
ADDITIONAL WRITTEN SUBMISSION FROM STANDARD LIFE 
 
Background 
1. Standard Life is pleased to submit additional information ahead of David Nish’s 
appearance on January 13. In our submission of September 2009 we mentioned the 
EU’s central role in effecting significant regulatory change for insurers. The 
introduction of the Solvency 2 Directive is a powerful case in point as (i) its 
implementation entails major investment for Standard Life; we estimate a spend of 
up to £15M in 2010 alone and (ii) it goes to the heart of how the sector operates with 
implications for the health and competiveness of insurers in Scotland (and further 
afield), most notably its potential to reduce pensions and annuities.  
 
2. By way of background, Solvency II is the EU Directive that consolidates the 14 
existing European insurance directives and aims to reform the solvency capital 
requirements to more accurately reflect the specific economic risks facing individual 
insurance companies. Member States must bring into force the laws, regulations 
and administrative provisions necessary to comply with Solvency II by 31 October 
2012 at the latest. Important decisions on the detailed implementation of Solvency II 
will be taken by the European Commission in the first half of 2010. 
 
3. Standard Life is a strong supporter of the aims of Solvency 2 and has actively 
promoted and contributed to the development of Solvency 2 through the FSA, the 
ABI and policy makers elsewhere in the EU.  We believe that a solvency regime that 
is based on realistic economic value, that directly links regulatory capital required to 
risk taken and rewards good risk management processes and decisions is an 
extremely positive development. 
 
4. For the insurance industry as a whole Solvency 2 is like a powerful medicine 
which we know won’t always taste good but, we accept it is needed. However, it is 
vital that the final mix of the medicine does not carry harmful side effects which 
results in more harm than good to the health of the patient. So getting the 
implementation of Solvency 2 right requires a close and effective dialogue between 
firms like Standard Life and policy makers to ensure the changes made are 
introduced in a pragmatic and sensible way and do not carry unwanted and 
unintended consequences. We outline below specific examples of how this outcome 
can be achieved. And it should be noted that we value the good dialogue on 
Solvency 2 with Scottish MEPs and the responsible officials in the European 
Commission ( HM Treasury and the FSA continue to play a key role in seeking to 
secure pragmatically based outcomes and listening to industry concerns).  
 
Concerns & Proposals for Improvement 
5. We detail below a summary of the main issues that Standard Life has with the 
Solvency 2 proposals, as they currently stand. It would be very helpful if the 
Committee was able to fully consider these concerns in developing its report on the 
inquiry.   
 

• Own funds (available capital to cover capital requirements) – in line with 
changes that are being proposed for banks, Solvency 2 is proposing that 
insurers should hold larger amounts of the highest quality capital (Tier 1), 
whilst at the same time making it harder for capital to qualify as Tier 1. In 
addition, no proposals have been put in place to allow insurance firms to 
grandfather their existing capital arrangements ( i.e. to allow the old rule to 



continue to apply while the new rule will apply to all future situations), which 
is clearly not reasonable. 
 
Although we are supportive of insurers holding more high quality capital, the 
requirements that capital must satisfy to qualify as Tier 1 are very onerous 
and much of the European insurance industry’s current Tier 1 capital base 
will fall significantly overnight. With this in mind there are two respects in 
which we believe significant improvements could be made to the current 
proposals here to achieve a more reasonable result. 
 
Firstly, in order to not destabilise the industry and capital markets, it is 
essential that appropriate grandfathering arrangements are put in place to 
allow the industry to plan and manage the transition to the new Solvency 2 
rules in an orderly fashion. 
 
Secondly, we believe that recent changes to the Solvency 2 proposals to 
downgrade the treatment of own fund resulting from “future profits” (e.g. the 
value of future charges less expenses) from Tier 1 to Tier 3 capital is a 
significant move away from a realistic economic approach which we saw as a 
significant benefit of solvency 2.  This, combined with the onerous rules 
significantly limiting the use of Tier 3 capital, means that insurers would be 
forced to hold assets that are realisable today to meet the risk of losses that 
might materialise long in the future (and indeed even against the risk that 
their future profits are just smaller than expected).  They will also put insurers 
at an extreme disadvantage to competitors (e.g. fund managers) offering 
similar products. 
 
We believe that a reworking of this feature of the Tiering rules is needed to 
avoid significant over prudence. 

 
• Allowance for the illiquidity premium – the UK insurance industry generally 

invests the assets backing its illiquid liabilities, such as the annuities used to 
pay pensions, in correspondingly illiquid instruments, such as illiquid 
corporate bonds. This allows insurers the potential to earn an extra return, 
the illiquidity premium, as compensation for having invested in an illiquid 
asset. Insurers are able to do this as they will almost never be forced sellers 
of these illiquid assets as the associated product liability is not able to be 
surrendered by the customer.  

 
As a direct consequence of (the strong likelihood of) earning the illiquidity 
premium, UK insurers are, therefore, able to pay higher pensions to their end 
customers. 
 
Recent proposals in respect of how the Solvency 2 Directive might be 
implemented would not allow insurers to recognise the illiquidity premium in 
their balance sheets, even though its existence is now widely recognised, 
particularly by the EC itself, and we welcome the recent positive intervention 
by the EC in this debate. Non recognition of the illiquidity premium, as well as 
reducing pensions which has significant social and macro economic 
consequences, also has the effect of reducing firms’ available capital and 
increasing their capital requirements, so weakening their balance sheets.  
 



We strongly believe that Solvency 2 should allow insurers to include the 
illiquidity premium in their balance sheets. 
 

• Risk margin – Solvency 2 includes a “risk margin” on top of best estimate 
liabilities representing the likelihood that since insurance liabilities are 
uncertain, the market price for these liabilities is likely to be more than just 
the best estimate. 

 
Whilst we agree that it is appropriate to include a risk margin in liabilities, it is 
necessarily a fairly arbitrary additional margin as the market price for 
uncertainty in insurance liabilities can only very rarely be measured.  The 
current proposals have resulted in a significant margin on top of best 
estimate liabilities.  This margin is in addition to the capital requirements that 
must be held against the risk of not meeting the liabilities.   
 
This seems to us an area where a more balanced approach could result in 
significantly less onerous requirements. 
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