-outs on the SLL whole life business.  It is acknowledged that there can be technical difficulties with 
such calculations.  The current approach is that the final bonus rates used are the same as those for 
endowments of equivalent policy duration.  This is, in my opinion, a fair and reasonable approach to 
take given.    

3.13. I have confirmed that the WPA has made appropriate investigations to ensure that SLL asset shares are 
credited with enhancements (reflected as an increase to the historic annual return on the fund) with 
the aim of distributing the SLL estate. 

3.14. I have also confirmed that the WPA has reviewed the hypothecation of assets between the main 
classes of business and that it is in accordance with the relevant PPFM. 

Rational Shelley business 

3.15. In the absence of appropriate records to allow the construction of meaningful asset shares, the 
methodology to be used to determine claim values under RS business is based upon bonus reserve 
calculations.  It is also consistent with the bonus policy as set out in the PPFM and agreed at transfer. 

MGM business 

3.16. For most classes of MGM with-profits business, payouts will be determined having regard to asset 
shares.  The exception to this is the Flexible Income Annuity (FIA) business where the asset share 
concept does not apply.   

3.17. The return on the M&G Sub-fund can be viewed as having four components 

 Investment returns on the M&G Sub-fund assets. 
 Mortality profits or losses. 
 Other profits or losses arising from the experience of With-Profits business. 
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 Profits or losses from non-profits business and other business risks remaining within the M&G 
Sub-fund. 

3.18. I have confirmed that the WPA has made appropriate investigations to ensure that MGM asset shares 
and benefits are credited with the appropriate enhancements as above. 

Compliance assessment  

3.19. Based on my review of the approach the Society has taken in determining policy payouts over the 
relevant period I am able to confirm that, in my opinion, the statements within the PPFM governing 
the methods of determining claim values have been complied with during the relevant period. 
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4. Bonus policy 

Background 

4.1. The principles describe the determination and distribution of surplus and bonuses as well as the 
factors that need to be taken into account.  The aim is to distribute the surplus fairly and equitably 
between each policyholder, each class and each generation. 

4.2. Two forms of bonus are declared, an annual or regular bonus (guaranteed once declared) and a final 
bonus paid at claim which may be varied from year to year.  Recommendations for bonus declaration 
are contained in the annual bonus report and are made by the With-Profits Actuary.  The actual 
declaration itself is the responsibility of the Board. 

4.3. The PPFMs specify that bonuses are set so that at least a 90% of payouts fall within a target range set 
by Scottish Friendly.  These target ranges are specified within each PPFM.  

4.4. The PPFMs also consider the smoothing policy adopted by Scottish Friendly for each of its different 
classes of business. 

Regular bonus 

4.5. The PPFM documents say that regular bonus rates will normally be reviewed once a year.  This review 
was undertaken by Scottish Friendly’s WPA and culminated in his 2017 bonus recommendations in 
respect of non-MGM business; regular bonuses on MGM business was reviewed in March 2018.  I 
reviewed the reports at the time they were written and I can confirm that, in my opinion, the 
recommendations contained within those papers, and as accepted by Scottish Friendly, insofar as they 
relate to regular bonuses, are consistent with the relevant parts of Scottish Friendly’s PPFMs.   

Final bonus 

4.6. While regular bonus is normally only changed once a year, Scottish Friendly’s PPFMs do not restrict the 
number of times that the final bonus scale is reviewed.  This gives Scottish Friendly freedom to react to 
adverse investment conditions.  The only exception to this relates to unitised business where Scottish 
Friendly’s PPFM states that final bonus levels will be reviewed at least twice a year, and four times a 
year for MGM business. 

4.7. I can confirm that Scottish Friendly has undertaken various reviews over 2017 to establish appropriate 
rates of final bonus on its various classes of with-profits business.  These reviews were summarised as 
part of the 2017 bonus recommendations and I confirm that, in my opinion, the recommendations 
contained within that paper and as accepted by Scottish Friendly, insofar as they relate to final 
bonuses, are consistent with the relevant parts of Scottish Friendly’s PPFMs.   
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Target ranges 

4.8. Scottish Friendly has set a variety of target ranges in respect of both maturities and surrenders for 
each of its different classes of business: 

 SFA OB and unitised 80% to 120% unsmoothed asset share 
 SFA IB   75% to 200% unsmoothed asset share 
 SLL    70% to 130% unsmoothed asset share 
 LANMAS   80% to 120% unsmoothed asset share 
 RS    Not applicable as set by bonus reserve  
 MGM   Conventional business: 80% to 120% unsmoothed asset share 

UWP business:  90% to 110% unsmoothed asset share  

SFA target ranges 

4.9. I have reviewed the analysis undertaken by the WPA to demonstrate that at least 90% of maturity and 
surrender values over 2017 fall within stated target ranges.   

4.10. For maturities I understand that the average payout on OB conventional business has been around 
92% of asset share, with payouts on remaining business averaging around 89% of asset shares.  There 
can sometimes be a lag in bonus recommendations catching up with asset shares so in times of 
increasing investment returns it is not surprising that the payouts are on lower side of expectations.  
However I would like to see these ratios increase so that there is not too significant a difference 
between payouts and asset shares.  One area for development might be reviewing the cycle of payouts 
relative to asset shares over time so that bonuses can be set so that they average around 100% asset 
share over a period of time eg 5 years. 

4.11. For surrenders, I have noted that there have in recent years, been increasing numbers of payouts 
outside target ranges.  I understand that the reasons for this have been investigated and issues 
identified with the calculation of asset shares.  It is good that the issues have been identified but I 
would very much like to see evidence over 2018 that the asset share calculation has gone through 
robust checks so that they may be properly relied upon for determining payouts (as well as used in the 
calculation of best estimate liabilities). 

SFA IB business	

4.12. The WPA has confirmed that 86% of maturities are within target range with the average payment 
being 123%.  This is understandable given the guaranteed benefits exceed the asset share.  For 
surrenders most policies receive less than 75% of asset share although the total amount paid in claims 
is relatively small.  This matter is being investigated.  Overall I am satisfied that the terms of the PPFM 
in respect of this business are being satisfied. 

SFA unitised business 

4.13. The WPA has confirmed that, for business other than MyPlan, 93% of payouts fall within the target 
range and I am satisfied that payouts are consistent with the requirements of the PPFM. 
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4.14. Issues have, however, been identified with the calculation of certain asset shares for MyPlan.  The 
comments I have made above to concerning the reliability of these calculations apply here also. 

SLL 

4.15. SLL business has a wider range of target asset shares reflecting the characteristics of that business, 
specifically: 

 Small numbers of maturities and surrenders; and 
 High proportion of whole of life contracts where the asset share calculation does not, in general, 

work well. 

4.16. Generally payouts are close to 100% of asset share with the following exceptions: 

 Conventional OB surrenders where payouts are 76% of asset share. 
 IB surrenders where payouts are 66% of asset share. 

4.17. Further work should be undertaken over 2018 to understand the reasons for these apparently low 
payouts. 

RS 

4.18. No target ranges are set for this business so this is not considered further. 

LANMAS target range 

4.19. As this business is all unitised and operated on a shadow fund basis I would expect all payouts to 
equal 100% of asset share.  I understand that the average payouts has been 98% of asset share, with 
99% falling within range. 

MGM 

4.20. The small numbers of claims on MGM’s conventional business (there were fewer than 20 over the year) 
means that it is likely there will be significant variations in payouts.  The WPA has confirmed that more 
than 90% of payouts fell within range.   

4.21. The WPA has noted an issue with the final bonus scale that was applied to payouts over 2016.  I 
understand that remedial action is in hand to correct this. 

4.22. With regards to unitised business I also understand that there have been issues with the recording of 
data on the Talisman system making an accurate estimation of payouts relative to asset shares difficult.  
This reinforces the need for a detailed review of the systems and controls around the calculation of 
asset shares and payouts to ensure that there can be confidence in the process. 

4.23. I note the WPA’s comment about the tight target range for UWP business.  I am sympathetic to 
widening the range but I would be more anxious to validate that the process was robust. 
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Smoothing policy  

4.24. Practices in relation to smoothing policy vary by class of business: 

 SFA OB and IB Payout changes limited to no more than 10% a year 
 SFA unitised No restrictions 
 SLL   Payout changes limited to no more than 10% a year 
 LANMAS  No restrictions 
 RS   No restrictions 
 MGM  Payout changes limited to no more than 5% a year subject, in more extreme   
    circumstances, to variations of +/- 7.5% a month   

4.25. I have reviewed the impact of Scottish Friendly’s bonuses over the relevant period and confirm that 
they are consistent with the stated practices as outlined above, other than for SLL business.  For SLL, 
final bonuses were reset to enhance payouts to ensure an equitable distribution of the free assets.  I 
am comfortable that this approach is reasonable.     

Compliance assessment  

4.26. I confirm that, in my opinion, the principles and practices as regards bonus policy and smoothing have 
been complied with during the relevant period. 

4.27. That said there are a number of areas that I would like Scottish Friendly to review: 

4.27.1. Comparing payouts to asset shares has identified a number of issues either with the 
calculation of asset shares or with the calculation or recording of payouts.  The issues apply 
to: 

 SFA OB conventional business 
 SFA unitised, specifically MyPlan 
 MGM conventional and unitised business 

I would very much like to see a detailed review undertaken over 2018 to ensure that the 
derivation of asset shares and the calculation and recording of payouts on these lines of 
business is robust. 

4.27.2. Consideration should be given to reviewing payouts as a percentage of asset share over time 
to ensure that Scottish Friendly does not continually under or overshoot payouts as a 
percentage of asset share. 

4.27.3. Surrender payouts on SLL business should be reviewed to understand why they are so low 
relative to asset share. 
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5. Investment strategy 

5.1. The PPFM vests responsibility for monitoring performance, strategy and compliance with investment 
mandates directly with the Board.  The Board has delegated management of investment strategy to 
Scottish Friendly's Investment Committee. 

5.2. The PPFMs identify the number of main asset classes for the purposes of setting investment guidelines 
as three: fixed interest including cash, equity and property.   

5.3. I have reviewed Scottish Friendly's investments, and the WPAs analysis of those assets over the 
relevant period and confirm that, in my opinion, they are consistent with the principles and practices as 
set out in Scottish Friendly's PPFMs. 
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6. Business risk, charges and expenses, the estate and new 
business 

Exposure to business risk  

6.1. Being a mutual, with-profits policyholders ultimately bear the risks and rewards of all business 
undertaken by Scottish Friendly although the estate is available to provide smoothing and working 
capital.  The main risk is associated with the acquisition and maintenance of business.   

6.2. A stated principle is that any significant additional risks undertaken by Scottish Friendly require the 
approval of the Board and Executive, acting on the advice of the WPA, and would be based on 
expectations of achieving appropriate returns for the with-profits policyholders commensurate with 
the risks borne. 

6.3. Business risks arise in the form of: 

 Investment in subsidiaries. 
 Writing significant volumes of new non-profit business. 
 Writing significant volumes of new with-profits business with high underlying guarantees. 

6.4. No major new business risks were accepted during the relevant period.  The WPA has confirmed that 
new business over 2017 is in line with business plans and does not considered to distort, to a material 
extent, the underlying risks of the business. 

Charges and Expenses  

6.5. I have considered the WPA’s review of the apportionment of expenses between sub-funds and, 
combined with the Chief Actuary’s assurances that the expenses charged to the SLL, RS, LANMAS and 
MGM business funds were in accordance with the scale of fees in the PPFM and Schemes of Transfer, I 
am satisfied that Scottish Friendly has complied with the terms of the PPFMs over the relevant period.    

Management of the Estate  

6.6. The estate is the excess of the assets of the fund over the asset shares and the provision for 
guarantees.  It is assessed on a realistic basic and provides the working capital on a Society-wide basis.   

6.7. The PPFM sets out a target range for the estate in terms of the free assets under the current statutory 
reserving requirements.  The target range is between 5% and 25% of the total of the realistic reserving 
requirements.  The with-profits actuary report confirms that the estate has remained within the target 
range during the year.  Scottish Friendly may wish to revisit this metric in the light of Solvency II 
measures. 

6.8. The estate continues to be used to meet the excess of any expenses over the charges to with-profits 
policies (likewise guarantee costs).  This falls within its capacity to fund without prejudice to the ability 
to meet its other committed uses.   



 
  Scottish Friendly

With-Profits Advisory Arrangement report 2017

 

30 May 2018 | Copyright © OAC PLC All rights reserved 15

 

Volume of new business              

6.9. Scottish Friendly’s Ordinary Branch fund continues to write new business.  The Industrial Business fund 
and the sub-funds are closed to new business.  I understand that there are currently no constraints on 
the volume of new business that may be accepted and that the writing of such business is not 
detrimental to the interests of existing with-profits customers.  My review of the various financial 
investigations and reports supports this view.  I also understand that Scottish Friendly's plans can be 
supported by the existing margins in the with-profits fund or from the estate without detriment to the 
interests of existing policyholders. 

Compliance assessment  

6.10. Overall, as far as  

 Exposure to business risk 
 Charges and Expenses  
 Management of the Estate 
 Volume of new business  

6.11. I can confirm that, in my opinion, based on the information available to me, the PPFMs have been 
complied with during the relevant period. 
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7. Summary 

7.1. In my opinion Scottish Friendly's Board has, over the relevant period: 

 obtained appropriate reports, advice and recommendations from me on all significant issues 
concerning the interests of with-profits policyholders;  

 given me sufficient time to enable me to provide fully considered input on the issues to be 
considered;  

 considered fully and given due regard to my input when determining issues concerning the 
management of the with-profits funds and the interests of with-profits policyholders; and 

 not departed in any material way from my advice or recommendations. 

7.2. I am satisfied that I have been provided with sufficient information and resources to enable me to 
complete my role in accordance with the standards set out in COBS20.5. 

7.3. I am satisfied that the way in which each with-profits fund is managed by Scottish Friendly is properly 
reflected in the relevant PPFM.  

7.4. I am satisfied that Scottish Friendly has managed its with-profits business in accordance with the 
relevant PPFM.  

7.5. I am satisfied the Board has exercised its discretion in an appropriate manner. 

7.6. I am satisfied that where there are competing or conflicting rights and interests of policyholders and 
shareholders, these have been addressed in a fair and reasonable manner. 

7.7. I confirm that I do not require Scottish Friendly to allow me to make any statement or report to with-
profits policyholders in addition to its annual report to those policyholders. 

7.8. I have highlighted in this report the specific matters that I believe Scottish Friendly should review as a 
priority in terms of maintaining the fair treatment of policyholders.  I would welcome the chance to 
discuss these matters directly with the Board. 

 

 
 
Christopher Critchlow 
Independent Person 
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Appendix A – Terms of reference 

Scottish Friendly Assurance Society Limited ("Scottish Friendly") has contracted with OAC to provide Scottish 
Friendly with a with-profits advisory arrangement.  The Advisory Arrangement has responsibility for with-
profits governance in accordance with COBS 20.5.   
 
The ultimate responsibility for managing the with-profits fund rests with the Board of Scottish Friendly.  The 
role of the Advisory Arrangement is, in part, to act in an advisory capacity to inform the decision-making of 
the Board.  The Advisory Arrangement also acts as a means by which the interests of with-profits 
policyholders are appropriately considered within the Scottish Friendly’s governance structures. 
 
Scottish Friendly has chosen to use an independent person as its with-profits advisory arrangement and 
Christopher Critchlow of OAC is the person chosen to fill the role. 
 
Scottish Friendly has a single Main Fund but within that fund there are separate designated funds for 
business transferred from Marine & General Mutual, Scottish Legal Life, LANMAS and Rational Shelley.  The 
same advisory arrangement will apply to the Main Fund and the transferred business. 
  

Terms of Reference 

1.  To assess the way in which the fund is managed by Scottish Friendly and whether this is properly 
reflected in the  Principles & Practices of Financial Management (“PPFM”) 

 
2. To assess whether Scottish Friendly is complying with the principles and practices set out in the PPFM. 
 
3. To assess whether Scottish Friendly is addressing the rights and interests of with-profits policyholders 

compared with other stakeholders in a way that is consistent with treating customers fairly. 
 
4. To provide advice and guidance on any other issues that with-profits policyholders might reasonably 

expect the advisory arrangement to be involved in. 
 
5. To identify surplus and excess surplus and the merits of distribution / retention. 
 
6. To consider how bonus rates, smoothing and, if relevant, market value reductions have been calculated 

and applied. 
 
7. To consider the relative interests of policyholders with and without valuable guarantees. 
 
8. To consider with-profits customer communications, such as bonus statements, product literature and 

reports to with-profits policyholders. 
 
9. To consider and asses any significant changes to the risk / investment profile of the fund. 
 
10. To assess future sales targets and its impact on the assets and surplus of the fund. 
 
11. To assess the impact of any planned management actions. 
 
12. To assess management information, including any policyholder complaints. 
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13.  To assess the drafting, review and updating of and compliance with run-off plans in respect of the 
transferred business, and any similar matters. 

 
14. To assess and consider the appropriateness of the costs and expenses incurred in running the fund. 
 
15. To advise the Board on the suitability of candidates for the proposed appointment of the with-profits 

actuary. 
 
16. To assess the performance of the with-profits actuary at least annually and report to the Board. 
 
17. To bring to the attention of the Board any other matter which the Independent Person considers is 

appropriate and relevant to the Board’s responsibilities in respect of its with-profits business, including 
but, not limited to, COBs 20.5. 

 

Reporting 

The Independent Person is required to report formally to the Board once a year on Scottish Friendly’s 
compliance with the PPFM documents.   
 
When Bonus Proposals are presented to the Board the Independent Person will be expected to confirm that 
he has reviewed the proposals and is satisfied with them, so that this can be recorded in the Board minutes. 
 
The Independent Person will also be asked to consider and comment on other documents produced by 
Scottish Friendly’s Actuarial Function or the With-Profits Actuary to ensure that the interests of Scottish 
Friendly’s with-profits policyholders are taken into account in a fair and reasonable manner. 
 

Other Matters 

The Independent Person will have access to Scottish Friendly’s With-Profits Actuary as required and any 
reasonable requests for additional support from the Scottish Friendly’s internal actuarial or other resources 
and / or external resource in order to perform his role effectively will be considered by the Board. 
 
The Independent Person will manage any conflicts of interests arising from his role in accordance with the 
standards of the Actuarial Profession. 
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