
The draft Solvency II Framework Directive (the
“Directive”) was published by the European
Commission in July 2007.  Although the
deadline for implementation of the new
regime was originally to be 2010, the sheer
scale of the undertaking of implementing
radical changes in risk management
throughout the European Union (the “EU”)
insurance and reinsurance industry has
already necessitated that implementation of
the directive be put back to 2012.

The central proposition behind Solvency II is
to introduce a risk-based solvency framework
common across the European insurance
industry analogous to the framework
introduced by Basle II for the banking
industry where prudential standards have
been upgraded in the EU by the Capital
Requirements Directive.

In the EU insurance sector, however, there has
been a general consensus that the prudential
regime for insurers needs updating for
reasons including: (1) the Solvency I regime
was last updated in 2004, and generally
accepted standards of risk management and
internal controls have since outstripped the
standards required by the regulations, (2)
there has been a different approach to
prudential regulation between EU member
states, and such lack of harmonisation has led
to a degree of “shopping,” as insurers and
reinsurers select a head office jurisdiction with
the regulatory regime they find most
appropriate for their business, as well as

holding back full EU integration in the
insurance market.

Solvency II will introduce risk-based capital
adequacy requirements which go beyond
even those applicable in jurisdictions such as
the U.K. and the Netherlands, which have
already introduced risk-based capital
requirements for insurers.  In addition, the
focus of Solvency II is to encourage the
insurance industry to adopt enhanced risk
management systems and internal controls
which more accurately reflect each insurer’s
individual needs and risk profile.  The draft
Directive is based on a “3 pillar” solvency
supervisory regime, the 3 pillars being:

Pillar 1: Minimum standards (quantitative
requirements) to be imposed through
regulations on minimum capital requirements,
reserving and investment;

Pillar 2: Supervisor review (qualitative
requirements) to be implemented through
regulations on financial services supervision,
including as to capabilities and powers of
regulators, and applicable areas of activity;
and

Pillar 3: Market discipline to be upgraded
through requirements as to transparency,
disclosure and competition-related elements.

The proposed Directive, however, should not
be seen as a blunt instrument requiring
insurers and reinsurers of whatever size and
diversity of business to fit within narrowly
defined regulatory requirements.  Rather, the

proposed Directive recognises that whilst the
aim is to harmonise insurance solvency
regulation throughout the EU, different
insurance entities will have different risk
profiles and, in keeping with a general
principle of EU regulation, the principle of
“proportionality” should be applied.
Proportionality would potentially mitigate the
burden of implementing the requirement for
smaller companies whilst giving multi-
jurisdictional insurance entities the ability to
obtain credits through diversification of risk.
The draft Directive also follows the growing
trend toward “principles-based” regulation
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Recent events at Société Générale have brought renewed focus on

enterprise risk management.  Monoline financial guaranty insurers remain in

the news.

Meanwhile, during recent months, there have been numerous calls to

modernize the regulation of financial institutions.  For example, in the U.S.,

Treasury Secretary Henry Paulson has joined in the discussion through

speeches and through the Treasury’s publication of an invitation for public

comment on questions touching every aspect of how financial institutions are

regulated in the U.S.  Across the U.S., interest continues to grow in the

potential adoption of principles-based regulation on the model of the U.K.

Financial Services Authority, but questions remain about how that approach

could be made to work in the U.S.  This growing interest is reflected in the

work of the NAIC to develop principles-based reserving and capital adequacy

standards and in the proposals for reinsurance regulatory reform put forth by

the NAIC and certain states.  

In Europe, insurers and others continue to assess the impact that the

European Commission’s Solvency II framework, and its “principles-based”

approach to solvency regulation, might have on insurers globally.  In this

issue, we report on legislative and regulatory developments in the U.S. and

Europe, including the first formal meeting of the New York State Commission

to Modernize the Regulation of Financial Services and the recent publication

by the European Commission and of the draft Solvency II Framework

Directive.  A principles-guided approach will be among the topics to be

considered this year by the New York Commission to Modernize the

Regulation of Financial Services.  

In this issue, we also present an article discussing an increasingly common

type of structured life insurance financing: life insurance embedded value

securitizations.  Designed to “unlock” expected future cash flows associated

with a block of life insurance business, embedded value securitizations can be

complex transactions, involving multiple parties and regulators. Although

market conditions have recently been difficult, we expect our clients in the life

insurance industry to continue exploring this promising new financing

technique in the coming months and years.

We will continue to monitor and report on these and other developments in

the Debevoise & Plimpton Financial Institutions Report and in Client Updates.  

Wolcott B. Dunham, Jr.
Editor-in-Chief
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A life insurance embedded value
securitization is a type of capital markets
offering designed to monetize the future
profits expected to be realized over time
from a defined block of life insurance
business.  By completing an embedded
value securitization, a life insurance company
can immediately release the expected value
of future cash flows associated with a
defined block of life insurance business, or
its “embedded value,” without waiting for
those cash flows to emerge over time.

Transaction Structures

Embedded value securitizations are similar
in some respects to “XXX” or “AXXX”
“excess reserve” securitizations, which have
become increasingly common in recent
years.  In an excess reserve securitization, a
ceding life insurance company securitizes
that portion of the reserves held in
connection with its term and universal life
insurance business that exceeds the level
of economic reserves expected to be
required to fund future policy obligations.
In contrast, in an embedded value
securitization, the life insurance company
securitizes the entire embedded value of a
defined block of business.  Despite the
contrast in purpose, embedded value
securitizations and excess reserve
securitizations often employ similar
transaction structures.

Typically, the life insurer forms a new
special-purpose captive reinsurer and
cedes the business to be securitized, which
is often referred to as the defined block
business, to the newly-formed captive
reinsurer on an indemnity reinsurance basis.
The embedded value of the defined block
business is then securitized by issuing debt
securities in the capital markets.  For
example, the captive reinsurer may issue

surplus notes to a special-purpose vehicle,
which in turn issues notes to investors via a
private offering.  If the captive reinsurer is
domiciled in the U.S., approval of the captive
reinsurer’s domiciliary regulator is required
prior to each payment of principal of or
interest on the surplus notes.  In some cases,
the captive reinsurer’s domiciliary state
regulator may pre-approve a payment
formula for payments on surplus notes.  In
either case, no separate regulatory approval
would be required in connection with
payments on the notes sold to investors (see
the accompanying diagram entitled

“Transaction Structure One”).  Another
commonly used structure interposes an
intermediate holding company, usually
organized as a limited liability company,
between the life insurer and the captive
reinsurer.  The captive reinsurer pays
dividends to the intermediate holding

company, subject, in the case of U.S.
domiciled reinsurers, to the prior approval of
each dividend payment, or in some cases to
the pre-approval of a dividend payment
formula, by the captive reinsurer’s domiciliary
state regulator (see the accompanying
diagram entitled “Transaction Structure
Two”).  Embedded value securitizations may
also be accomplished using other structures.

Depending on the nature of the block of
business being securitized and the structure
of the reinsurance transaction between the
life insurance company and the captive
reinsurer, a single beneficiary reinsurance
trust, often referred to as a “Regulation 114”
trust, may be established or a qualifying
letter of credit may be purchased so that the
ceding insurer can take reinsurance reserve
credit for the business ceded on its statutory
financial statements.1 Alternatively, the
reinsurance may be entered into on a “funds
withheld” or “modified coinsurance” basis,
such that the assets supporting the ceded
reserves are retained by the ceding life
insurance company.  This structure would
also permit the ceding insurer to take reserve
credit on its statutory financial statements for
the business ceded.  It is also possible to
combine different methods of security for
reinsurance, for example through a
combination of assets in a reinsurance trust
and funds withheld assets that together are
sufficient to secure 100% credit for the ceded
reserves.

Cash flows generated from investment
earnings and the release of reserves over
time fund payments by the captive reinsurer,
either in the form of payments on the captive
reinsurer’s surplus notes or in the form of
dividends to its intermediate holding
company.  These payments by the captive
reinsurer, in turn, fund payments of principal
and interest to the ultimate investors.

Life Insurance Embedded Value Securitizations
by  Thomas M. Kelly, Seth L. Rosen, Elizabeth K. Brill and Michael K. McDonnell
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Embedded Value Securitizations
(CO N T I N U E D F RO M P R E V I O U S PAG E)

Depending on the size and
nature of the defined block
business, notes may be issued
to investors in multiple
tranches, with varying levels of
subordination.  Some
transactions may also include
preferred equity issuances.

In certain embedded value
securitizations, highly-rated
financial guaranty insurance
companies have issued
financial guaranty insurance
policies “wrapping” the notes
issued to investors in order to
enhance credit quality.  These
“wraps” are meant to provide
assurance to investors that
they will receive scheduled
payments of interest and
repayment of principal at
maturity regardless of the
actual performance of the
defined block business and, in
the case of a U.S. captive
reinsurer, whether or not the
captive reinsurer’s domiciliary
regulator approves payments
on the surplus notes or
dividends to the intermediate
holding company.  This has
allowed the notes to be issued
with a credit rating equal to the credit rating
of the financial guaranty insurer.  In other
transactions, notes have been offered to
investors without a financial guaranty
“wrap.”  Depending on the circumstances,
an “unwrapped” issuance structure could
include a holding company guarantee or
keepwell arrangement.  In that case, a
holding company parent of the life insurer
may guarantee scheduled payments of
principal and interest to investors, or agree
to maintain specified balances in funding
accounts of the captive reinsurer or the

issuing entity, or commit to make funds
available to these entities under other
specified circumstances.  “Unwrapped”
issuance structures could also involve other
forms of credit enhancement.

Key Considerations

Embedded value transactions frequently
have an extended time horizon, involving
the issuance of debt securities with a thirty-
year term (or longer), and are complex
transactions often involving multiple parties
and regulators.  Key issues for an insurer to

consider in connection with a potential
embedded value securitization include the
following:

Identifying a Block of Business. Typically
mature “seasoned” blocks of business are
best suited to securitization transactions.
Such blocks are established and therefore
exhibit fairly predictable cash flows, which
are used to fund interest and principal
payments to investors.  It is also helpful if the
underlying business is well diversified, as
diversification decreases the volatility of cash
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flows.  Additionally, once a block of business
is identified, it may need to be adequately
segregated from the insurer’s other business
in order to assure investors that the future
cash flows attributable to the block will not
be used to fund obligations unrelated to the
block of business.  

Retained Liabilities. What, if any, liabilities
relating to the defined block business should
be retained by the ceding life insurance
company?  Depending on the nature of the
defined block business and other
considerations, extra-contractual liabilities,
liabilities in excess of certain specified per
life or per event limitations, liabilities relating
to increased costs or credit risk associated
with third-party reinsurance may be retained.

Actuarial Analysis. The structure and pricing
of an embedded value transaction is based
on a sophisticated actuarial analysis of the
defined block business, often generated by
or with the assistance of an independent
actuarial consulting firm.  The actuarial
analysis assesses the adequacy of expected
future cash flows from the block of business
across a variety of scenarios and thus
estimates the expected performance as well
as the potential downside risk associated
with the block of business.  The analysis is
summarized in a detailed actuarial report,
which may be used by investors, rating
agencies, financial guaranty insurers and
others to evaluate the defined block
business and the notes.

Regulatory, Rating Agency and Financial
Guaranty Insurer Review. Since embedded
value securitizations involve the reinsurance
of the defined block business, regulatory
approvals typically are required in multiple
jurisdictions, including the states of domicile
of the ceding life insurance company and
the captive reinsurer and sometimes other
jurisdictions such as California, New York and 

Wisconsin, which have broad statutes
regulating insurance ceded by foreign
licensed insurers operating in those states.  

One or more rating agencies may be
involved.  Additionally, if one or more
financial guaranty insurers “wraps” the notes
issued to investors, such insurer (or insurers)
is likely to play an active role in structuring
and executing the transaction.  Apart from
the often complex legal, accounting,
actuarial and statistical modeling issues
involved in these transactions, the sheer
number of interested parties increases their
level of complexity and the tactical
difficulties involved in their execution.

Ongoing Administration. Following an
embedded value securitization, the ceding
life insurance company will often remain
responsible for administering the securitized
block of business.  Given that the expected
time horizon of the defined block business,
and the transaction, is generally quite long,
these administration responsibilities can be
significant, and may last for thirty or more
years.

Key Tax Considerations

From a federal income tax perspective, the
goal in an embedded value securitization is
to achieve a “tax neutral” structure – so that
the federal income tax consequences to the
life insurer are similar to those that would
result from a simple borrowing against the
future cash flows from the defined block
business.

To achieve this result, it is (in very general
terms) necessary to ensure that: (1) the
captive reinsurer and the life insurer can be
included in the same consolidated federal
income tax return each year (including the
year in which the transaction is
consummated); (2) reserving requirements in
the captive jurisdiction will not limit the
maintenance of the full statutory reserve

formerly carried by the ceding company with
respect to the defined block business; and
(3) the securities sold to investors will likely
be respected as debt instruments for federal
income tax purposes (and not treated as
equity in the captive or limited liability
company issuer).

Consolidation. Payment of a ceding
commission from the captive reinsurer to the
ceding insurance company with respect to
life insurance or non-qualified annuity
policies (or the release of reserves formerly
held by the ceding company to support the
defined block business) will generally result
in taxable income to the ceding insurance
company and an equal deduction to the
captive reinsurer.  If the ceding insurer and
the captive reinsurer are included in the
same consolidated federal income tax
return, then the income and deduction will
offset, resulting in zero incremental federal
income tax paid in the year of the
transaction.  Instead, the group will have
positive taxable income as the profits
emerge from the defined block – just as it
would if the securitization had never
occurred.  In contrast, a bulk reinsurance
transaction to a true third party or a non-
consolidated affiliate would result in taxable
income to the ceding company equal to the
full amount of the ceding commission, and a
loss in the reinsurer that would be of little
value to that entity on a stand-alone basis in
the year of the transaction, but would create
an “operations loss” carryforward that would
be available to shelter future taxable income
emerging from the block in the following 15
years.

As a result, absent federal income tax
consolidation, the reinsurance transaction
that is used to isolate the defined block
business in the captive reinsurer and transfer
the securitization proceeds to the ceding life
insurance company would effectively

Embedded Value Securitizations
(CO N T I N U E D F RO M P R E V I O U S PAG E)
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accelerate the federal income taxes on future
cash flows expected to emerge from the
block.

Complex tax rules govern the inclusion of a
newly-formed life insurance or reinsurance
company in the consolidated federal income
tax return filed by a group that includes both
life insurance companies and corporations
that are not life insurance companies.  Each
group will have a different solution that will
facilitate the inclusion of the captive reinsurer
in the same consolidated return with the
ceding insurance company.  Additional
complexity may arise if the captive is to be
formed outside the United States, or if the
captive reinsurer will be held through a
limited liability company (and not directly by
a corporate or insurance company member
of the consolidated group).

Reserving. Life insurers and reinsurers are
generally permitted a federal income tax
deduction for increases in their life insurance
reserves (and recognize taxable income
when those reserves are reduced).  However,
the amount of life insurance reserves that will
be recognized for federal income tax
purposes is generally capped by the
“statutory reserve” – which is the amount set
forth in the insurer or reinsurer’s annual
statement submitted to its insurance
regulators.  In addition, in order to be taken
into account for tax purposes, a life
insurance reserve must be “required by law”
– which generally means that the reserve
must be required by an express statutory
provision or by rules and regulations of the
insurance department of the insurer’s
domiciliary jurisdiction.  While these rules are
complex and subject to varying
interpretation, it generally is desirable to
establish that under applicable law and
regulations (and perhaps under the licensing
order of its governing regulatory body) the
captive reinsurer is required to maintain (and

report on its annual statement) life insurance
reserves that are calculated under the same
principles that apply to the ceding insurance
company in its domiciliary state.

Debt/Equity Analysis. Treatment of the
securities issued to investors as “debt” for
federal income tax purposes can be
important for several reasons.  Interest
deductions on debt can shelter investment
and operating income earned by the captive
reinsurer.  Distributions on equity securities
are generally not deductible.  Treatment of
securities issued to third party investors as
equity instruments can also affect federal
income tax consolidation.  In addition,
distributions on equity securities may be
subject to United States withholding taxes if
paid to non-U.S. investors, whereas interest
payments on debt are much more likely to
be exempt from withholding as a matter of
law or under bilateral tax treaties.

The treatment of a security as “debt” or
“equity” for federal income tax purposes is
an inherently factual question that must be
determined under the facts and
circumstances of each offering.  There is no
mechanical test for making the
determination – rather, Internal Revenue
Service (“IRS”) rulings and case law identify a
number of factors that must be taken into
account in making the determination.  The
IRS has noted that “[n]o particular factor is
conclusive…[and] the weight given to any
factor depends on all the facts and
circumstances and the overall effect of an
instrument’s debt and equity features must
be taken into account.”  

In very general terms, however, in order to
establish that the security issued in an
embedded value securitization will be
respected as “debt” it is necessary to show
that at the time of issue there is a very high
likelihood that scheduled payments of
interest and principal will be made on a

timely basis from operating cash flows.  
This is usually established by analyzing the
actuarial model for the defined block
business, which should demonstrate that
payments of interest and principal are
expected to be made on a timely basis
under the “base case” scenario for the
development of the business, and under all
alternative scenarios (including scenarios
involving changes in mortality, persistency,
interest rates and other factors) that are
realistically possible to occur over the term
of the transaction and that could materially
impair the issuer’s ability to make timely
payments on the notes.  In order to achieve
this result, it will generally be necessary for
the captive reinsurer (or its limited liability
company parent) to be capitalized with a
substantial cushion of equity that can absorb
losses and be used to smooth cash flows in
extreme circumstances.  It will also usually be
beneficial to the analysis if the rating
agencies provide an “investment grade”
rating or shadow rating for the securities at
the time of issue.  However, credit
enhancement provided by a financial
guarantor is generally not relevant to the
debt/equity tax analysis.  Additional analysis
will be required if the debt issued is a
“surplus note” governed by state insurance
law or regulation.

Tax Sharing. In most transactions, the captive
reinsurer will enter into a tax allocation
agreement with other members of its
consolidated group that will govern the
sharing of the group’s combined federal
income tax liabilities.  Investors and financial
guarantors will usually be interested in
reviewing the terms of these arrangements
to ensure that the captive will be
compensated appropriately for tax losses it
generates that are used by other group
members and, in some cases, that there is
adequate security for payments that may be
made in later years.

Embedded Value Securitizations
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Other Insurance-Linked
Securitizations

Structured life insurance financings have
grown significantly in recent years.  In
addition to increasing interest in embedded
value securitizations, the following types of
securitizations have become increasingly
common:

• “XXX” and “AXXX” securitizations, 
described above, in which “excess 
reserves” relating to term and universal 
life insurance business are securitized;

• closed block securitizations, which are a 
specific type of embedded value 
transaction securitizing future cash flows 
associated with closed blocks of life
insurance business created in connection 
with the demutualization of mutual life 
insurance companies;

• catastrophe bonds that transfer certain 
low-frequency, high-severity property and 
casualty risks to capital markets investors;

• mortality bonds that transfer catastrophic 
life insurance mortality risks to capital 
markets investors; and

• the securitization of variable annuity fees 
to finance initial new business cash strain.

Though the transaction structures are often
complex and can raise many issues,
including those described above, experience
suggests that investors and other market
participants are becoming more familiar with,
and receptive to, complex insurance
securitizations, including embedded value
transactions.  �

Thomas M. Kelly and Seth L. Rosen are partners, and
Elizabeth K. Brill and Michael K. McDonnell are
associates, in Debevoise & Plimpton LLP’s New York
office.

tmkelly@debevoise.com
slrosen@debevoise.com 
ebrill@debevoise.com 
mmcdonnell@debevoise.com

1
These trusts are referred to as “Regulation 114” 

trusts because they are designed to comply with 
New York’s Regulation 114 (N.Y. COMP. CODES 
R. & REGS. tit. 11, pt. 126) and similar 
regulations in other states, which set forth certain 
required criteria for trusts established to permit a 
ceding insurer to take statutory reserve credit.  
These regulations generally are based on the NAIC 
Credit for Reinsurance Model Regulation.

Embedded Value Securitizations
(CO N T I N U E D F RO M P R E V I O U S PAG E)

The New York State Commission to
Modernize the Regulation of Financial
Services (the “Commission”), established
by an executive order issued by Governor
Eliot Spitzer in May 2007, held its first
formal meeting on January 18, 2008.  The
Commission is chaired by New York
Insurance Superintendent Eric R. Dinallo
and includes Debevoise partner Wolcott B.
Dunham, Jr.  In advance of the 
January 18, 2008 meeting, Commission
staff met with Commission members on a
one-on-one basis to discuss key issues.

The Commission is charged with
reexamining New York State’s regulation of
financial services firms, including insurance
companies, banks and securities firms,
with a view toward enhancing New York’s
role as a leading financial center in an

increasingly competitive global
marketplace and rationalizing and
coordinating regulation of various types of
financial institutions.  During its initial
meeting, hosted by Governor Spitzer,
Hector Sants, CEO of the U.K. Financial
Services Authority, described the FSA’s
transition to a more principles-based
approach.  The Commission discussed
potential reforms.  The Commission will
consider: 

• Developing “principles-guided”
regulation, designed to focus on
outcomes rather than process.  Under
such a principles-guided approach, the
principles would provide guidance for
interpreting existing regulations and
statutes, and serve as key objectives for
developing any future regulation.

• Having a single state regulator for all
financial services to facilitate similar
treatment of similar financial products,
regardless of the nature of the selling
company.

• Instituting a risk-based approach to
regulation.

• Eliminating out-of-date rules that are
unnecessarily burdensome.

The Commission is expected to continue
its work via various working groups,
organized by industry (insurance, banking
and securities) and by topic (for example,
principles-guided regulation, single state
regulator, registration and licensing, and
regulation of retail versus wholesale
transactions).  

New York State Commission to Modernize the
Regulation of Financial Services Holds First Meeting
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Duties of Corporate Directors 
Under the U.K. Companies Act
by Christopher Henley

Until the Companies Act 2006 (the “Act”)
there had never been any statutory
definition of the basic duties owed by a
director of a company under English law.
The Act includes the first statutory
statement of directors’ general duties, and
refines certain common law and equitable
rules previously only found in case law.
Under the Act, a director must now in
good faith fulfill his duties in a manner that
he considers would be most likely to
promote the success of the company for
the benefit of its members as a whole.  (For
a company with shares, its members are its
shareholders.) In fulfilling this duty, the
director must, so far as reasonably
practicable, have regard to: (1) the likely
consequences of any decision in the long
term; (2) the interests of the company’s
employees; (3) the need to foster the
company’s business; (4) relationships with
suppliers, customers and others; (5) the
impact of the company’s operations on the
community and the environment; (6) the
desirability of the company maintaining a
reputation for high standards of business
conduct; and (7) the need to act fairly as
between members of the company.

Notably, this provision requires a director in
the decision-making process to take into
account broader concepts of corporate
social responsibility.  The U.K. government
has advised that the list of factors is not
exhaustive but merely highlights areas of
particular importance, reflecting their wider
expectations with regard to responsible
business behaviour.  

In some situations however, any two or
more of the interests of the intended
beneficiaries could conflict.  For example,

there are different kinds of shareholders
with potentially opposing interests; some
are short term, whilst others are long term.
The overriding purpose of serving
shareholders and making a profit may
sometimes be difficult to balance against
the needs of the members, employees,
community and environment.  The
Explanatory Notes related to the Act make
it clear that the decision as to what will
promote success and what constitutes
success is one for the director’s judgement,
to be made in good faith.  However,
although business decisions of strategy
and tactics are primarily for the directors,
and not the courts, compliance with this
duty may create a difficult balancing act for
directors.  The Act further complicates the
decision of a director by not allocating any
particular weight to the various individual
factors.  What seems clear is that there is a
two-part test: a director must act in good
faith and must “have regard” to all of the
factors listed above.  

Even if one of the factors is irrelevant and
outweighed by other considerations, a
director will be required to have due
regard to all of the factors in every
decision.  This could potentially cause the
decision-making process to become
burdensome, and certainly slower.  Further,
the new requirements leave a number of
questions unanswered in relation to the
responsibilities of directors.  For example,
what does “to have regard” to a particular
factor mean?  Can a director “have regard”
to a factor without fully and properly
investigating every facet of that factor?
Some guidance is found in the Department
of Trade and Industry’s (the “DTI”)
guidance on key clauses.1 The DTI stresses

that the obligation to "have regard to" the
statutory factors cannot be discharged
merely by paying lip service to them:
directors must exercise the same level of
skill, care and diligence as they would in
carrying out any other function, at least as
far as is "practically possible in the
circumstances of any particular business
decision." Directors are therefore expected
to do all that they reasonably can to take
these factors into account.  

It is important in this context that directors
document that they have actively
considered how a particular decision will
impact the company's employees,
customers, suppliers, the environment and
its commercial reputation.2 However, since
a directors’ obligation is limited to “having
regard,” it may be sufficient for the board
minutes to state that the directors have
considered the six factors in reaching their
decisions, and limit the recording of
specific consideration of a factor to
situations in which it was particularly
relevant.  

Class Actions

The Act aims to “strip away outdated
regulation and generate savings for
business,” and the principle of
“enlightened shareholder value” requires
greater corporate social responsibility.  It is
possible though that these new
requirements could expose companies
organized under English law to class action
litigation as experienced by companies in
the U.S.

As a general rule of English law, if a wrong
is done to a company, only the company
itself (and not a shareholder) can bring an
action for damages or some other remedy.

U.K. CO M PA N I E S AC T CO N T I N U E S O N N E X T PAG E
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In practice, the directors must decide
whether or not to bring a claim.  Clearly, if
the wrong was done by the directors
themselves, or a majority of them, no claim
is likely to be pursued.  Unless shareholders
are able to force the board to bring a claim,
either by passing an ordinary resolution to
replace the existing directors with new
appointees, or by giving a direction to the
board by means of a special resolution, the
company and the shareholders will have no
remedy in respect of any loss that the
company has suffered.  Minority
shareholders can therefore find it difficult to
force directors to overturn their decision
not to bring an action.  However, where it
can be shown that an act amounts to a
“fraud on the minority” and that the
wrongdoers are in control of the company,
the courts have for some years allowed
minority shareholders to bring a "derivative
action," in effect allowing the shareholder
to prosecute a claim on behalf, and for the
benefit, of the company.

Prior to the Act there were four main
courses of action available to an aggrieved
minority shareholder: (1) a claim for a

breach of statutory contract; (2) a claim for
the company to be wound up on the
grounds that it is just and equitable to do
so; (3) a common law right to bring a
derivative action brought on behalf of the
company (provided that the company is
entitled to the relief sought, and that no
other remedy is available); and (4) a claim
that a company's affairs are being
conducted in a manner which is unfairly
prejudicial to the interests of some or all of
its members by the member on its own
behalf.  

All of these actions were difficult to bring
and rarely used.  The reasons for this
diffidence and almost total absence of
contemporaneous litigation over takeovers
in Britain when compared to the U.S.
include:
• The reluctance of British judges to 

interfere in market operations; the courts 
acknowledge that directors are in control 
of an entrepreneurial venture and that a 
degree of commercial risk-taking is a 
necessary part of earning a sufficient 
return on the capital invested.  Further, it 
has long been accepted that directors are
not liable for mere errors of judgment, 
nor will a director be disqualified 
from holding office on the grounds of 
"ordinary commercial misjudgment;"  

• The shareholders can ratify the 
transaction;

• No treble or punitive damages, or jury 
trials;

• English lawyers cannot take a share of 
the damages (although they are able to 
charge an uplift of up to 100% on their 
fees) and thus lawyers’ charging 
structures are different;

• Claims in England are now front-loaded 
as to costs;

• There is a lesser duty of care in the 
context of takeovers than in the U.S.;

• Action in Britain is taken against the 
directors on behalf of the company, so 
that there is no real prospect of direct 
personal benefit;

• The circumstances enabling 
shareholders to sue in Britain are much 
more limited;

• The duties imposed on corporate 
fiduciaries at common law and by 
statute are very different;

• There is no English equivalent of general 
corporate constituency statutes;

• The corporate opportunities doctrine is 
much less developed and extensive in 
Britain, partly owing to the historic 
hostility towards shareholders’ claims that
pervades English company law;

• Major difficulties obtaining evidence to 
support the alleged wrongdoing.  The 
case is almost always heard at an 
interlocutory stage for the purpose of 
determining the locus standi without 
discovery.  In the U.S. the issues of locus 
standi are a mixture of substance and 
procedure, with issues of fact and law.  
British courts treat the matter as being 
one of procedure only.

The new Act will replace all of the common
law on derivative claims.  Under the Act, a
derivative claim can now be brought in
respect of a cause of action arising from a
default by a director of the company.  It is
immaterial whether the cause of action
arose before or after the person seeking to
bring the action became a member of the
company.  Although under the Act a
director’s general duties will continue to be
owed to the company, and not to individual
shareholders, the Act provides shareholders

U.K. Companies Act
(CO N T I N U E D F RO M P R E V I O U S PAG E)

The Act includes the first

statutory statement of

directors’ general duties,

and refines certain common

law and equitable rules

previously only found in

case law. 

U.K.  CO M PA N I E S AC T CO N T I N U E S O N N E X T PAG E



page 10 | Debevoise & Plimpton Financial Institutions Report | Winter 2008

with a statutory right to bring an action to
enforce the company’s rights.  In cases of
negligence, default, breach of duty
(including breach of the proposed codified
duties) or breach of trust, the Act will allow
shareholders to sue directors, on behalf of
the company and with the consent of the
court.  Any damages awarded would be
payable to the company.  Since there will
no longer be a need to show any fraud on
the minority, minority shareholders will be
able to sue directors more easily.  

When hearing these types of actions, a
court must take into account:

• whether the member is acting in good
faith;

• the importance of the duty to promote
the success of the company;

• whether the cause of action results
from an act or omission that is yet to
occur, and whether this is likely to be
authorised by the company before it
occurs or ratified afterwards; and

• whether the actual omission in respect
of which the claim is brought gives rise
to a cause of action that the member
could pursue in his own right, rather
than on behalf of the company.

The situations in which a shareholder could
bring an action are wider ranging than
currently is the case, extending beyond
fraud to include claims for negligence,
default, breach of duty or breach of trust.  

Of course, until the new rules are applied in
practice, it is difficult to know whether the
number of derivative claims is likely to
increase.  The possibility of bringing claims
with respect to directors' negligence or
breach of duty without having to show any
'fraud on the minority', potentially means

that more claims are likely.  But even 
activist shareholders are still likely to be
discouraged from bringing such claims by
the fact that any damages recovered will go
to the company, and not the shareholder
personally.  Nevertheless, even before the
Act there seemed to be a growing interest
in large scale shareholder activism,
including a number of class actions.  Under
the Act, it will be easier for those with a
different agenda to promote that agenda
by challenging bona fide commercial
decisions.  One fear surrounding the Act is
that shareholders with short-term interests
could hijack the decision-making process
simply with the threat of legal action

against directors.  Equally, advocacy groups
will no doubt be considering the new
legislation, including groups focused on the
environment.  

However, one key potential reason for the
lack of future class actions is the “loser-pays
all costs” rule that keeps the English courts
less cluttered than those jurisdictions which
allow unfettered access to their courts.  The
underlying rationale is that if one party
causes another unreasonably to incur legal
costs, he ought as a matter of justice to
indemnify that party for those costs.

Funding by a third party used to be difficult
to structure.  However, third party funding is
now a viable method of financing a claim,
and the courts have recently confirmed that
where the funded claim is unsuccessful and
results in a costs order against the funder,
its costs will be capped at the amount of its
investment.  Further, the ready involvement
of the courts to administer multi-party
litigation more effectively, their belief that
access to justice through the medium of
third party funding is in the public interest,
and the interest of regulators in seeing
miscreants pay out as damages the actual
loss suffered by their victims may enable
shareholders to adopt a more active front,
which means that third party funding could
become more important in the future.  

Nevertheless, although there is now
considerable focus on good corporate
governance, it is unlikely that shareholder
derivative actions in Britain will acquire the
prominence of those in the States.
Speculative actions will remain checked by
the overriding discretion of the court to
award costs in full against the losing party,
and by the differences between the U.K.
and the U.S. outlined above.  

Finally, two questions must be asked: what
can any director do to protect his position,
and what might this change in the law
mean for providers of directors and officers
liability insurance?  A director should in any
event obtain an indemnity from her
employer and if she has any concerns about
its capability to pay out (whether financial
or because it may well be the company that
is suing her), she should also become the
beneficiary of directors and officers liability
insurance.  Many of the obstacles to the
effectiveness of this insurance were
removed in 2005 and many directors’

U.K. Companies Act
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contracts of employment set out their
requirements precisely, so that the second
answer follows affirmatively from the first.
A director would be well advised to ensure
that she is to be indemnified to the fullest
extent permitted by law, both in the
Articles of Association and in her service
contract.  This will protect her personal
position but may be resisted by institutional
shareholders.  One way of providing
continuing flexibility will be to allow the
indemnity to extend to the fullest extent
permitted by law but subject to such

exclusions as the board of directors may
from time to time determine, which enables
the board as a whole to consider the nature
and extent of the exclusions, and whether
to add to or reduce them.  The director
would also be well advised to ensure that the
indemnity continues following termination of
her appointment. �

Christopher Henley is international counsel in the
London office of Debevoise & Plimpton LLP.

chenley@debevoise.com

1 The DTI was replaced by the Department for 
Business, Enterprise and Regulatory Reform on June
28, 2007.

2 The government has suggested that the Bill does
not require any paper trail, and that to maintain a
paper trail is “excessively cautious,” but the fact is
that the practice is likely to emerge as a matter of
protection whereby more recordings of all these
considerations are actively made and retained. 

U.K. Companies Act
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SEC Approves NASD Rule Regarding Sales of 
Deferred Variable Annuities
by Linda Lerner

On September 7, 2007, the Securities &
Exchange Commission approved NASD Rule
2821 (the “Rule” or “Rule 2821”),1 which sets
forth the new rules applicable to members of
the Financial Institutions Regulatory
Authority, Inc. (“FINRA”) related to sales of
deferred variable annuities.  Rule 2821
contains requirements with respect to (1)
determining the suitability of the transaction
for the customer; (2) principal review and
approval of each sale of a deferred variable
annuity; (3) supervisory procedures for
variable annuity sales and exchanges; and (4)
training for both registered representatives
and reviewing principals.2 Rule 2821 has
been the subject of much industry debate.
Originally proposed in 2004, the rule was
scaled back in a series of four amendments.
The proposed rule and amendments were
hotly debated, generating 3,450 comment
letters from the public.  On November 6,
2007, in Notice to Members 07-53 (“NTM 07-

53”), FINRA set forth guidance as to the
interpretation of the Rule’s requirements and
announced that the Rule will become
effective on May 5, 2008.  On December 21,
2007, FINRA filed a proposed rule change
with the SEC to delay the effective date of
paragraph (c) of the Rule, dealing with
principal review and approval, until August 4,
2008, to permit further consideration of
certain concerns regarding subsection (c)
raised by member firms (discussed below), as
well as to provide additional time for firms to
make systems changes.

Applicability of the Rule

Rule 2821 is applicable to all purchases and
exchanges of deferred variable annuities and
initial subaccount allocations.  It is not
applicable to: (1) subsequent reallocations of
subaccounts; (2) funds paid after the initial
purchase or exchange, or to sales only
unaccompanied by a purchase (substitution);

or (3) transactions made in connection with a
tax-qualified, employer-sponsored retirement
or benefit plan that is a “qualified plan” (as
defined in Section 3(a)(12)(C) of the Securities
Exchange Act of 1934, as amended, or that
meets the requirements of Internal Revenue
Code (the “Code”) Sections 403(b), 457(b) or
457(f)) unless a FINRA member or any person
associated with a FINRA member makes
recommendations to an individual plan
participant regarding a particular deferred
variable annuity, in which case the Rule would
apply as to that individual participant to
whom the recommendation was made.

Requirements for
Recommendations of Deferred
Variable Annuities

Rule 2821 requires members to give the
customer information regarding deferred
variable annuities generally, and the specific
product being recommended.  Additionally,
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the member must obtain from the
customer information adequate to make a
suitability determination.  Subsection
(b)(1)(A) of the Rule describes the
information that must be given to the
customer prior to making a
recommendation and the analysis of the
customer’s needs that must be made by
the broker before making such a
recommendation.  The Rule does not
specify the form of disclosure required, but
mere delivery of the prospectus ordinarily
will not provide a reasonable basis to
believe that the customer has been
educated or informed about the material
features of a deferred variable annuity.3

Prior to making a recommendation, the
registered representative must have a
reasonable basis to believe that the
transaction is suitable, in accordance with
the general suitability requirements set forth
in NASD Rule 2310, and must also have a
reasonable basis to believe the following:

1. The Customer is Informed Generally
About Features of Deferred Variable
Annuities such as the potential surrender
period and surrender charge, potential tax
penalty for sales or redemptions prior to age
59 ½, mortality and expense fees, investment
advisory fees, potential charges for and
features of riders, the insurance and
investment components of deferred variable
annuities, and market risk.  NTM 07-53
cautions that registered representatives and
principals may not ignore product-specific
features.

2. The Customer Would Benefit From a
Variable Annuity, including tax-deferred
growth, annuitization, and/or a death or
living benefit.  This requirement relates to
deferred variable annuities generally.

3. The Particular Variable Annuity and its
Features Are Suitable for the Customer;
that is, the particular annuity being
recommended, as a whole, the underlying
subaccounts to which funds are allocated at
the time of the purchase or exchange of the
deferred variable annuity, and riders and
similar product enhancements, if any, are
suitable for the particular customer, based
on the information set forth below that must
be gathered about the customer.

NTM 07-53 cautions that a firm and its
brokers cannot adequately determine the
suitability of a transaction without knowing
the material features of the deferred variable
annuity in question.4

Specific Requirements for
Exchange Recommendations
Subsection (b)(1)(B) of the Rule sets forth the
factors that must be taken into consideration
when determining whether an exchange of
one deferred variable annuity for another is
consistent with the suitability determination
described above and whether the
transaction as a whole is suitable for the
particular investor.  Factors to be taken into
consideration include:

• Surrender charges imposed with respect
to the annuity being exchanged, the
commencement of a new surrender
period for the new annuity, the loss of
existing benefits and increased fees or
charges.

• Whether the customer would benefit from
product enhancements and
improvements.

• Whether the customer’s account has had
another deferred variable annuity
exchange within the preceding 36
months.  The firm must check its own
records and ask the customer whether an
exchange has occurred at any other
brokerage firm.

Information That Must Be
Obtained From the Customer
Subsection (b)(2) of the Rule requires the
member firm or one of its associated
persons, prior to recommending the
purchase or exchange of a deferred variable
annuity, to make reasonable efforts to obtain
a variety of information regarding the
potential purchaser and to consider that
information in making the suitability
determination.  Certain of this information,
such as the customer’s age, annual income,
investment objectives, liquid net worth, risk
tolerance and tax status may already have
been required to be obtained in connection
with the firm’s account opening and
maintenance processes, but other
information, such as financial situation and
needs, investment experience, intended use
of the deferred variable annuity, investment
time horizon, existing assets (including
investment and life insurance holdings), and
liquidity needs may not currently be
included in the firm’s customer account
documentation.  Thus, members may wish to
revise their new account information form
and, if that form is populated from a website

(CO N T I N U E D F RO M P R E V I O U S PAG E)
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questionnaire filled out by the customer or
the representative, the underlying
questionnaire.  NTM 07-53 points out that
deferred variable annuities are generally
considered to be long-term investments and
thus are not typically suited for investors with
short-term investment horizons.

Documentation by Registered
Representatives of Suitability
Determination
Rule 2821 requires the registered
representative making the recommendation
to sign a written document setting forth his
or her determinations regarding suitability.
The signed document must provide the
reviewing principal with enough information
to adequately assess whether the registered
representative complied with the Rule.

Principal Review and Approval
Subsection (c) of the Rule requires that prior
to submitting the application to the insurer,
but no later than seven business days after
the customer signs the application, a Series
24 or 26 registered principal must complete
a review of the application to determine
whether the transaction is suitable for the
customer based on the factors set forth
above.  The principal’s determination must
be documented and signed.  

Implicit in the seven day review requirement
is the utilization of some form signed by the
customer that will start the application
process and the running of this seven day
period.  If the member firm does not
currently utilize a customer application form,
it should consider developing a document
the customer will sign that will commence
the application process and the principal’s
seven day review period.  In its December
2007 filing to delay the effective date of
subsection (c), FINRA noted that some firms
believed that seven business days from
signing would not allow for adequate

principal review and requested that a
different timing mechanism be used.

All transactions must be treated as if they
were recommended.  However, in a case
where the principal determines that the
transaction was not recommended and does
not approve it, if the customer, after being
informed of the reason for the principal’s
disapproval, affirms that he or she wishes to
proceed, the application may be forwarded
to the insurance company.  In its December
2007 filing with the SEC, FINRA noted that
some firms had questioned whether broker-
dealers that make no recommendations to
customers and generally do not employ
principals to perform suitability reviews
should be subject to this provision.

To avoid conflict with NASD Rule 2330
prohibiting improper use of customer funds
and Rule 2820 requiring broker-dealers to
promptly transmit funds, a broker-dealer is
permitted to hold an application for a
deferred variable annuity (and the customer’s
non-negotiated check payable to the
insurance company) for up to seven business
days to allow time for the principal to
complete the Rule 2821 review.

An SEC exemption from its interpretation of
“promptly transmits” for purposes of the net
capital rule was also provided so as not to
subject member firms to higher net capital
requirements because customer checks for
variable annuities will be held during the
review period.  To avail itself of this
exemption, the transaction must be reviewed
by a principal within seven business days, the
customer’s check must be transmitted no
later than noon of the day following the
principal’s review, and the broker-dealer must
maintain a copy of each such check and a
record of the dates it was received from the
customer, and sent to the insurance
company or returned to the customer, if the
application is rejected by the broker-dealer.

In cases of captive broker-dealers that share
personnel with insurance companies that
issue deferred variable annuities, NTM 07-53
states that FINRA will consider the
application “transmitted” to the insurance
company only when the broker-dealer
principal, acting as such, has approved the
transaction provided that there are
safeguards in place to insure that the policy
is not issued prior to principal approval.5

In its December 2007 filing with the SEC,
FINRA noted that a number of member firms
had informed FINRA that insurers permit
firms to hold customer funds in a suspense
account at the insurer and had requested
that this efficient practice be permitted to
continue.

Surveillance for Inappropriate
Exchange Transactions
Subsection (d) of Rule 2821 requires member
firms to establish surveillance procedures to
review for variable annuity exchanges that
are inappropriate because they violate NASD
or SEC rules and to have policies and
procedures in place to implement corrective
measures against registered representatives
who engage in inappropriate exchanges.

Training
Subsection (e) of Rule 2821 requires member
firms to institute training programs to
familiarize registered representatives and
principals with (1) the requirements of the
Rule and (2) the features of the variable
annuity products offered by the firm.6 The
firm’s Continuing Education Plan will have to
be amended to provide for such training.

New Supervisory Procedures
Firms will need to update their written
supervisory procedures to demonstrate
compliance with the Rule, including a
description of the steps the registered
representative must take to transmit to the
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client the information about deferred
variable annuities generally and the
particular annuity being sold, obtain the
required information from the client, review
that information, make a suitability
determination, document the entire
information sharing and determination
process, describe how such documentation
will be maintained, and timely transmit the
necessary documentation to the principal
who will review the registered
representative’s initial suitability
determination.  The firm’s written supervisory
procedures will also need to be revised to
account for any new documentation to be
signed by the customer to commence the
application process, to outline the steps a
principal must take in reviewing the
registered representative’s suitability
determination, to maintain evidence of the
principal’s review of the suitability of the

transaction for the customer and the annuity
exchange activity of the representatives
submitting proposed transactions for review,
and to set forth which principals will conduct
such reviews.  �

Linda Lerner is counsel in Debevoise & Plimpton
LLP’s New York office.

llerner@debevoise.com

1 The National Association of Securities Dealers
(“NASD”) has changed its name to Financial
Institutions Regulatory Authority, Inc. or FINRA, but,
until the NASD and New York Stock Exchange rule
books are combined, the FINRA rules will continue to
be known as NASD rules.

2 Includes persons registered as General Securities Sales
Supervisors (Series 9/10), General Securities Principals
(Series 24) and Investment Company
Products/Variable Contracts Principals (Series 26).

3 NTM 07-53, endnote 8.

4 See NTM 07-53, footnote 9.  The failure of brokers
to understand the features of the variable annuity
products they are selling was noted by FINRA in its
Rule Proposal.

5 However, to minimize the time required for issuance,
the broker-dealer may insert information into a shared
data base provided no further steps are taken in the
issuance process.

6 Examples of features FINRA believes are not
understood by brokers and investors include the fact
that a minimum holding period is often necessary
before tax benefits outweigh higher fees imposed by
deferred variable annuities as opposed to other
investments and that a lower tax bracket of a senior
citizen might render tax benefits marginal or negative.
NTM 07-53, endnote 10. 

and affords increased flexibility to regulators
in the manner they apply Solvency II.  Such a
“principles-based” approach has already
been adopted by the Financial Services
Authority in the U.K. (the “FSA”) but is an
almost alien concept for regulators in some
other EU member states.

In the face of concerns as to the cost of
implementing Solvency II, the European
Commission has been at pains to point out
that, as well as offering incentives to insurers
(in the form of reduced capital requirements)
if they implement suitable risk management
and internal controls, the commercial effect
of implementing the Solvency II Directive will
be to enhance the international
competitiveness of the EU insurance sector.
As EU Internal Market Commissioner Charlie

McCreevy noted, Solvency II would represent
a particular challenge to U.S. insurers: “There
is a growing nervousness in the U.S. about
the EU surging ahead while the U.S. itself is
stuck with highly-fragmented insurance
regulation.  This proposal represents yet
another opportunity to give European
enterprises a head start in the global
economy.”1 Solvency II also seeks to
eradicate the regulatory duplication borne
hitherto by multi-jurisdictional insurance
groups within the EU which have had to
contend with different capital regulations in
different jurisdictions.  Following the
implementation of Solvency II, such groups
would in the future be supervised by a new
“Group Supervisor” located in the insurer’s
home territory.

Key Changes

To a significant extent, the Solvency II
proposals follow the “principles-based”
approach to regulation already implemented
by the FSA and as proposed in the State of
New York by the Superintendent of
Insurance, Eric R. Dinallo.  Whereas the driver
behind Solvency I had been capital
adequacy, the European Commission has
clearly accepted that capital adequacy alone
is insufficient to protect consumers and that
the emphasis of Solvency II should be to
place a greater degree of reliance on risk
management and increased governance and
transparency as the basis for ensuring
adequate solvency, such solvency in future to
be based on the risk profile of each individual
undertaking.
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The key changes to be introduced by
Solvency II include:

Supervisory Review Process (“SRP”). Each
insurance entity will have a supervisor with
broad investigative and regulatory powers.
The supervisor will be responsible for
evaluating the risk profile of the insurer and
the risks, present and future, that the insurer
faces through regulatory review by the
supervisor, in conjunction with the firm.  The
SRP will enable the supervisor to consider the
insurer’s ability to withstand losses and
adverse economic conditions and enable the
management and governance of the insurer
to be considered alongside its capital
requirements, insurance technical provisions
and investment rules.  In connection with the
SRP, the supervisor will have wide powers to
require changes and improvements, including
the right to impose increased capital
requirements and enhanced internal risk-
management procedures.

Risk Management and Internal Governance
Procedures.  Each firm will be required to
develop, make public and implement a
transparent and well documented internal
system of governance to demonstrate sound
and prudent management of the company
and to be proportionate to the scale,
complexity and diversity of its insurance
operations.  The SRP will include a review of
such internal risk management including as to
underwriting, risk concentration, reserving
and liquidity, as well as risk mitigation
management within the company.  As U.K.
insurers have already become aware
following the implementation of “principles-
based” regulation by the FSA, one
consequence of the heightened emphasis on
risk management is to identify clearly the
individuals within the organisation with whom
responsibility lies, and accordingly increase
the risk to senior management in becoming
directly responsible for internal risk-
management procedures.  

Solvency Capital Requirement (“SCR”).  A
new solvency standard, to be calculated at
least once a year and made public, will be
introduced for all EU insurance companies.
The SCR is a higher level of capital sufficiency
than the minimum capital requirement, which
is the level of capital below which the insurer
may not fall if it is to continue to be
authorised.  The SCR is intended to reflect all
quantifiable risks that the insurer might face

including underwriting risk, market risk, credit
risk and operational risk as part of the overall
approach in Solvency II, whereby the specific
insurer is to be reviewed according to its own
business profile and risk management
processes.  Rather than imposing a “one size
fits all” model, individual insurers will have
the ability, subject to agreement with their
supervisor, to develop and apply for an
internal regulatory capital requirement of
their own which can either be an internal
model or a hybrid which includes some of the
standard formulae from the SCR and some
internal model elements.  Due to the
publicity requirements surrounding the SCR, 

it will be possible for third parties to have
wide access to information demonstrating
how an insurer’s SCR has been comprised.

Own Risk and Solvency Assessment 
(“ORSA”).  As part of the reporting process
to supervisors, insurers will have to develop
and report by means of an ORSA, which will
provide a detailed internal assessment by the
insurer as to the risks it faces.  Additionally,
the ORSA will demonstrate how those risks
are being measured and taken into account
in the assessment of the insurer’s solvency
requirement.  The ORSA will clearly highlight
the depth and quality of internal risk
assessment and reporting procedures and
will be an important tool in the supervisory
process.  

Annual Report on Solvency and Financial 
Condition.  In furtherance of the third pillar
of Solvency II and the aim for heightened
transparency, each EU insurer will have to
prepare and publish annually a report on its
solvency and financial condition.  This report
will be public and will describe the insurer’s
financial performance, its governance system
and the risks faced by the insurer.  The
specific requirements as to content of the
annual report on solvency and financial
condition have yet to be determined by the
European Commission, but the requirement
to make public such level of information will
be a significant step forward in allowing
transparency, particularly since capital
management and risk exposure and
concentration information has to be made
public.

Group Supervision.  In addition to the
introduction of a supervisor for each insurer,
Solvency II provides for supervision at the
group level by the appointment of a “Group
Supervisor” to be the single supervisor for
the group as a whole.  The Group Supervisor
will be provided with information on a group
basis, including a group-level SCR
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calculation.  In addition to giving groups the
benefit of diversification credits in the
calculation of a group level SCR, the directive
also will enable groups to cover their SCR
through providing group support in addition
to individual insurance assets.

Effects of Solvency II

Solvency II will have a significant impact on
insurers throughout the EU, but the effects of
Solvency II and the necessary mindset to
move to a risk-based regulatory capital and
reporting regime will require greater change
in those countries that have not yet adopted
a risk-based approach, particularly a risk-
based capital adequacy standard.  Some EU
member states have already anticipated the
reforms introduced by Solvency II, particularly
the U.K. and the Netherlands (and
Switzerland which, although not a member of
the EU, has followed the EU’s single market
directives in implementing similar regulation
of its own).  For insurers in these countries,
and for their regulators, the changes brought
about by Solvency II will be much less
dramatic than the impact that will be felt in
Spain, Greece and Portugal for example.

There is much additional detail to be
provided by the EU over the years leading up
to the planned implementation of Solvency II

in 2012, but commentators are already
identifying those who are likely to benefit
from Solvency II as including insurance
groups with a diversified portfolio which will
now reap the rewards of diversification
credits in their capital adequacy requirements
and insurance groups generally, which will be
able to benefit from a single Group
Supervisor and group regulation as opposed
to the current diversity of regulation across
different EU territories.  

Although small insurers may bear a
disproportionate cost in connection with the
implementation of Solvency II, and monoline
and non-diverse insurers will not benefit from
diversification credits, at least the smallest
insurers have the ability to opt out of
Solvency II if they wish.  The cost burden on
smaller and monoline insurers, and lack of
diversification credits in assessing regulatory
capital requirements, has been highlighted as
a trigger for possible consolidation in the
European insurance sector through increased
M&A activity.  

For the regulators themselves, the multi-
faceted approach under Solvency II will test
the regulatory culture in some EU
jurisdictions as well as highlighting what
industry observers already believe is a

shortage of skilled regulatory and
compliance specialists both in the industry at
large and within regulatory authorities.  

For the consumer (i.e., the policyholder), the
short term risk is likely to be that the cost of
implementation of Solvency II will be passed
on by way of increased premiums or lower
returns; the benefits, at least for the more
discerning, will be greater access to
information and the benefits of greater risk
management, as well as heightened levels 
of risk understanding, within insurance
groups.  �

Jeremy Hill is a partner in Debevoise & Plimpton
LLP’s London office.
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