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Glossary of terms
Terms and abbreviations used throughout this report are set out below.
Term

Definition

APS
BEL
Brexit

Actuarial Profession Standard
Best Estimate Liabilities
The UK's decision to leave the European Union.

BTA
Capita
CFO
CMF
CMGLAS
CMIGL
CMWPF
Communication
Regulations

Business transfer agreement
Capita Life and Pensions Limited
Chief Financial Officer
Clerical Medical Finance Plc
Clerical, Medical and General Life Assurance Society
Clerical Medical Investment Group Limited
Clerical Medical With-Profits Fund
The Financial Services and Markets Act 2000 (Control of Business Transfers)
(Requirements on Applicants) Regulations 2001.

Corporate Pensions
Business

ZAL’s UK workplace pensions and savings business that is administered on the
DC Platform or CS Platform.

CS Platform

One of two platforms on which the Corporate Pensions Business within Zurich
UK Life is administered.

CWP
DC Platform

Conventional with profits
One of two platforms on which the Corporate Pensions Business within Zurich
UK Life is administered.

DCP Fund
EBC
EEA
Effective Date

Defined Charge Participating Fund
Employment Benefit Consultants
European Economic Area
The date on which the Scheme becomes effective, which is 1 July 2019.

Excluded Assets

All of ZAL’s assets not used exclusively in the Transferred Business, together
with certain other assets, such as contracts and the Excluded Policies, which
ZAL and SWL have agreed should not transfer to SWL.

Excluded Business

Collective of the Excluded Policies, Excluded Assets and Excluded Liabilities.

Excluded Liabilities

Liabilities related to the Excluded Policies, the Excluded Business, the Excluded
Assets, any tax attributable to any member of ZAL’s group and all obligations
and liabilities relating to the Transferred Business referable to the period prior to
the Effective Date (including any mis-selling and mis-administration liabilities).

Excluded Policies

The Excluded Policies are those policies issued by ZAL that the parties have
agreed will not transfer to SWL on the Effective Date. These are any policies that
are not part of ZAL’s Corporate Pensions Business, and the following classes of
Corporate Pensions Business:
•
•
•
•

FCA
February 2019

A small number of policies issued to the pension schemes based in the
Channel Islands
Policies invested in the 100:0 Fund or 90:10 Fund, or whose conditions
permit investment in either of those funds,
Policies invested in the Secure Managed Fund, or whose conditions
permit investment in that fund; and,
One group of Stakeholder Pension Plans, all of which relate to a specific
employer and are administered under ZAL’s freedom of services
passporting rights into Portugal.

Financial Conduct Authority
3
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Term

Definition

FRC
FSMA
GAR
Guernsey Scheme

Financial Reporting Council
Financial Services and Markets Act 2000
Guaranteed annuity rate
A scheme to be presented to the Royal Court of Guernsey to ensure the
effective transfer of certain Transferred Policies who are resident in Guernsey
Group Self-Invested Pension Plan
Institute and Faculty of Actuaries
Independent Governance Committee
A business transfer agreement between ZAL and SWL relating to the sale of the
Corporate Pensions Business and associated assets and liabilities of ZAL.

GSIPP
IFoA
IGC
Part VII BTA
ISA
Island Schemes
IWALCO
Jersey Scheme
LBG
LBGI 2015 Scheme

Legal Notice

Individual Savings Account
The Guernsey Scheme and the Jersey Scheme collectively
Insurance & Wealth Asset & Liability Committee (SWL)
A scheme to be presented to the Royal Court of Jersey to ensure the effective
transfer of certain Transferred Policies who are resident in Jersey
Lloyds Banking Group
An insurance business transfer scheme pursuant to Part VII of FSMA under
which the long-term insurance business of eight authorised insurance
companies from within the Lloyds Banking Group Insurance Division was
consolidated into a single legal entity.
A notice stating that the application for the Scheme has been made.

MA
MVR
Notification
Requirements

Matching Adjustment
Market value reduction
The notification requirements set out in the Communication Regulations.

ORSA
Platform BTA

Own Risk and Solvency Assessment
A business transfer agreement between SIML and SWASL, relating to the sale
of the Corporate Pensions Business owned by SIML and the CS Platform, and
associated infrastructure, assets and business.
Principles and Practices of Financial Management

PPFM
PRA
RAG system
Residual Assets

Residual Business

Prudential Regulation Authority
red/amber/green system
Any asset comprised in or relating to the Transferred Business, which the Court
does not have jurisdiction to transfer or which the parties agree should not
transfer or which cannot be transferred for any other reason on the Effective
Date.
Collective of the Residual Policies, Residual Assets and Residual Liabilities.

Residual Liabilities

Any liability comprised in or relating to the Transferred Business which the Court
does not have jurisdiction to transfer or which the parties agree should not
transfer or which cannot be transferred for any other reason on the Effective
Date.

Residual Policies

Policies intended to transfer under the Scheme but which cannot be transferred
for any reason on the Effective Date.

RIY

Reduction in Yield

Rothesay
RPI

Rothesay Life Plc
Retail price inflation
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Term

Definition

Scheme
Scheme Report

The proposed Insurance Business Scheme by which part of the insurance
business of ZAL will be transferred to SWL.
This report on the Scheme.

SCR

Solvency Capital Requirement

SFCR
SIML
SIPP
SLIM
SSC
SW Plc
SWASL
SWFLAS
SWGL
SWL
SWRBS
SWSL
SWWPF
TAS
TMTP
Trading
Suspension Period

Solvency and Financial Condition Report
Sterling ISA Managers Limited
Self-Invested Pension Plan
Simplified Local Internal Model (ZAL)
State Street Corporation
Scottish Widows Plc
Scottish Widows Administration Services Limited
Scottish Widows Fund and Life Assurance Society
Scottish Widows Group Limited
Scottish Widows Limited
Scottish Widows Retirement Benefits Scheme
Scottish Widows Services Limited
Scottish Widows With-Profits Fund
Technical Actuarial Standard
Transitional Measure on Technical Provisions
The period overlapping the Effective Date during which no actions involving the
application of a unit price will be carried out in relation to the Transferred
Business.
The benefit of the Transferred Policies, the investment assets relating to the
Transferred Policies, ZAL’s rights and benefits under certain business contracts
relating to the Transferred Business (including certain investment contracts and
client service agreements), all records relating to the Transferred Business and
any other property and rights used exclusively in the Transferred Business.
Collective of the Transferred Policies, Transferred Assets and Transferred
Liabilities.

Transferred Assets

Transferred
Business
Transferred
Liabilities

All obligations of ZAL under each Transferred Policy and other contract which
forms part of the Transferred Business to the extent they are to be performed
following the Effective Date and all obligations and liabilities of ZAL that relate to
the ownership of the Transferred Assets or the operation of the Transferred
Business by SWL after the Effective Date

Transferred
Policies

UKISA

All insurance policies issued by ZAL under which any liability remains
outstanding at the Effective Date, other than the Excluded Policies.
The precise list of Transferred Policies will be set out on a CD-ROM to be
exchanged between ZAL and SWL shortly before the Effective Date.
Zurich Financial Services (UKISA) Limited

UWP
Waiver(s)
ZAL

Unitised with profits
Waiver(s) in respect of one (or more) of the Notification Requirements
Zurich Assurance Ltd

ZAL Notification
Pack
ZES

An information pack that will be circulated by ZAL to policyholders setting out
various details of the Scheme.
Zurich Employment Services Limited

Zurich UK Staff
Pension Scheme

A pension scheme that employees of ZES who were employed prior to March
2007 participate in.
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Term

Definition

ZIG

Zurich Insurance Group Ltd

Zurich UK Life

An internal Zurich management reporting unit. It is used to collectively refer to
ZAL, SIML, the part of Zurich Insurance Company Ltd that reassures ZAL
business and a number of smaller legal entities.

February 2019

6

Scheme Report | Hymans Robertson LLP

1

Introduction

Nature of the transaction between the parties
1.1

On 11 October 2017, Zurich UK Life agreed to sell its workplace pensions and savings business
(“Corporate Pensions Business”) and an administration platform known as the “CS Platform” to Lloyds
Banking Group (“LBG”). The transaction comprised two principal elements:
•

•

A business transfer agreement between Sterling ISA Managers Limited (“SIML”) and Scottish
Widows Administration Services Limited (“SWASL”). This related to the sale of the Corporate
Pensions Business owned by SIML and associated assets and liabilities, as well as the CS Platform
and associated infrastructure, assets and business (“Platform BTA”).
A business transfer agreement between Zurich Assurance Ltd (“ZAL”) and Scottish Widows Limited
(“SWL”) relating to the sale of the majority of the Corporate Pensions Business owned by ZAL and
the associated assets and liabilities (“Part VII BTA”). The business that is in scope of the Part VII
BTA is referred to in this report as the “Transferred Business”.

1.2

The sale of the business in scope of the Platform BTA, including the transfer of Zurich UK Life staff who
administered the Corporate Pensions Business, completed on 3 April 2018. Since the Part VII BTA
involves the transfer of insurance business, there is a statutory requirement for the parties to carry out a
scheme under Part VII of the Financial Services and Markets Act 2000 (“FSMA”). This ensures
appropriate scrutiny of the proposals and protection for policyholders.

1.3

The Corporate Pensions Business owned by SIML comprised the following types of investment contracts:
•
•
•

1.4

The Corporate Pensions Business owned by ZAL comprises the following types of insurance policy:
•
•
•
•
•
•
•
•

1.5

Group Self Invested Pension Plan (“GSIPP”);
Zurich Stocks and Shares Individual Savings Account; and
Zurich Investment Account.

the policy of insurance known as the Zurich Master Trust Master Policy in respect of the Zurich
Master Trust (now known as the Scottish Widows Master Trust);
Zurich Occupational Money Purchase Plan;
Zurich Group Personal Pension Plan;
Zurich Group Stakeholder Pension Plan;
Zurich Group Transfer Plan;
Zurich Group Additional Voluntary Contributions Plan;
the policy of insurance known as the Zurich Pooled Trustee Investment Plan in respect of the GSIPP
issued to the trustee of the Zurich GSIPP (now known as the Scottish Widows GSIPP); and,
Corporate Investment Plan.

The Corporate Pensions Business is administered across two platforms:
•
•

The “DC Platform”, and
The “CS Platform”.

1.6

The CS Platform was previously owned by SIML and, following the completion of the Platform BTA, it is
now owned by SWASL. All of the Corporate Pensions Business previously owned by SIML (and now
owned by SWASL) is administered on the CS Platform.

1.7

The DC Platform is owned by ZAL. Some of the Corporate Pensions Business owned by ZAL is
administered on the CS Platform and the remainder is administered on the DC Platform. A project to move
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the administration of the Transferred Business on the DC Platform to the CS Platform is underway and is
expected to complete by the Effective Date.
1.8

ZAL’s Corporate Pensions Business was previously administered by SIML. ZAL previously worked in
tandem with SIML to administer its Corporate Pensions Business. From the date that the Platform BTA
completed, SWASL and SWL agreed to provide services to SIML and ZAL according to the terms of a
Transitional Services Agreement (“TSA”) dated 11 October 2017, as amended by a deed dated 3 April
2018. The terms of the agreement provide for SWASL to administer ZAL’s Corporate Pensions Business
on a temporary basis.

1.9

The parties have agreed to migrate all of the Transferred Business from the DC Platform to the CS
Platform.

1.10 Since SWASL did not agree to purchase the DC Platform under the terms of the Platform BTA, the TSA
also provides for SIML and ZAL to provide access to SWASL in respect of the DC Platform, so that
SWASL is able to carry out the administration of that part of ZAL’s Corporate Pensions Business which is
operated on the DC Platform.
1.11 In accordance with the terms of the Part VII BTA, ZAL and SWL now propose to implement a scheme of
transfer pursuant to Part VII of FSMA (the “Scheme”) in order to effect the transfer – from ZAL to SWL –
of the insurance business acquired by SWL.
1.12 In addition, in order to ensure the effective transfer of certain Transferred Policies held by policyholders
who are resident in Jersey and Guernsey, ZAL and SWL are also proposing to implement separate
schemes to be presented to the Royal Court of Jersey and the Royal Court of Guernsey (the “Jersey
Scheme” and the “Guernsey Scheme” respectively, and the “Island Schemes” collectively).
1.13 The terms of the TSA provide for the administration services provided by SWASL to ZAL in relation to
ZAL’s Corporate Pensions Business to continue up to the Effective Date of the Scheme. The duration of
the TSA can be extended if the Scheme does not become effective in line with the agreed timescales.
Insurance Business Transfers and the role of the Independent Expert
1.14 The transfer of insurance business between insurance companies in the United Kingdom (“UK”) is
achieved by means of the process set out in Part VII of FSMA. Under this process, the terms of the
transfer must be considered and approved by a court. Where both companies are registered in England
and Wales the relevant court is the High Court of Justice in England and Wales (the “Court”). The
application made to the Court must also include a report by an Independent Expert on the terms of the
transfer.
Instructions
1.15 I have been instructed jointly by ZAL and SWL to report in the capacity of the Independent Expert on the
terms of the Scheme.
1.16 My appointment as the Independent Expert pursuant to Section 109 of FSMA has been approved by the
Prudential Regulation Authority (“PRA”), having consulted with the Financial Conduct Authority (“FCA”).
1.17 The purpose of my work is to provide a comprehensive report (the “Scheme Report”) on the likely effects
of the proposed Scheme. My report is primarily for the purpose of assisting the Court in considering the
Scheme presented to it for sanction under Section 111 of FSMA.
1.18 My instructions extend to consideration of the impact of the Island Schemes.
1.19 My fees for preparing the Scheme Report will be met equally by ZAL and SWL.
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Scope of the Scheme Report
1.20 My Terms of Reference, which include rules on expert evidence, are set out in Appendix 1 and have been
approved by the PRA and the FCA.
1.21 The Scheme Report considers the likely effects of the terms of the Scheme in general but its principal
focus is to consider the impact of the Scheme on policyholders of ZAL and SWL. The Scheme Report
considers how the Scheme will affect the security and likely benefit outcomes for various policyholder
groups: those policyholders who will be transferred to SWL by the Scheme; those policyholders who will
remain with ZAL; and SWL’s existing policyholders. However, within these broad classes, consideration
has been given to the impacts on sub-groups to ensure that the Scheme does not affect their interests
inappropriately.
1.22 Since the Scheme is part of a wider transaction between Zurich UK Life and LBG, the Scheme Report
considers the impact of other parts of the transaction on the implementation of the Scheme and the
effects on policyholders, if any.
1.23 The Island Schemes are in all material terms identical to the Scheme presented in the UK. Unless there
has been a specific need to address features of the Jersey or Guernsey business, the impact on these
policyholders is addressed within the general assessment of the Scheme set out in the Scheme Report.
Accordingly, references to the Scheme should be taken to include the Island Schemes and my
conclusions in respect of the Scheme apply equally to the Island Schemes.
Structure of the Scheme Report
1.24 The Scheme Report is structured as follows:
Section 1. Introduction
Section 2. Summary and Conclusions
Section 3. Background to Zurich Assurance Ltd
Section 4. Background to Scottish Widows Limited
Section 5. Outline of the Transaction and the Scheme
Section 6. Practical Implementation of the Scheme
Section 7. Financial Positions of ZAL and SWL on the Effective Date
Section 8. Transferred Policies
Section 9. Excluded Policies
Section 10. SWL’s Existing Policies
Section 11. Other Stakeholders
Section 12. Policyholder Communications
Section 13. The Island Schemes
Section 14. Consequences of the Scheme not completing
Section 15. Summary of Conclusions
Section 16. Certificate of Compliance
Regulatory and Professional Guidance
1.25 The Scheme Report has been prepared in line with the regulatory requirements of the PRA (“The
Prudential Regulation Authority’s approach to insurance business transfers” April 2015), the FCA
(Chapter 18 of the Supervision Manual of the FCA Handbook, “SUP18”). Compliance with these
requirements is demonstrated in Appendix 2. The Scheme Report has also been prepared in line with the
FCA guidance set out in “FG 18/4: The FCA’s approach to the review of Part VII insurance business
transfers”.
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1.26 The Financial Reporting Council (the “FRC”) has issued Technical Actuarial Standards (“TAS”) to apply to
work undertaken by actuaries in the UK. The work undertaken in preparing the Scheme Report has
been subject to and complies with the following TAS:
•

TAS 100: Principles for Technical Actuarial Work

•

TAS 200: Insurance

1.27 Actuarial Profession Standard APS X2 issued by the Institute and Faculty of Actuaries (the “IFoA”)
requires me to consider whether an independent peer review of my work should be undertaken. I
consider that it is necessary and a peer review of the Scheme Report has been undertaken by my
colleague, Stephen Makin FFA CERA, who has appropriate knowledge and experience to undertake this
review and has not been involved in the preparation of the Scheme Report. For the avoidance of doubt,
the conclusions set out the Scheme Report are mine, and I remain responsible for them.
Qualifications and Disclosures
1.28 I have provided the PRA and the FCA with a statement of my suitability and my independence to fulfil the
role of the Independent Expert reporting on the proposed Scheme.
1.29 I am a Fellow of the Institute and Faculty of Actuaries, having qualified in 1980. I hold the Chief Actuary
(Life) and With-Profits Actuary practising certificates issued by the IFoA which are required by actuaries
fulfilling those functions for life insurance companies.
1.30 I have been employed as a Senior Life Consultant by Hymans Robertson LLP, based in its Edinburgh
office since August 2016.
1.31 I have wide ranging experience of life insurance business gained as an executive in the insurance
industry (in actuarial and financial roles), as well as that gained as a consulting actuary over more than 20
years. In particular, I have held roles as the head of the actuarial function or with-profits actuary for a
number of companies. I have also considerable experience in the requirements of the Part VII process,
having acted as the Independent Expert on a large number of transfers previously or as the actuarial
function holder of one of the firms involved in such a transfer.
1.32 In detailing my independence, the following matters were disclosed:
•

I have not undertaken any assignments on behalf of ZAL or SWL (or their associated companies)
in the 5-year period immediately prior to my engagement;

•

Hymans Robertson has provided services to entities within the Lloyds Banking Group (the ultimate
parent of SWL) and to subsidiaries of Zurich Insurance Group Ltd (the ultimate parent of ZAL). The
fees related to these services have not amounted to more than 1.0% of Hymans Robertson’s gross
aggregate revenues over the period from 31 March 2014 to 31 December 2017.

•

I have no direct interests in the shares of, policies or financial instruments issued by, ZAL, SWL or
their associated companies. My wife is the holder of 3505 shares in Lloyds Banking Group plc,
valued at approximately £2,033 (as at 21 January 2019).

1.33 Having considered this statement of suitability and independence, the PRA has confirmed my
appointment.
Reliances and Limitations
1.34 The principal documents which I have reviewed in preparing the Scheme Report are listed in Appendix 3.
I have also had access to and discussions with senior management of ZAL and SWL to assist in its
completion. I have relied upon the accuracy of the written and oral communications and have not
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independently verified them. I am satisfied with the reasonableness and consistency of the information
and explanations provided by ZAL and SWL from my own experience of the insurance industry.
1.35 I have considered if any elements of the Scheme and its implementation introduce matters which are
outwith my professional and practical experience as an actuary working in the life and financial services
industry. In particular, I have considered whether there are any aspects of the Scheme which rely on
novel legal or tax opinions or advice and which would materially influence my assessment of the Scheme
and the conclusions which I have reached. In my opinion, there are no such features present in the
Scheme and I have not considered it necessary to seek expert advice on such matters.
1.36 The Scheme Report should be considered in its entirety as, if taken in isolation, individual sections could
be misleading. I have, separately, provided a summary of the Scheme Report for inclusion in the
communications to be sent to the various groups of policyholders (and, where relevant, distributed to any
persons requesting a copy of such communications). Any other purported summary of the Scheme
Report or part thereof should not be treated as having been approved or authorised by me.
1.37 The Scheme Report has been prepared for and may be used by:
•

the Court, to assist it in considering and approving the Scheme;

•

the Royal Court of Jersey and the Royal Court of Guernsey to assist them in considering the
Jersey Scheme or the Guernsey Scheme, respectively;

•

the directors and senior management of ZAL and SWL, to assist in the decision to present the
Scheme to the Court;

•

the PRA and the FCA;

•

the Guernsey Financial Services Commission and the Jersey Financial Services Commission;

•

the insurance regulator of any European Economic Area (“EEA”) country who requests a copy of
the Scheme Report; and

•

the professional advisers of any of the above assisting in the development or implementation of the
Scheme.

1.38 Prior to its lodgement with the Court, the Scheme Report (or drafts thereof) may also be provided to the
management and advisors of ZAL and SWL (and their associated companies) who have reasonable
requirement to have a copy in the execution of their duties or to ensure the effective implementation of
the Scheme. For this purpose, “advisor” includes the statutory auditor of each of ZAL and SWL, where
required for the purpose of completing the audit.
1.39 In accordance with the legal requirements under FSMA, copies of the Scheme Report and any summary
approved by me may be made available to policyholders of ZAL and SWL and to other interested parties.
The Scheme Report will be made available for inspection by policyholders on the ZAL and SWL websites.
A summary of the Scheme Report, along with other Scheme documentation and an explanatory
memorandum, will be sent to certain policyholders in line with the communications programme agreed
with the PRA and FCA, if approved by the Court.
1.40 I will prepare a supplementary report for the Sanctions Hearing at which the approval of the Scheme will
be considered to confirm (or otherwise) the conclusions set out in the Scheme Report in the light of
changed circumstances, if any.
1.41 Other than as set out in 1.37 above, the Scheme Report and the supplementary report (or any summary
or extract of them), should only be published after receiving my written consent.
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1.42 The Scheme Report has been prepared on an agreed basis for ZAL and SWL and must not be relied
upon for any other purpose than that intended, namely to report to the Court on the terms of the Scheme.
No liability will be accepted for use of the Scheme Report for any other purpose than for which it was
intended, nor for any misunderstanding of any aspect of the Scheme Report by any user. In particular, no
liability will be accepted under the terms of the Contracts (Rights of Third Parties) Act 1999. Draft
versions of the Scheme Report may not relied upon for any purpose and must not be used or distributed
by ZAL or SWL (or any other party receiving such a draft).
1.43 No part of this Scheme Report should be taken as investment advice or a recommendation to maintain,
surrender, invest further or refrain from investing in policies issued by either ZAL or SWL.
Overview of Scheme
1.44 The Scheme is expected to become effective on 1 July 2019 (the “Effective Date”).
1.45 The Scheme is expected to transfer 364,594 policyholders.
1.46 As at 31 December 2017, this constitutes a £21bn liability on ZAL’s regulatory balance sheet (total value
of Solvency II technical provisions). The total value of unit linked policyholder funds transferring to SWL is
£21bn.
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2

Summary and Conclusions

Background to Zurich Assurance Ltd and to Scottish Widows Limited
2.1 My opinions on the Scheme have been informed by my understanding of Zurich Assurance Ltd (“ZAL”)
and of Scottish Widows Limited (“SWL”). My understanding of the two companies has been developed
by reviewing the documents set out in Appendix 3.
2.2

2.3

My review has looked at the following aspects of each company insofar as they are relevant to the
Scheme:
•

History (including any prior schemes under Part VII of FSMA);

•

Group structure;

•

Lines of business currently being written and those that remain on the books;

•

Fund structure;

•

How each fund is managed and interacts with other funds;

•

Financial position;

•

Capital management policy; and

•

Risk profile.

Further information is included in Section 3 (for ZAL) and Section 4 (for SWL).

Outline of the Transaction and the Scheme
Outline of the Transaction
2.4

2.5

2.6

Zurich UK Life’s workplace pensions and savings business comprised:
•

Platform infrastructure and investment business owned and operated by ZAL’s sister company
Sterling ISA Managers Limited (“SIML”), and

•

Insurance business written by ZAL but administered by SIML.

On 11 October 2017, SIML and ZAL agreed to sell their Corporate Pension Business and the administration
platform known as the “CS Platform” to Scottish Widows Administration Services Limited (“SWASL”) and
SWL. The transaction comprised two business transfer agreements (“BTAs”):
•

The Platform BTA and,

•

The Part VII BTA

The transfer of the business sold under the Platform BTA was completed on 3 April 2018. The business
which was the subject of this transaction is investment business not conducted within an insurance
company environment. The Scheme will give effect to the transfer of business sold under the Part VII
BTA.

Outline of the Scheme
2.7

On the Effective Date of 1 July 2019, ZAL’s Corporate Pensions Business policies - excluding certain
classes noted below - will transfer to SWL (the “Transferred Policies” and individually a “Transferred
Policy”). The Transferred Policies will include any policies which have lapsed but which SWL
subsequently decides to reinstate as well as all proposals and offers that ZAL has received prior to the
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Effective Date which would have become Transferred Policies if ZAL had decided to accept the
application.
2.8

All of the assets of ZAL’s Corporate Pensions Business related to the Transferred Policies (the
“Transferred Assets”) will transfer to SWL.

2.9

The Transferred Business will be allocated to SWL’s Combined Fund on and from the Effective Date.

2.10 All obligations under each Transferred Policy and other contract which forms part of the Transferred
Business, to the extent they are to be performed following the Effective Date, together with all obligations
and liabilities that relate to the ownership of the Transferred Assets or the operation of the Transferred
Business (the “Transferred Liabilities”) will be transferred to SWL and allocated to the Combined Fund
on and from the Effective Date.
2.11 The policy types within ZAL’s Corporate Pensions Business that will not be transferred under the Scheme
or under either of the Island Schemes are:
•

A small number of policies issued to pension schemes based in the Channel Islands;

•

Policies invested in the Zurich 100:0 Fund or 90:10 Fund, or whose terms and conditions permit
investment in that fund;

•

Policies invested in the Secure Managed Fund, or whose terms and conditions permit investment
in that fund; and,

•

One group of Stakeholder Pension Plans, all of which relate to a specific employer and are
administered under ZAL’s freedom of services passporting rights into Portugal.

2.12 In this report, the term “Excluded Policy” (collectively the “Excluded Policies”) is used to refer to any
insurance policy issued by ZAL that is not a Transferred Policy. Excluded Policies include both those
policies listed above and all of ZAL’s policies which are not part of its Corporate Pensions Business.
2.13 All of ZAL’s assets not used exclusively in the Transferred Business, together with certain other assets,
such as business contracts and the Excluded Policies, which ZAL and SWL have agreed should not
transfer to SWL are referred to as “Excluded Assets”. Liabilities related to the Excluded Policies, any
tax attributable to any member of ZAL’s group and all obligations and liabilities relating to the Transferred
Business referable to the period prior to the Effective Date (including any mis-selling and misadministration liabilities) are referred to as “Excluded Liabilities”.
2.14 In this Scheme Report, the Transferred Policies, the Transferred Assets and the Transferred Liabilities
are referred to collectively as the “Transferred Business”. Similarly, Excluded Policies, Excluded Assets
and Excluded Liabilities are referred to collectively as the “Excluded Business”.
2.15 SWL will create internal linked funds to replicate those in ZAL in which the transferred Policies are
invested. The number and value of units in each fund in SWL allocated to each policy will not change on
the Effective Date.
2.16 The Scheme will not change policy terms and conditions apart from some minor changes required as a
result of the way certain Transferred Policies have been administered historically by Zurich UK Life and to
ensure these policies can be effectively administered by SWL following the transfer. These changes will
not change any of the policyholder rights and obligations under the Transferred Policies.
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Practical Implementation of the Scheme
Administration of the Transferred Policies
2.17 ZAL’s Corporate Pensions business (including the Transferred Business) is currently administered by
SWASL on an outsourced basis. The vast majority of the staff who administer the ZAL’s Corporate
Pensions business transferred employment to Lloyds Bank Plc when the Platform BTA completed; the
remainder will transfer employment on the Effective Date.
2.18 The Transferred Business is currently administered on the CS Platform – owned by SWASL – and the DC
Platform – owned by ZAL. A project is underway to migrate those pension schemes that are currently
administered on the DC Platform to the CS Platform. This migration is expected to complete before the
Effective Date.
2.19 The administration (staff and system) of the Transferred Policies is effectively a standalone function which
does not impact on the administration of other SWL policies.
Approach to Establishing the Linked Funds in SWL
2.20 Most of ZAL’s internal funds are linked to funds provided by third party investment management firms.
SWL will enter into its own fund-link agreements with these third parties (or its own reinsurance
agreements where the third party is an insurance company). On the Effective Date, the assets backing
the funds being transferred will be re-registered in SWL’s name, with no change in the number of units.
2.21 Some of ZAL’s fund-link contracts and reinsurance agreements will also transfer to SWL, where these
contracts are not required by the Excluded Business.
2.22 There are 11 funds that are used by both the Transferred Business and the Excluded Business and which
are managed by ZAL itself rather than a third party. Given the nature of the investments in those funds,
ZAL does not consider it practicable to split the investments held in those funds in a way that would
ensure that there was no potential adverse impact to either the Transferred Business or the Excluded
Business. ZAL and SWL will therefore put in place a reinsurance arrangement in respect of these funds
(so that ZAL becomes, in effect, another third party fund provider to the Transferred Business following
the Effective Date).
Management of the Linked Funds and Unit Pricing
2.23 SWL has conducted an analysis of ZAL’s practices in relation to pricing and managing the linked funds.
SWL intends to adopt ZAL’s practices for managing the Transferred Business after the Scheme has been
implemented. Certain governance and control processes, discussed below, will be changed to align with
SWL’s processes.
2.24 Following the implementation of the Scheme, State Street Corporation will be the custodian of the assets
because SWL does not have the functionality to carry out this function in-house. The change in custody
model may result in a change to the custody fees. SWL has resolved to limit the charges applied to the
insured funds in respect of custody so that any increase in charges that arises as a result of the Scheme
will be met from SWL’s shareholder assets and not from the insured funds.
2.25 SWL and ZAL use different sources for determining the prices of listed assets. I do not expect this to
have a material impact on customer outcomes.
2.26 When an external fund manager does not supply a fund price, ZAL’s practice is use the most recentlysupplied price until such time as an up-to-date price is available. SWL intends to estimate a price from
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similar unit-linked funds. In my opinion, use of this “proxy pricing” should improve customer outcomes.
Use of proxy prices means that the price applied to unit-linked funds better reflects movements in
markets, compared to a situation where the unit price is not updated at all, and is intended to ensure
fairness amongst policyholders effecting trades (or not).
Integration with SWL systems
2.27 SWL is currently undertaking a project to integrate the Transferred Business and the CS Platform with its
various other systems, such as its Finance and Actuarial systems and its integration with third party
platforms. The investment administration is currently carried out through the DC Platform, which ZAL will
retain. There is therefore a project to develop the functionality of the CS Platform so that it can carry out
the investment administration of the Transferred Business. This project is currently ongoing and I will
comment on the proposed solutions in my supplementary report, along with an assessment of whether
the required solutions are likely to be in place on or before the Effective Date.
Proposed Trading Suspension Period
2.28 Implementation of the Scheme and the transfer of the Transferred Business from ZAL to SWL will involve
a number of complex operational changes, including the transfer of the investment administration
functionality for the entire Transferred Business from the DC Platform to the CS Platform and the
migration of the policy administration of the Corporate Investment Plans onto the CS Platform. To ensure
this transition happens smoothly and does not cause unintended disruption to policyholders’ ability to
trade, ZAL and SWL will seek the Court’s approval to applying a “Trading Suspension Period” around the
week-end of the Effective Date during which no trading will be permitted in the Transferred Business. The
Transferred Policies’ terms and conditions permit ZAL to suspend dealing in limited, specified
circumstances but do not specifically address the circumstances of suspension due to system
implementation.
2.29 Having considered the benefits and risks of a Trading Suspension Period, and reviewing the analysis that
the parties have conducted, I am supportive of the proposal for a Trading Suspension Period, which I
consider to be the best way to achieve and effect an efficient cutover and to ensure the fair treatment of
the holders of Transferred Policies. I also consider the particular steps the Parties propose to take in
relation to the Trading Suspension Period to be appropriate. However, I have asked both parties to
continue to seek to shorten the Trading Suspension Period, if this is possible, while user acceptance
testing completes.
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Financial Positions of ZAL and SWL on the Effective Date
Financial Position of ZAL Following the Transfer
2.30 Table 2.1 sets out an estimate of ZAL’s financial position in a pro-forma regulatory balance sheet as it
would have been at 31 December 2017, if the Scheme had been effective at that date.
Table 2.1: ZAL Solvency II Balance Sheet pre- and post-Scheme (£million)
Pro-forma
As at 31 December 2017

Actual

(if Scheme
implemented)

Value of assets

55,165

33,984

Own funds

1,885

1,894

SCR

1,177

1,129

Excess of own funds over SCR

708

765

Solvency coverage ratio [own funds / SCR]

160%

168%

Source: ZAL Chief Actuary’s report on the Scheme, ZAL Calculations
2.31 The analysis set out in the table above shows that although ZAL will be considerably smaller once the
Scheme is implemented, its solvency position, as measured by the solvency coverage ratio, will not be
materially changed.
2.32 I have also been supplied with information relating to ZAL’s financial position as at 30 June 2018, as well
as an estimate of how the financial position would have changed had the Scheme been implemented at
that date. This confirmed that the financial impact of implementing the Scheme on 30 June 2018 would
have been broadly similar to the impact of implementing the Scheme on 31 December 2017. Crucially,
ZAL satisfied its Capital Management Policy on 30 June 2018, and would have continued to satisfy the
policy if the Scheme had been implemented on that date.
Financial Position of SWL Following the Transfer
2.33 Table 2.2 sets out an estimate of SWL’s financial position in a pro-forma regulatory balance sheet as it
would have been at 31 December 2017, if the Scheme had been effective at that date.
Table 2.2: SWL Solvency II Balance Sheet pre- and post- Scheme (£million)
Pro-forma
As at 31 December 2017

Actual

(if Scheme
implemented)

Value of assets

128,687

149,848

Own funds

8,412

8,423

SCR

6,014

6,139

Excess of own funds over SCR

2,398

2,284

Solvency coverage ratio [own funds / SCR]

140%

137%

Source: SWL Chief Actuary’s report on the Scheme, SWL Calculations
2.34 The analysis set out in this table demonstrates that the Transferred Business would have increased
SWL’s assets by £21 billion, approximately, but it would not have significantly changed the solvency
position as measured by SWL’s solvency coverage ratio. The resulting coverage ratio for SWL would
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have satisfied SWL’s Capital Management Policy, which targets a higher standard than the basic
regulatory requirement.
2.35 I have also been supplied with information relating to SWL’s financial position as at 30 June 2018, as well
as an estimate of how the financial position would have changed had the Scheme been implemented at
that date. This confirmed that the financial impact of implementing the Scheme on 30 June 2018 would
have been broadly similar to the impact of implementing the Scheme on 31 December 2017. Crucially,
SWL satisfied its Capital Management Policy on 30 June 2018, and would have continued to satisfy the
policy if the Scheme had been implemented on that date.
SWL’s Regulatory Approvals
2.36 SWL has approval from the PRA to use an internal model in determining its Solvency Capital
Requirement. Having reviewed the scope of the internal model and the nature of the Transferred
Business, in my opinion SWL’s internal model will remain appropriate for the business following the
implementation of the Scheme.
2.37 The PRA has indicated to SWL that SWL should proceed on the basis that the Scheme constitutes a
minor change to SWL’s internal model. SWL should be able to implement the model change without
making an application to the PRA.
2.38 The Scheme will not impact upon SWL’s portfolio of assets and liabilities subject to the Matching
Adjustment. Therefore, the Scheme should not alter SWL’s approval to apply this.
2.39 In isolation, implementing the Scheme is unlikely to require SWL to recalculate its Transitional Measure
on Technical Provisions (“TMTP”). However, if it is required, the result is expected to be a minor
improvement in SWL’s solvency coverage ratio.
SWL’s Brexit Scheme
2.40 In response to the UK’s decision to leave the EU in March 2019 (“Brexit”), SWL is currently reorganising
its insurance business written in the EU to protect the interests of those policyholders. The reorganisation will be effected by means of a Part VII transfer to a subsidiary company in the EU.
Reporting on the terms of the Brexit transfer are beyond the scope of my review but, since the transfer
will be implemented ahead of the Scheme, I have considered them and the likely financial position of
SWL on implementation. I am comfortable that the Brexit Scheme is unlikely to alter my conclusions on
the effects of the Scheme but I will consider the matter again in my supplementary report.
Transferred Policies
Security of Benefits
2.41 Although the solvency coverage ratio in SWL (137%) would have been lower than ZAL’s actual ratio at 31
December 2017 (160%), I do not consider that the security of the Transferred Business would be lower in
SWL in practical terms.
2.42 The solvency coverage ratio is an indicator of strength at a point in time and should be considered in the
context of the overall risk framework of the firm and, in particular, the capital management policy and the
dividend policy. These aim to permit ZAL and SWL to satisfy regulatory capital requirements (based on
the extreme 1-in-200 one year stresses) in the face of scenarios in line with their chosen capital tolerance
basis. The coverage ratio of either company could fall in the future should that company decide to
distribute retained capital as dividends. However, both companies currently operate a dividend policy
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which must have regard to the capital targets which they have set themselves and in stressed
circumstances the payment of a dividend could potentially be constrained.
2.43 I am satisfied that the bounds which SWL has set within its capital management policy are adequate to
provide its policyholders with an appropriate level of benefit security.
2.44 I have also given consideration to ZAL’s funding agreement with Zurich Insurance Group (“ZIG”). This
funding agreement provides additional security to ZAL’s policyholders in addition to the minimum level of
capital that ZAL aims to hold on its own account. However, I take more comfort from the existence of the
capital management policy than from the provisions of the ZIG funding arrangement. It is my opinion that
the funding agreement adds little in practical terms to the security of benefits except in the most extreme
circumstances.
2.45 In my opinion, the Scheme will not have a material adverse impact on the security of the benefits of the
Transferred Business.
Benefit Expectations
2.46 The arrangements described in paragraphs 2.20 to 2.22 maintain fund values for the Transferred Policies
as at the Effective Date and provide for the same investment options to be available. Following the
Effective Date, SWL will take over all rights and obligations which ZAL had under their Transferred
Policies prior to the Effective Date, including (where applicable) the right to be able merge or close
internal linked funds relevant to the Transferred Policies in continuation of the discretionary power
available to ZAL. SWL has no intention to modify the fund offering on or immediately after the Effective
Date. I note that any specific change in fund offering after the Effective Date will be a matter for SWL’s
Independent Governance Committee to consider, and it is not within my remit as Independent Expert to
comment on this further.
2.47 In general, these arrangements which SWL will put in place in order to provide access to linked funds are
equivalent to the arrangements currently in place in ZAL and there are therefore no new risks being
placed upon most policyholders. However, because in most situations the policyholder is the one who
bears the credit risk associated with investing in a given fund, the reinsurance arrangement which will be
put in place to provide relevant policyholders with ongoing access to the small number of funds managed
by ZAL itself will potentially expose those policyholders to a new risk of default by ZAL. In order to
mitigate any potential adverse impact, the Scheme requires SWL to cover those policyholders with
investments in those funds which will be the subject of reinsurance between SWL and ZAL at the
Effective Date against the risk associated with ZAL failing to pay out under the reinsurance arrangement.
2.48 As set out in paragraphs 2.23 to 2.26, SWL has considered its proposed approach to management of
linked funds with reference to ZAL’s existing pricing policy and practices. SWL has confirmed various
aspects that it does and does not intend to change following the transfer. As noted above, SWL will use
an external third party custodian rather than retaining custody internally. In addition, SWL will create
banking arrangements for the Transferred Policies rather than sharing these with the investment
contracts acquired under the Platform BTA. I have considered these changes and I am comfortable that
they will not result in a detriment for the Transferred Business.
2.49 The Scheme will not alter the generality of the policy terms and conditions but will make some minor
changes to certain Transferred Policies to ensure that SWL can effectively manage these policies
following the Effective Date. I am satisfied that none of these changes will alter policyholders’ rights and
obligations.
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2.50 SWL’s Board has resolved not to increase charges on the Transferred Business solely due to the
Scheme being implemented. It is in any case unlikely that the Scheme would result in pressure to
increase charges, since the expense ratio for SWL’s Corporate Pensions business is not expected to
increase significantly. In practice, SWL’s ability to increase charges is limited since the Corporate
Pensions market is very competitive and demand is price-sensitive.
2.51 In my opinion, there is no reason to expect that the standard of servicing of the Transferred Business will
not be maintained after the Scheme has been implemented. Most of the Transferred Business has
already been migrated to the CS Platform and is being administered successfully. Following the
implementation of the Scheme, the Transferred Business will be administered by the same staff that
currently administer the business. However, integrating the CS Platform into the SWL systems is a major
project which is planned to be completed by the Effective Date and in the event that there is any delay to
the project, I will re-consider the impact in my supplementary report.
2.52 Rights of policyholders included in the Transferred Business are protected by the Scheme. Any
protections afforded to the Transferred Business under the terms of the Financial Services Compensation
Scheme prior to the Effective Date will continue to apply after the Effective Date.
2.53 In my opinion, the Scheme will not have any impact on the benefit expectations of the Transferred
Policies.
2.54 As set out in paragraphs 2.28 and 2.29, I am also satisfied that the proposal to implement a Trading
Suspension Period is appropriate, and the best way to achieve and effect an efficient cutover and to
ensure the fair treatment of the holders of Transferred Policies.
Excluded Business
Security of Benefits
2.55 As noted above, the Scheme is expected to slightly improve ZAL’s solvency position. The small
improvement should be viewed in the context that while ZAL is satisfying its capital management policy,
an increase of this nature may simply enhance ZAL’s ability to pay a dividend to its shareholders, i.e., it
may not result in an effective increase in the solvency position in the longer term.
2.56 Many of the Excluded Policies are administered by a third party administrator under a fixed tariff
arrangement. This outsourcing arrangement mitigates the expense risk (and, to some extent, the effect
of the lapse risk) in ZAL which may have been expected to increase on the significant reduction in the inforce business. Furthermore, the methodology used by ZAL to allocate overhead expenses is such that
little of this expense was allocated to the Transferred Business but was borne by the Excluded Business.
2.57 In my opinion, the Scheme will have no impact on the security of the benefits of the Excluded Business.
Benefit Expectations
2.58 The arrangements described in paragraphs 2.1 to 2.22 maintain fund values for the Excluded Policies as
at the Effective Date and provide for the same investment options to be available.
2.59 The Transferred Business is allocated only direct costs and is not allocated any overheads. Therefore
the Scheme is not expected to increase or decrease overheads and will have no impact on the ultimate
level of expenses allocated to the Excluded Business. Further, the Platform BTA and the Part VII BTA
are, when considered as a whole, expected to result in a small reduction in ZAL’s overheads per year.
This, all else being equal, will reduce the level of expenses allocated to all products within ZAL.
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2.60 Given this, the level of expenses allocated to any product line within the Excluded Business is not
expected to increase as a result of the Scheme. I therefore do not expect the scheme to result in an
increase in policyholder charges or premiums where ZAL has discretion over these.
2.61 The investment strategies of ZAL’s with-profits funds are not expected to change as a result of the
Scheme since this is determined by reference to the resources of these funds on a standalone basis.
2.62 The 100:0 Fund may receive a small surplus on the Effective Date as a result of the Scheme (and will not
share in any loss, if one should arise from implementation of the Scheme).
2.63 Prior to the Scheme, the Excluded Policies that are Corporate Pensions Business are administered by
SWASL. ZAL plans to switch the administration of these Excluded Policies to a third party outsourcing
firm by the Effective Date. The contract will include provisions to ensure that service level standards
remain consistent with the current position.
2.64 In my opinion, the service standards for the Excluded Policies that are Corporate Pensions Business will
remain satisfactory.
2.65 With the exception of the Excluded Policies that form part of ZAL’s Corporate Pensions Business
considered above, service providers and systems are not expected to change as a result of the transfer.
In my opinion, the service standards for this group of Excluded Policies will not be impacted by the
implementation of the Scheme.
2.66 In my opinion, the Scheme will not have any impact on the benefit expectations of the Excluded Policies.
SWL’s Existing Policyholders
Security of Benefits
2.67 The impact of the Scheme on SWL’s financial position was set out above. Although the Scheme may
reduce the solvency coverage ratio a little, SWL would still satisfy its capital management policy and the
reduction would be insignificant, in practice. I consider it unlikely that any of SWL’s regulatory approvals
which influence its capital position will be withdrawn as a result of the Scheme.
2.68 In my opinion, the Scheme will not have a material adverse impact on the security of the benefits of
SWL’s existing policyholders.
Benefit Expectations
2.69 SWL has carried out analysis which shows that the Scheme is not expected to change the expenses
allocated to any business unit other than workplace pensions.
2.70 The Scheme is expected to result in a slight increase in the expense ratio (i.e., the ratio of expenses
divided by income) for the workplace pension business unit. However, the increase is slight and the
increase in the workplace pensions business is expected to be more than sufficient to cover this.
2.71 In my opinion, the change in expense levels from implementing the Scheme will not change benefit
expectations for SWL existing policies solely due to implementing the Scheme.
2.72 In my opinion, implementing the Scheme should not affect the way the with-profits funds within SWL are
managed. In particular, the way that investment strategy for each fund is set should not change nor
should the availability of the capital support.
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2.73 New internal linked funds will be created to manage the Transferred Business and these will not interact
with the existing internal funds maintained by SWL. Valuation and pricing mechanisms for the existing
funds and policies will not be altered on implementing the Scheme.
2.74 SWL’s existing non-profit non-unit linked policies will not be changed by the Scheme.
2.75 As discussed in paragraph 2.19, the Transferred Business will be administered by a dedicated team using
a standalone system. The servicing and administration of existing SWL policies will not be affected by it.
2.76 In my opinion, the Scheme will not have a material adverse impact on the benefit expectations of SWL’s
existing policyholders.
Other Stakeholders
2.77 There are a number of reinsurance contracts with third party insurance companies and fund-link
agreements with investment management firms which apply to the Transferred Business. The rights of
reinsurers and investment managers under these contracts will be preserved on implementing the
Scheme as contracts will either be transferred under the Scheme without amendment or retained by ZAL.
2.78 The contractual arrangements with other third parties will be maintained either because they relate to the
business retained by ZAL or they transfer to SWL under the terms of the Scheme.
Policyholder Communications
ZAL Policyholders
2.79 ZAL proposes to circulate information to policyholders of the Transferred Policies setting out various
details of the Scheme. I have reviewed the contents of the proposed notification pack and am satisfied
that they are appropriate. This includes the bespoke pack for members of the Scottish Widows GSIPP
and the Scottish Widows Master Trust (who are indirectly policyholders of ZAL by virtue of the
Transferred Policies held by those schemes) whom SWL will mail on ZAL’s behalf.
2.80 In addition, ZAL will make further information available from various sources:
•

Information will be made available by written request to the mailing address detailed in the
Legal Notice.

•

A telephone number and email address will be included in the pack, which will allow Transferred
Policies to contact a trained call team dealing solely with requests in relation to the transfer.

•

Information will be published on ZAL’s website.

2.81 ZAL proposes to send a bespoke notification pack to its Corporate Pensions policyholders that form part
of the Excluded Business. ZAL will tailor the cover letter to include information relevant to the Excluded
Policies. I am comfortable with this approach.
2.82 ZAL proposes to seek a waiver from notifying Excluded Policies that are not part of its Corporate
Pensions Business. This is on the basis that the transfer will not negatively impact these Excluded
Policies, and therefore the utility of notifying the holders of these policies is very limited Furthermore, ZAL
believes that the cost of notifying all Excluded Policies would outweigh the benefit of notifying each
policyholder. Given my conclusions above that there will be no detrimental impact on the Excluded
Policies, I am comfortable with this approach.
2.83 ZAL intends on mailing the Transferred Policies with the exception of the classifications of policies where
the practicality of contacting policyholders means that the cost and effort involved in doing so would be
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disproportionate to the utility that policyholders would derive from being contacted. Full details are set out
in Section 12. I have considered the waivers sought in respect of the Transferred Policies and consider
them reasonable and appropriate.
SWL Policyholders
2.84 SWL proposes to seek a waiver from mailing any of its existing policyholders on grounds of
proportionality and utility. Given that I consider that the Scheme will not have a material adverse impact
on the security of the benefits under SWL’s policies, and that the Scheme will not have a material adverse
impact on benefit expectations of the holders of SWL policies, I support SWL’s view that such a mailing
would be of limited utility.
2.85 I also agree with SWL’s assessment that mailing SWL’s existing policyholders would be an additional
administrative burden for SWL and the cost of mailing them would be disproportionate to the benefits of
doing so.
2.86 In my opinion, SWL’s proposal to seek the waiver not to contact its existing policyholders is appropriate
given the nature of the business being transferred and the anticipated impact of the transfer on SWL’s
existing policyholders.
Consequences of the Scheme not Completing
2.87 If the Scheme is not implemented, then the Transferred Policies (and related assets and liabilities) will
remain with ZAL. Security and benefit expectations of the policyholders of ZAL and SWL will not
materially change from the current position. However, administration and management of the Corporate
Savings Business may be problematic in the longer term.
2.88 If the Scheme had still not completed two years after the planned Effective Date then ZAL would need to
put in place new administration arrangements. These arrangements could involve entering into a new
outsourcing arrangement with SWASL; entering into an outsourcing agreement with another
administration provider; or ZAL carrying out the administration itself (provided that it has developed the
necessary in-house resources by that point).
2.89 If it is decided that it is not possible for the Scheme to complete (for example, due to legal or practical
reasons) then, under the terms of the Part VII BTA, ZAL will refund some of the consideration paid by
SWL for the Transferred Business (according to a prescribed formula). The parties expect that SWASL
will continue to provide outsourced administration services in the short term. However, in the longer term,
ZAL expects to switch the provider of outsourced administration services for the Transferred Policies to
another provider – expected to be Capita Life and Pensions Limited. The formal plans covering what
would happen in the event that the Scheme cannot complete have not yet been finalised, and therefore I
intend to comment further on these plans in my supplementary report.
The Island Schemes
2.90 The provisions of the Island Schemes will be materially the same as the provisions of the Scheme. I
consider that the Transferred Business that is within the scope of the Island Schemes is materially the
same as the Transferred Business that is in the scope of the Scheme. It therefore follows that the
considerations that are relevant to the Island Schemes are the same as those that are relevant to the
Scheme.
2.91 In my opinion, the security of policyholders’ benefits will be maintained following the implementation of the
Island Schemes. It is also my opinion that the benefit expectations of policyholders and service
standards will be maintained following the implementation of the Island Schemes.
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Conclusions
2.92 In my opinion, the Scheme will not have a material adverse impact on the security of the benefits of the
Transferred Policies or SWL’s existing policyholders and will have no impact on the security of benefits of
the Excluded Policies.
2.93 In my opinion, the Scheme will not have a material adverse impact on the benefit expectations of SWL’s
existing policyholders and will have no impact on the benefit expectations of the Transferred Policies or
the Excluded Policies.
2.94 I am comfortable with ZAL’s proposal to send a bespoke notification pack to its Corporate Pensions
policyholders that form part of the Excluded Business and to seek a waiver from contacting any other
class of Excluded Policy.
2.95 I have considered the waivers sought by ZAL in respect of not contacting some classes of Transferred
Policies and consider them reasonable and appropriate.
2.96 I have considered the waiver sought by SWL in respect of not contacting its existing policyholders and
consider this reasonable and appropriate.
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3

Background to Zurich Assurance Ltd

Introduction
3.1

3.2

ZAL was incorporated in the UK in 1990 under the name Eagle Star Life Assurance Company Limited
(“ESLAC”). Its name was formally changed to ZAL in 2004. ZAL is authorised by the PRA to transact
long term insurance business. ZAL’s business falls into the following Solvency II classes:
•

Health insurance;

•

Index-linked and unit-linked insurance;

•

With-profits insurance; and,

•

Other life insurance.

The principal activity of ZAL is long term insurance business carried out in the UK although ZAL also has
overseas branches in Hong Kong, Malta and the Isle of Man. The overseas branches are no longer open
to new business.

Group Structure
3.3

ZAL is a wholly-owned indirect subsidiary of Zurich Insurance Group Ltd (“ZIG”), which is incorporated in
Switzerland. The chart below summarises the corporate link between ZAL and its ultimate beneficial
owner, ZIG.
Figure 3.1 – Zurich Company Structure

ZIG
(Switzerland)
Zurich Insurance Company Ltd
(Switzerland)
Allied Zurich Holdings Limited
(Jersey)
Zurich Financial Services (UKISA) Limited
(UK)
Eagle Star Holdings Limited
(UK)
ZAL
(UK)
Source: Zurich Assurance Ltd Solvency and Financial Condition Report 2017

3.4

“Zurich UK Life” is an internal Zurich management reporting unit. It is used to refer collectively to ZAL,
SIML, the part of Zurich Insurance Company Ltd that reinsures ZAL business, and a number of smaller
legal entities.
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Outsourced relationships
3.5

For its UK business, ZAL relies on the following third parties for outsourced administration services:
•

SIML;

•

SWASL; and

•

Capita Life and Pensions Limited (“Capita”).

3.6

SIML is an associate of ZAL, since both share an ultimate beneficial owner, ZIG. SIML acts as a
manager for Individual Savings Accounts, Investment Accounts and Self Invested Pension Plans in the
UK, and hosts various products provided by itself and other subsidiaries of ZIG. This type of activity is
frequently referred to as “Platform management” which allows investors access to a wider range of
products and investments on a single administrative system.

3.7

Under the terms of the TSA (see paragraph 1.8), SWASL provides administration services related to
ZAL’s Corporate Pensions Business as a consequence of the implementation of the Platform BTA. This
is discussed further in paragraph 3.9 below.

3.8

Capita provides the administration services in respect of the majority of ZAL’s UK business other than the
Corporate Pensions Business. The terms of this service contract are fixed and subject to appropriate
service standards.

Corporate Pensions Business outsource relationship
3.9

ZAL’s Corporate Pensions Business is operated from two platforms, the DC Platform and CS Platform.
Following the Platform BTA, which completed on 3 April 2018 (see paragraph 5.3 for more information),
the CS Platform is now owned by SWASL and the DC Platform remains owned by ZAL. The staff that
operated the platforms transferred to Lloyds Bank Plc as part of the Platform BTA with the exception of a
small number of staff involved in the operation of ZAL’s linked funds who will transfer to Lloyds Bank plc
upon implementation of the Scheme.

3.10 SWASL currently provides administration services to ZAL for ZAL’s Corporate Pensions Business on the
CS Platform and the DC Platform. More information on this arrangement is provided in paragraph 6.2.
3.11 Prior to the Platform BTA, ZAL had been undertaking a project to migrate policies from the DC Platform to
the CS Platform. This process is now being undertaken in conjunction with SWASL. The migration is
expected to complete in May 2019.
3.12 ZAL uses a number of investment managers to provide investment services through third party
investment agreements.
3.13 Additionally, some investment management services are provided through reinsurance arrangements
rather than as direct services. This is considered further in paragraph 3.83 below.
3.14 Fund accounting and investment administration are provided by State Street Corporation (“SSC”).
3.15 ZAL also relies on third parties for some of its corporate activities, such as IT support and delivery, and
document management.
Business Lines
3.16 Table 3.2 shows a breakdown of ZAL’s technical provisions as at 31 December 2017 and
31 December 2016 for the in-force book for each of the principal lines of business:
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Table 3.2: Analysis of ZAL’s technical provisions by business line (£ million)
Line of Business

As at 31
December 2017

As at 31
December 2016

Health insurance

315

276

Insurance with-profits participation

1,462

1,719

Index-linked and unit-linked insurance

49,022

45,272

Other life insurance

1,440

2,789

Total

52,239

50,056

Source: Zurich Assurance Ltd Solvency and Financial Condition Report 2016, Zurich Assurance Ltd
Solvency and Financial Condition Report 2017
3.17 Zurich UK Life recently reviewed its strategy. As a result of this review, the Corporate Pensions Business
no longer features in Zurich UK Life’s stated business strategy. The business subject to the Scheme is
Corporate Pensions Business.
3.18 The Corporate Pensions Business acquired by SWL is included in the “Index-linked and unit-linked
insurance” category in Table 3.2 which is further analysed in Table 3.3 as at 31 December 2017.
Table 3.3: Breakdown of ZAL’s Linked Business In-force as at 31 December 2017 (£ million)
Line of Business

Technical Provisions

Corporate Pensions Business

21,557

Other index-linked and unit-linked insurance

27,465

Total

49,022

Source: Zurich Assurance Ltd Solvency and Financial Condition Report 2017, ZAL Calculations
Fund Structure
3.19 ZAL manages its life assurance long term business in five separate funds:
•

The Shareholder Fund;

•

The Defined Charge Participating Fund (“DCP Fund”);

•

The Non-profit Fund (“NP Fund”);

•

The 90:10 With-profits Fund (the “90:10 Fund”); and,

•

The 100:0 With-profits Fund (the “100:0 Fund”).

3.20 Table 3.4 below details value of the assets and liabilities of each of the funds.
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Table 3.4: Breakdown of ZAL Fund Structure as at 31 December 2017 (£ million)
Solvency II
total
liabilities1

Solvency II
Solvency
Capital
Requirement2

Solvency II
assets

Of which
reinsurance
recoverables

(3)

-

357

-

DCP Fund

40,309

330

40,584

17,112

NP Fund

11,332

303

12,454

35

90:10 Fund

1,348

80

1,597

(1)

100:0 Fund

163

2

174

-

-

462

-

-

53,149

1,177

55,165

17,146

Fund

Shareholder Fund

Other items affecting the
Solvency Capital Requirement
(“SCR”)
Total
Source: ZAL Calculations

3.21 The 90:10 Fund and the 100:0 Fund are both with-profits funds. These funds are closed to new business,
but still accept premiums from existing policyholders.
3.22 The guaranteed value of policyholder benefits within the with-profits funds will grow periodically via bonus
declarations made by ZAL. The bonus declarations made will take into account the experience of the
fund – for example the performance of the fund’s investments. Bonus declarations can be regular
(reversionary bonuses) or can be made on the event of a claim (terminal bonuses) – such as the death of
a policyholder or the policy reaching maturity. Future bonus declarations are not guaranteed, but once a
bonus has been declared it cannot be removed by ZAL except in specific circumstances – such as the
application of a market value reduction (“MVR”) (in the case of unitised with profits (“UWP”) business) or
a surrender penalty.
3.23 A with-profits fund’s liabilities are the expected present value of benefits to be paid, generally measured
by the aggregate asset shares3 of the business in force, and the value of any guarantees given, e.g., a
sum assured at the outset of the policy or bonuses declared to date. The asset share of a policy is the
accumulation at the earned investment return of the premiums paid reduced by charges for risk benefits,
expenses and tax. The difference between the fund’s assets and its liabilities is referred to as the estate.
3.24 The DCP Fund and NP Fund are non-profit funds and policies within these funds do not participate in the
profits of the business.

1

These figures are the sum of Solvency II Technical Provisions (£52,239 million) and Total Other Liabilities (£910 million)
shown in ZAL’s 2017 SFCR.
2 The “Other Items Affecting SCR” represents diversification and taxation differences that arise from splitting out the NP
Fund and the DCP Fund. This amount almost entirely comprises the £460m capital add-on in respect of ZAL’s off-balance
sheet pension scheme – see paragraph 3.100 for more information on this add-on.
3 Asset shares are calculated as the sum of premiums less charges (including charges associated with expenses and
providing risk cover) accumulated at the earned investment return.
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3.25 Each of the funds is discussed in more detail below.
The Shareholder Fund
3.26 The Shareholder Fund contains the assets and liabilities attributable to the shareholder of ZAL. This is
where the transfers from the other funds within ZAL accrue. No policies are written into this fund.
3.27 There exists a support mechanism whereby the Shareholder Fund may be required to support the 100:0
Fund and 90:10 Fund. This support arrangement is explained in more detail paragraph 3.64.
The DCP Fund
3.28 The DCP Fund contains only gross roll-up business (“GRB”). GRB is one of the taxation categories that
applies to UK life insurance companies. Therefore the policyholder funds in the DCP Fund are not
subject to tax but corporation tax is payable by the company on trading profits arising from the business
of the fund.
3.29 The GRB classifications of business that ZAL has written in the DCP Fund are:
•

Non-profit pensions business;

•

Business sourced from overseas; and,

•

Non-profit protection business (issued from 1 January 2013).

3.30 The DCP Fund contains unit-linked funds. The approach to the management of unit linked funds is
discussed in paragraph 3.80.
3.31 The 100:0 Fund (described below) is entitled to a share in any surplus arising in the DCP Fund up to and
including December 2024. One percent of any surplus arising in the DCP Fund is transferred to the 100:0
Fund. For this purpose, surplus is determined using a defined methodology. The Shareholder Fund is
entitled to the balance of the surplus thus calculated.
3.32 The DCP Fund and the NP Fund share the actual costs incurred by the 100:0 Fund, including the cost of
providing life cover. However, the DCP Fund and the NP Fund also receive the income from charges
levied on the 100:0 Fund. The portion of charges and costs allocated to the DCP Fund is related to the
GRB policies within the 100:0 Fund. The balance of the charges and costs (related to the non-GRB
policies in the 100:0 Fund) is allocated to the NP Fund.
3.33 A support mechanism exists whereby the DCP Fund (along with the Shareholder Fund and NP Fund)
may be required to support the 100:0 Fund and 90:10 Fund. This support arrangement is explained in
more detail in paragraph 3.64.
The NP Fund
3.34 All of the business in the NP Fund is non-profit and policyholders are not entitled to share in the profits
arising in the fund. The Shareholders Fund is entitled to all of the profits arising from the NP Fund. As
noted in 3.32 above, the NP Fund shares with the DCP Fund the actual costs incurred by the 100:0 Fund.
3.35 The NP Fund comprises life assurance and annuity contracts but excludes pensions business (which is
written in the DCP Fund). The in-force business includes
•

protection business written before 1 January 2013;

•

non-profit contracts issued on fixed terms; and,
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•

unit linked and index linked contracts where the underlying investments are held in internal
linked funds and the investment risk is borne by policyholders. (The approach to the
management of linked funds is discussed in paragraph 3.80.)

3.36 The majority of the NP Fund is taxed on the investment income received minus expenses incurred
servicing the business. Policyholder funds bear tax directly on this basis. Special rules apply for the
taxation of investment linked business to spread the impact of capital gains.
3.37 The NP Fund (along with the Shareholder Fund and DCP Fund) may also be required to support the
100:0 Fund and 90:10 Fund. This support arrangement is explained in more detail in paragraph 3.64.
The 90:10 Fund
3.38 The 90:10 Fund contains with-profits business and comprises unitised with-profits (“UWP”) business and
conventional with-profits (“CWP”) business. This business was mostly written before 1995.
3.39 The Shareholder Fund is entitled to one-ninth of the value of bonuses declared on policies in this fund
each year.
3.40 With-profits funds are required to maintain and publish a Principles and Practices of Financial
Management (“PPFM”). The PPFM details the general approach adopted by the insurer in managing the
business of the with-profit funds covered by the PPFM.
3.41 The 90:10 Fund is managed on a ring-fenced basis for the purpose of meeting customers’ benefit
expectations. The fund’s management is in line with the procedures set out in the 90:10 Fund’s PPFM. I
have reviewed the approach and I consider that the principal aspects that require consideration for the
purpose of the Scheme Report are:
•

Expenses allocated to the 90:10 Fund;

•

Investment strategy within the 90:10 Fund; and,

•

Reliance on capital not in the 90:10 Fund.

These points are considered from paragraphs 3.43, 3.59 and 3.64 below, respectively.
3.42 Since the 90:10 Fund is managed on a ring-fenced basis, the excess assets held in the 90:10 Fund do
not count towards ZAL’s available capital resources in determining its overall regulatory solvency position.
Expenses allocated to the 90:10 Fund
3.43 The expenses allocated to the 90:10 Fund are set in line with the terms of a court–approved transfer
scheme which became effective on 1 January 2005 (the “2005 Scheme”):
3.44 For all group business in the fund, administration expenses and investment expenses incurred by ZAL
are allocated to the 90:10 Fund and charged to the group business policies’ asset shares; and,
3.45 For all individual business in the fund:
•

Administration expenses are allocated to the fund and charged to asset share on a fixed rate basis,
increasing in line with the Average Weekly Earnings (“AWE”) index. The 2005 Scheme provided
for a review in 2015. This review resulted in an increase in charges allocated to the individual
business. No further increases are permitted by the Scheme. However, in the future ZAL may
choose to decrease charges allocated in keeping with its requirement to treat with-profits
customers fairly.
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•

Investment expenses on individual business in the 90:10 Fund are charged to the fund and
allocated to policy asset shares as incurred.

3.46 For the administration expense on individual business referred to above, the DCP Fund and the NP Fund
pay the actual cost incurred by the 90:10 Fund. This means that any excess or shortfall of the fixed cost
over the actual cost accrues in the DCP Fund and NP Fund.
3.47 Risk charges are deducted from individual and group business in the 90:10 Fund to fund the life cover
provided. These charges are reviewable and ZAL will change these where its experience differs from that
expected in its risk charge basis.
3.48 The 90:10 Fund contains some CWP pension policies that include an option to purchase an annuity at a
contractually guaranteed annuity rate (“GAR”). Where the policyholder exercises the option, rather than
purchasing an annuity on the open market, the annuity is purchased from the DCP Fund. The additional
cost of the guarantee over the policy value is charged to the estate of the 90:10 Fund.
The 100:0 Fund
3.49 The 100:0 Fund was created in 1995 to coincide with the launch of a new UWP classification of product
and this is the only classification of product written in this fund. The UWP product set contained within
the 100:0 Fund are a mixture of tax-free and taxable business.
3.50 The Shareholder Fund is not entitled to a direct share of profits arising in the 100:0 Fund but has an
interest in surplus arising in the NP Fund and the DCP Fund which may be, in part, a result of charges on
the UWP business being greater than the expenses incurred.
3.51 The 100:0 Fund is treated as a ring-fenced fund for managing policyholder benefit expectations and is
managed in line with its own PPFM. I have reviewed the management approach set out in the PPFM for
the 100:0 Fund and I consider that the aspects that are relevant in assessing the impact of the Scheme
are:
•

Charges levied on the contracts in the 100:0 Fund;

•

Surplus transfer from the DCP Fund;

•

Investment strategy within the 100:0 Fund; and,

•

Reliance on capital not in the 100:0 Fund.

These points are considered from paragraphs 3.53, 3.57, 3.59, and 3.64 below, respectively.
3.52 As with the 90:10 Fund, any excess assets in the 100:0 Fund are excluded when assessing ZAL’s overall
solvency position.
Charges levied on the 100:0 Fund
3.53 As noted in 3.32, all costs associated with administering the policies of the 100:0 Fund and providing life
cover are met by the DCP Fund and the NP Fund. Charges levied on the 100:0 Fund policies are
transferred to the DCP Fund and the NP Fund, while the administrative costs of running the 100:0 Fund
and providing life cover are similarly allocated. Under this arrangement, the DCP Fund and NP Fund
either meet the net cost or are entitled to the profit from the difference in actual expenses and charges
levied.
3.54 ZAL also applies an investment management charge to some policies within the 100:0 Fund which is
calculated based upon the value of investments held in respect of each policy. The investment
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management charge deducted accrues in the NP and DCP fund in the same manner described above for
administration expenses and life cover.
3.55 Table 3.5 details the historical charges raised from the 100:0 Fund in respect of administration, life cover
and investment management.
Table 3.5 – Historical Charges to the 100:0 Fund (£million)
Year

Total charges

Value of assets in the fund
as at the end of the year

% of fund

2015

1.9

213

0.91%

2016

1.8

192

0.95%

2017

1.6

174

0.91%

Source: ZAL Calculations
3.56 The table shows that the percentage charged to the fund remained relatively constant over the period
from 2015 to 2017. Charges (measured as a percentage of the 100:0 Fund) have remained stable for a
substantial amount of time prior to 2015.
Surplus transfer from the DCP Fund
3.57 As a result of a previous court approved scheme in 2005, each year the 100:0 Fund is entitled to one
percent of the surplus (calculated using an agreed methodology) arising in the DCP Fund over the prior
year until 2024. The surplus transferred to the 100:0 Fund is capped at £1 million each year, but the level
of the cap increases in line with increases in the Retail Prices Index (“RPI”) each year. The 100:0 Fund
does not share in any loss made in the DCP Fund.
3.58 A negligible amount of surplus has been transferred from the DCP Fund to the 100:0 Fund in recent
years: there has only been one transfer in the 10 years from 2008 to 2017 (£0.178 million in 2015).
Investment Strategy for the 100:0 Fund and 90:10 Fund
3.59 The assets invested in the with-profits funds may include, amongst other asset classes, equity shares,
property and fixed interest assets of appropriate quality. The chosen investment strategy takes into
account the current and projected financial position of the fund, the level and incidence of guarantees on
the business in the fund and the reasonable expectations of policyholders in the fund. The investment
strategy is also set having regard to the availability of capital resources. The proportion of the assets
invested in equity shares and property is referred to as the Equity Backing Ratio (“EBR”). Typically, the
higher the incidence and value of guarantees, the lower EBR will be (i.e., the higher the proportion of
fixed interest holdings will be). Similarly, a lower amount of available capital will typically result in a lower
EBR.
3.60 The EBR of each of the 90:10 Fund and the 100:0 Fund is set having regard to the resources available
within the relevant fund and no reliance is placed on other assets of ZAL for this purpose. A matching
strategy is used within each fund. This strategy ensures that the values of the funds’ assets move
broadly in line with the values of their liabilities following changes in investment conditions.
3.61 The investment policies of the 90:10 Fund and the 100:0 Fund are the responsibility of the Asset and
Liability Management Investment Committee (“ALMIC”). The ALMIC will take into account advice from
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the Investment Managers, the Chief Financial Officer, the Actuarial Function and the With-Profits Actuary.
The investment strategy of each fund is reviewed annually by the Board
3.62 The assets of the 90:10 Fund and the 100:0 Fund are currently managed by Threadneedle Asset
Management Limited (“TAML”). The funds’ investment objectives are to achieve above average long
term market returns relative to benchmark indices agreed between TAML and the ALMIC.
3.63 ZAL updates with-profits policyholders on the asset mix at least annually.
100:0 Fund and 90:10 Fund Support Arrangement
3.64 A financial support mechanism exists in order to support the 100:0 Fund and the 90:10 Fund in certain
specified circumstances. Under this arrangement, the resources of the Shareholder Fund, the DCP Fund
and the NP Fund can be called upon.
3.65 The arrangement defines two types of support available:
•

Statutory support; and,

•

Realistic support.

Statutory Support
3.66 A “Statutory Deficit” is defined as a situation where the regulatory technical provisions (excluding future
discretionary terminal bonuses) and future shareholder transfers exceed the value of assets.
3.67 If a Statutory Deficit arises in the 100:0 Fund or the 90:10 Fund then the fund in which the deficit occurs
(the “Borrowing Fund”) is entitled to Statutory Support. Under the Statutory Support arrangement a
contingent loan will be made to the fund from the DCP Fund, the Shareholder Fund or the NP Fund. The
Borrowing Fund will make interest payments quarterly to the lending fund, but if paying interest results in
a new statutory deficit then a new contingent loan is made to eliminate the deficit.
3.68 If the Borrowing Fund can pay off any part of the contingent loan without creating a Statutory Deficit or
Realistic Deficit (discussed below), then it must do so. Otherwise, the Borrowing Fund does not need to
pay back the loan.
Realistic Support
3.69 A “Realistic Deficit” is defined as a situation where the best estimate value of liabilities (calculated in line
with regulatory requirements), plus the value of future shareholder transfers, exceeds the value of the
assets.
3.70 If a Realistic Deficit exists after allowing for the Statutory Support, then a further Realistic Support
mechanism applies which works to decrease the liabilities or increase the assets of the borrowing fund.
The specific process is set out in each fund’s PPFM, and details the order and circumstances in which
actions are taken and subsequently unwound.
3.71 The ability of the 100:0 Fund and the 90:10 Fund to draw upon support from the other funds is limited by
the extent to which the other funds are able to cover their Solvency Capital Requirement.
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Management of Linked Business and Linked Funds
Governance of linked funds
3.72 ZAL has well established governance processes and internal bodies and committees in place to manage
its linked funds. The governance of linked funds is primarily concerned with:
•

ensuring the fair treatment of customers.

•

unit linked fund pricing and valuation.

•

the appointment of fund managers.

•

the development of investment policy for assets backing unit-linked funds.

•

the implementation of investment policy

Charges on linked business
3.73 ZAL has a wide range of linked business on its books and, as such, it levies charges through a variety of
different mechanisms on different products. For example, these charges may include:
•

Charges applied through the unit fund pricing process, through a bid/offer spread, deductions from
premiums prior to allocation to units or deductions within the unit price of a fund.

•

Charges made through the deduction of policyholder units.

•

Per policy charges, in line with an agreed schedule (often increasing in line with an agreed
inflationary index).

•

Charges for risk-based benefits, for example, mortality charges for life cover.

•

Occasional bespoke arrangements with corporate customers

3.74 Risk-based charges are deducted to cover insurance benefits provided on the risk of, for example, death,
morbidity, critical illness or permanent disability. The risk based charges reflect ZAL’s estimate of the
expected rates of claim and are targeted to be reviewed every 3-5 years.
3.75 ZAL increases expense charges in line with the AWE index, published by the Office for National
Statistics. Where the AWE index falls, ZAL will hold expense charges flat, and will not decrease charges
in line with the index. There is no offsetting of increases to allow for periods when the AWE index was
falling, therefore when the AWE index returns to positive growth, this will increase expenses as normal.
3.76 ZAL may make one-off increases (or decreases) to the charges on some unit-linked products.
Managing the Linked Funds
3.77 ZAL maintains a large number of linked funds to support the investment aims of its policyholders who
have linked contracts. Some of these funds are dedicated to specific types of business but many are
“shared” by different product types with different tax features and different charging structures. The
management processes allow for these differences in the way that unit prices are established. The
assets of the internal linked funds may be represented by holdings in external collective investment funds,
other internal funds of ZAL, direct holdings of investments or by means of reinsurance with third parties.
3.78 ZAL has well established and documented processes for managing its linked business and the linked
funds in which this business is invested. I have considered the processes employed by ZAL and, whilst
some procedures are bespoke to ZAL, I consider that they are generally reflective of accepted market
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practice. Accordingly I do not consider it necessary to set out a detailed description of the procedures in
the Scheme Report. However, the brief summary below sets the scope of the areas I have considered
and notes those bespoke features of ZAL’s processes.

3.79

•

Valuing the linked funds: Frequency and timing of valuation is specified to obtain market prices
from appropriate data sources, as is the approach to placing a value on assets where an updated
quoted price is not available. Direct investment expenses may be deducted prior to establishing
the value of each fund. These processes ensure that policyholder interests are maintained
equitably.

•

Maintaining unit pricing series: A number of policy types may be invested in a single fund and
corresponding unit prices will be maintained reflecting the charging structure and tax status of each
policy type invested in that fund.

•

Setting Unit Prices: The unit price reflects the net value of each linked fund divided by the units in
force, and adjusted for the charging structure and tax status. The unit pricing process in line with
ZAL’s Pricing Policy also reflects whether the price should be on a “bid” basis (if the fund is
shrinking by outflows so that costs of liquidating assets need to be allowed for) or on an “offer”
basis (if the fund is expanding by inflows and asset acquisition costs need to be allowed for).
ZAL’s approach to monitoring the bid /offer position is described further in 3.80 below.

•

Unit dealing: ZAL uses a “matched trade” process in dealing such that units are liquidated or
created on a daily basis. This contrasts with the “box” management approach more commonly
used where traded units are effectively sold to or bought from a “box of units” held by the
shareholder,

ZAL has a discretionary power to vary the linked funds which are made available to investors. It may
add new funds, close existing funds or merge funds where it considers investment objectives to be
similar. The terms upon which such fund level actions are taken or the circumstances in which they may
be triggered are not specified but in practice are subject to appropriate governance and having regard to
the FCA’s general requirement to treat customers fairly. Historically, ZAL’s ability to manage the range of
funds available has been constrained by specific funds having been created under investment strategies
advised by Employment Benefit Consultants (“EBCs”).

Other relevant features of the management of ZAL’s linked funds
3.80 ZAL undertakes two types of monitoring of the pricing basis: “active management” monitoring and
“medium term review” monitoring.
•

Active management
If the aggregate daily transaction value will change the unit fund value by more than 0.5% and is
counter to the default valuation basis (i.e. selling units when on an appropriation basis or buying
units when on an expropriation basis) then applicable, it will switch the valuation basis (for
example, from bid basis to offer basis). .

•

Medium term review
ZAL undertakes monitoring over the medium term to ensure the appropriateness of the valuation
basis. Under its medium term review monitoring, ZAL will alter the ongoing valuation basis where:
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Changes resulting from the medium term review monitoring will be applied gradually.
3.81 ZAL relies on SSC to provide much of the operational management of the linked funds, including the
custody of the assets in respect of some of its internal funds. Charges in respect of custody are allocated
to the respective fund. For other funds, ZAL retains responsibility for settlement of trades in investment
fund holdings.
3.82 ZAL’s Corporate Savings Business involved both insurance and investment type products, but a single
banking arrangement was utilised to deal with payments to and from customers. This was
administratively convenient for ZAL (and SIML) and placed customers at no disadvantage compared to if
a separate arrangement for insurance and investment customers was used. However, it does mean that
SIML effectively has to satisfy the requirements of the FCA’s Client Asset Sourcebook (“CASS”)
regulations for its banking arrangements for this business, which it would not have had to done for its
insurance business otherwise.
Fund reinsurance of linked funds
3.83 ZAL acts as the direct insurer for a number of pension arrangements, including its Corporate Pensions
Business, where the investment management is provided through external fund links to funds operated by
an external investment manager. Some of the fund links in these circumstances are effected by means of
a reinsurance contract between ZAL and the investment manager’s life insurance subsidiary company.
These reinsurance arrangements do not constitute ordinary reinsurance arrangements whereby there is a
significant transfer of insurance risk from an insurer to the reinsurer.
3.84 The reinsurer allocates units in its own specified unit funds based upon the value of payments and
investment instructions received from ZAL. The total value of the units in the reinsurer under the terms of
the reinsurance contract exactly mirrors the value of the units allocated to the ZAL policies reinsured.
3.85 In addition to being exposed to market risks, some Corporate Pensions Business policyholders are
directly exposed to the risk of the failure of the reinsurer. This is set out in the terms and conditions of
their policies.
Independent Governance Committee
3.86 In April 2015, the Financial Conduct Authority (the “FCA”) introduced a requirement that all providers of
workplace personal pension schemes must establish and maintain an effective Independent Governance
Committee (“IGC”). A firm’s IGC is required to act solely in the interests of relevant scheme members
and assess the ongoing value for money of workplace personal pension schemes. Should it have any
concerns it should first raise these with the insurer’s board, but if necessary escalate any concerns to the
FCA. IGCs are required to report annually on their work and findings over the previous 12 months.
3.87 The most recent ZAL IGC report was published in April 2018. In this report, the IGC stated that it would
ensure that members of certain workplace pension schemes (all of which form part of the Excluded
Business) would benefit from the following initiatives:
•

Policyholders with charges in excess of 1% p.a. would be offered the option to switch to a
lower-cost fund. The IGC would like this exercise to continue for at least the next 5 years,

•

Mailings will be sent that encourage policyholders to select an investment strategy as they
near retirement that reduces risk and lines up with their retirement money needs,

•

A new retirement planner tool, retirement podcasts and workplace seminars to encourage
member involvement,
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•

A telephone service to enable members to access pension funds more conveniently, and

•

A text message service to keep members informed on the progress of their transfer to / from
Zurich.

3.88 The IGC report also stated that the maximum reduction in yield (the “RIY”)4 that a member faces within
these workplace pension policies is 1.21% each year, and that the “vast majority” of members are
charged the equivalent of less than a 1% RIY each year.
3.89 The IGC has defined the schemes transferring to SWL as ‘modern’. The majority of such schemes have
charges that are 0.75% pa or less. More than 50% of the transferring schemes have charges of less than
0.50% pa. I note that of those policies transferring to SWL, none are subject to an annual charge in
excess of 1%.
Expense allocation methodology
3.90 ZAL considers its expenses in four categories when allocating expense to its business lines:
•

Investment management expenses

•

Directly attributable expenses

•

Capita expenses (from administrative tasks outsourced to Capita)

•

Overheads

3.91 Each of these types of expense is allocated to policies using a pre-defined methodology. Historically, this
methodology has resulted in very little overhead being allocated to ZAL’s Corporate Savings Business.
Capital Management
3.92 ZAL’s capital management policy aims to ensure that ZAL meets its regulatory capital requirements at all
times. The capital management policy has regard to the European Union’s (“EU’s”) Solvency II
regulatory regime and the Hong Kong regulatory regime.
3.93 ZAL monitors its solvency position relative to an upper solvency boundary and a lower solvency
boundary. The boundaries are defined in terms of ZAL’s Solvency II and Hong Kong solvency ratios.
3.94 The lower solvency boundary incorporates a safety buffer above the regulatory intervention point (which
is a solvency ratio of 100%) to ensure that ZAL can absorb volatility in its capital resources in reasonably
foreseeable stressed conditions. For this purpose, the solvency ratio is the ratio of the available capital
resources in excess of liabilities to the regulatory solvency capital requirement.
3.95 The upper boundary sets a measure for what ZAL considers to be a reasonable amount of working
capital for its business. In situations where its solvency ratio exceeds the upper boundary, ZAL’s CFO
may propose to the Board of Directors and the Group Treasury & Capital Management team to distribute
the surplus funds to the shareholder, while ensuring continued compliance with relevant legal and
regulatory requirements.
Funding agreement
3.96 ZAL has in place a funding agreement with its ultimate beneficial owner, ZIG. This agreement triggers
payments from ZIG to ZAL upon realisation of a Regulatory Event and an Insolvency Event.

The RIY describes the impact of charges on a policyholder’s investments. A RIY of 1% has the effect of reducing the
annual investment return on the funds by 1%.
4
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3.97 A Regulatory Event is defined as a situation where ZAL’s solvency level falls to a level insufficient to
cover its liabilities measured under Solvency II at the 99.6th percentile confidence level over one year. If a
Regulatory Event is triggered, ZAL will receive a payment of up to £200 million from ZIG.
3.98 An Insolvency Event is defined as a situation where ZAL is within £50 million of becoming insolvent for
the purposes of Section 123 of the Insolvency Act 19865. If an Insolvency Event is triggered, ZIG will
make a further payment of up to £633 million to ZAL, so that the total paid will not exceed £833 million.
3.99 This agreement has been in effect from 28 November 2005 and has not been called upon since its
inception. The termination date of the agreement is 28 November 2043. The funding agreement is not
reflected in ZAL’s Solvency II own funds position.
Staff Pension Scheme
3.100 The majority of employees of ZAL that are based in the UK are employed by Zurich Employment Services
Limited (“ZES”), which is a subsidiary of Zurich Financial Services (UKISA) Limited (“UKISA”).
3.101 Employees of ZES whose employment began prior to March 2007 were able to participate in a defined
benefit pension scheme (the “Zurich UK Staff Pension Scheme”). The Zurich UK Staff Pension
Scheme was closed to future accruals from 1 January 2016. Although the financial position of the Zurich
UK Staff Pension Scheme is reflected in ZES’ balance sheet, UKISA is the Zurich UK Staff Pension
Scheme’s sponsoring company and is therefore required to contribute to the Zurich UK Staff Pension
Scheme.
3.102 ZAL has no legal requirement to contribute to the Pension Scheme, but may be asked to assist UKISA in
securing funding to the Zurich UK Staff Pension Scheme. ZAL uses the Solvency II Standard Formula to
calculate its regulatory capital requirement. ZAL holds an additional capital amount in respect of the
Zurich UK Staff Pension Scheme risk. The additional capital is required because the Standard Formula
does not provide for pension scheme risk where the insurer is not the sponsor of the scheme to which it is
exposed,
3.103 The additional capital amount is set by the PRA and totalled £320 million as at 1 January 2016, but was
increased to £460 million on 1 January 2017. More information on Solvency II, including detail on the
Standard Formula, can be found in Appendix 4.
3.104 ZAL is currently developing a bespoke process to model, quantify and manage more effectively the risks
associated with the Zurich UK Staff Pension Scheme.

5

The Insolvency Act 1986 considers the scenarios under which a company is deemed to be unable to pay its debts. A
company can be considered unable to pay its debts for various reasons, but applicable here is Section 123 paragraph 2.
123(2) states that a company is unable to pay its debts if the value of its assets is less than the amount of its liabilities taking
into account contingent and prospective liabilities.
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Financial Position
3.105 Table 3.6 summarises information from ZAL’s Solvency and Financial Condition Report (“SFCR”) as at 31
December 2016 and 31 December 2017.
Table 3.6: ZAL’s Solvency Position (£ millions)
Balance sheet item

31 December 2017

31 December 2016

Value of assets (A)

55,165

52,976

Best estimate liabilities (B)

(51,896)

(49,607)

Risk Margin (C)

(342)

(449)

Transitional Measure on Technical Provisions (D)

-

-

Total Technical Provisions (E) [=(B)+(C)+(D)]

(52,239)

(50,056)

Other liabilities (F)

(910)

(901)

Excess of assets over liabilities (G) [=(A)+(E)+(F)]

2,016

2,020

Foreseeable dividends (H)

-

-

Restrictions relating to ring-fenced funds and
Matching Adjustment portfolios (I)6

(132)

(26)

Subordinated debt counting towards own funds (J)

-

-

Total own funds (K) [=(G)+(H)+(I)+(J)]

1,885

1,994

SCR (L)

1,177

1,155

Excess of own funds over SCR [=(K)-(L)]

708

839

Solvency coverage ratio [=(K)/(L)]

160%

173%

Source: Zurich Assurance Ltd Solvency and Financial Condition Reports: 2016 and 2017
3.106 The restrictions relating to ring-fenced funds and Matching Adjustment portfolios referred to in row (I)
relate to the fact that surplus assets in with-profits funds and Matching Adjustment portfolios may only be
used to cover losses arising in those funds. This means that insurers are unable to take credit for any
surplus over and above the SCR associated with the risks arising within the relevant fund.
3.107 The main changes of note in the SCR relate to an increased capital add-on in respect of Zurich UK Staff
Pension Scheme (as noted in paragraph 3.102). This was largely offset by a reduction in the capital held
in respect of counterparty default risk. The solvency ratio has fallen primarily as a result of a change in
Own Funds, which has reduced over the year due to a dividend payment of £139 million to ZAL’s parent
company.
3.108 The stability of the financial position is also demonstrated in the year end solvency ratios noted in Table
3.7. The regulatory solvency position is established more fully on a quarterly basis and Table 3.7
demonstrates that the solvency ratio has been reasonably stable since the introduction of Solvency II.

6

ZAL does not apply the Matching Adjustment, therefore entry is entirely a result of restrictions relating to ring-fenced withprofits funds.
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Table 3.7: ZAL’s Historical Solvency ratio
Date

Solvency ratio

30 June 2016

150%

30 September 2016

132%

31 December 2016

173%

31 March 2017

158%

30 June 2017

154%

30 September 2017

137%

31 December 2017

160%

Source: Zurich Assurance Ltd Own Risk and Solvency Assessments, 2016 & 2017, ZAL Chief Actuary
Report (Q2 2017), ZAL Calculations
3.109 The variation during the year reflects the emergence and accumulation of profit in ZAL which is
periodically paid out as a dividend to shareholders in line with its capital and dividend policies. The
solvency ratio at 31 March 2017 was 159% before a dividend of £139 million was paid to ZAL’s
shareholder, and fell to 148% after payment of the dividend.
Hong Kong Branch
3.110 ZAL holds a waiver issued by the Hong Kong Insurance Authority that allows ZAL to calculate its Hong
Kong Solvency Capital Requirement using its Solvency II technical provisions. This removes a constraint
restricting its ability pay a dividend and ensures that it is solvent on a Hong Kong basis.
3.111 If this waiver is not renewed, ZAL’s ORSA notes that ZAL will require a capital injection to be solvent on
the Hong Kong basis. The waiver will remain in force up to and including 31 December 2018, at which
point ZAL will be required to apply for a renewal in respect of future reporting periods.
3.112 ZAL has not yet submitted its waiver renewal application, but is currently working on a waiver renewal
application. It does not expect any issues in retaining the waiver.
3.113 Hong Kong is in the process of implementing a risk-based regulatory regime that is anticipated to be more
in line Solvency II. It is currently unclear when Hong Kong will implement its risk-based capital regime.
Risk Profile
3.114 ZAL is required by regulation to calculate its capital requirement with respect to specified risk categories.
The Standard Formula7 defines a stress to apply for each risk category in order to calculate the riskspecific capital requirement. The capital requirement is calculated as the change in basic own funds 8
between the base balance sheet and the balance sheet that arises under the stressed conditions.

7

ZAL has not sought permission to calculate its capital requirements using an internal model, it therefore uses the Standard
Formula that is prescribed by regulation. More detail on the Standard Formula can be found in Appendix 4.
8

Basic own funds is broadly equal to the excess of assets over liabilities.
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3.115 Adding up the results of each calculation provides an indication of the impact of the risks and this referred
to as the undiversified capital position. It is called an undiversified capital position as it is unlikely that all
of the stresses will occur at the same time. Therefore, the total capital requirement is set after allowing for
the relative likelihood of the stresses occurring together: this is referred to as diversification.
3.116 Table 3.8 details the contribution to ZAL’s solvency capital requirement from the main risk categories
(before allowing for diversification) and how these have changed over 2017.
Table 3.8: Change in the composition of ZAL’s undiversified SCR
Risk

2017

2016

Change

Underwriting

32%

35%

-3%

Pension scheme add-on

30%

22%

+8%

Market

23%

20%

+3%

Counterparty default

9%

17%

-8%

Operational

6%

6%

0%

Source: Zurich Assurance Ltd Solvency and Financial Condition Report 2016 & 2017
3.117 The risk categories do not have a uniform contribution from each of the policy classes and Table 3.9 sets
out the source of risk by line of business.
Table 3.9: ZAL’s Risk Profile
Risk

Types of
policy giving
rise to the
risk

How the risk arises

Counterparty
default risk

All

Counterparty default risk is the risk of financial loss resulting from a third
party failing to fulfil their financial obligations. ZAL is exposed to
counterparty default risk in four areas:
•

Cash and cash equivalents;

•

Reinsurance assets, including fund reinsurance;

•

Receivables; and

•

Derivatives.

ZAL mitigates this risk by managing its exposure to lower-rated entities and
only transacts derivatives with counterparties where a collateral
arrangement is in place.
Market –
Credit spread

All

Asset values may fall as a result of an increase in the spread between the
asset yield and the risk-free rate. This may reflect concerns about the
credit-worthiness of the assets.
ZAL mitigates this risk by limiting its exposure to low quality credit
instruments.
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Risk

Types of
policy giving
rise to the
risk

How the risk arises

Market –
Equity

Unit-linked
policies

If equity prices fall then ZAL will receive lower charges, since charges are
generally proportional to the size of policyholders’ funds. ZAL has in place
an equity hedge limiting its shareholder exposure on UK business, therefore
the remaining equity risk mainly relates to its business in Hong Kong.

With-profits
policies

There also exists the risk of burn-through of the with-profits funds’ estates
where poor investment returns reduce the value of assets backing withprofits policies such that their value is less than the basic sum assured plus
bonuses declared to date on the with-profits policies.
Market –
Interest rate

All

ZAL is exposed to risk arising from changes in interest rates on:
•

the Zurich UK Staff Pension Scheme,

•

its long tail liabilities and

•

GARs offered on some with-profits policies.

ZAL hedges the interest rate risk on its longer tail liabilities through a wellmatched investment strategy, which ensures that asset and liability values
move in the same direction following interest rate movements.
ZAL’s SCR is insensitive to interest rate movements as its main exposure,
the risk associated with the Zurich UK Staff Pension Scheme, is captured
through the capital add-on and not through the Solvency II Standard
Formula.
Operational

All

In its ORSA ZAL defines operational risk as “the risk of loss resulting from
inadequate or failed internal processes, people and systems or from
external events such as outsourcing, catastrophes, legislation and external
fraud, including cyber risk”.
ZAL implements a framework for identifying, assessing, managing and
reporting operational risk. Included in this framework is consideration of
conduct risk, which manages the risks to the delivery of customer outcomes
within the business.

Underwriting
– Expense

All

Expense risk is the risk that the costs associated with administering and
acquiring business are higher than expected.
ZAL’s biggest exposure to expense risk is in relation to its pensions
business which has the largest number of policies in force. ZAL is also
exposed to expense risk from Zurich Group recharges.
ZAL mitigates expense risk through a robust budgeting process and
outsourcing arrangements.

Underwriting
- Life

February 2019
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Exposures to mortality risk, longevity risk, morbidity risk and catastrophe
risk. In order to mitigate these risks ZAL uses reinsurance.
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Risk

Types of
policy giving
rise to the
risk

How the risk arises

Underwriting
– Persistency

Unit-linked
policies,

If policyholders withdraw their funds earlier than expected then ZAL will not
receive the future charges on unit linked business that policyholders would
have paid.

Protection
policies

Similarly, the value of future premiums on protection business may be
expected to exceed the value of future claims and therefore there will be a
strain on early surrender.

Source: Hymans Robertson analysis
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4

Background to Scottish Widows Limited

Background and history
4.1

SWL is the principal insurance company of Lloyds Banking Group plc (“LBG”). SWL was incorporated on
2 May 1996 under the name Clerical Medical Investment Group Limited (“CMIGL”) but changed its name
to Scottish Widows Limited on 31 December 2015.

4.2

The change of name coincided with the implementation of an insurance business transfer scheme
pursuant to Part VII of FSMA (the “LBGI 2015 Scheme”). Under the LBGI 2015 Scheme, the long-term
insurance business of seven companies within the LBG group was transferred into SWL. The seven
companies were:

4.3

•

Scottish Widows plc;

•

Scottish Widows Annuities Limited;

•

Scottish Widows Unit Funds Limited;

•

Pensions Management (S.W.F.) Limited;

•

Halifax Life Limited;

•

St Andrew’s Life Assurance plc; and

•

Clerical Medical Managed Funds Limited.

CMIGL was born out of the demutualisation of the Clerical, Medical and General Life Assurance Society
(“CMGLAS”) while Scottish Widows plc (“SW plc”) was born out of the demutualisation of the Scottish
Widows’ Fund and Life Assurance Society (“SWFLAS”). Through these two companies, SWL traces its
history back to 1824 and 1815 respectively.

Group structure and operational relationships
4.4

Figure 4.1 shows SWL’s position within LBG’s Insurance division. The group structure has been
simplified to aid understanding. Life insurance companies are shown in green, general insurance
companies are shown in pink, while other companies are shown in blue. Only the leg including SWL and
its subsidiaries is relevant to the review.
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Figure 4.1: Structure of LBG’s Insurance division
Scottish Widows
Group Ltd (SWGL)

Scottish Widows
Limited (SWL)

Lloyds Bank General
Insurance Holdings
Ltd

Scottish Widows
Administration
Services Ltd (SWASL)

Lloyds Bank General
Insurance Ltd (LBGIL)

Scottish Widows
Services Limited
(SWSL)

St Andrew's
Insurance Plc (StAI)

Scottish Widows
FInancial Services
Holdings Ltd

HBOS Financial
Services Ltd

Clerical Medical
Finance Plc (CMF)

Source: Scottish Widows Group Solvency and Financial Condition Report as at 31 December 2016.

4.5

Scottish Widows Group Limited (“SWGL”) is SWL’s immediate parent.

4.6

The immediate parent of SWGL is Lloyds Bank plc. The ultimate parent of SWGL (and, by extension,
SWL) is LBG.

4.7

Scottish Widows Services Limited (“SWSL”) provides administration services to SWL and other LBG
companies. SWSL was a direct subsidiary of SWL until April 2018 but ownership has been transferred so
that SWSL now lies within the Lloyds Bank UK retail banking group to allow LBG to comply with its
regulatory requirement to ring-fence its retail banking activities from the rest of its business.

4.8

SWSL is the sponsoring employer for the Scottish Widows Retirement Benefits Scheme (“SWRBS”),
which is a defined benefit occupational pension scheme for staff employed by SWL, SWSL and other
companies within LBG. SWL had provided an unlimited guarantee to SWSL in respect of the SWRBS but
this guarantee has ceased to apply on the change of ownership.

4.9

Scottish Widows Administration Services Limited (“SWASL”) predominantly provides administration
services for a number of third party pension contracts, but also provides services in relation to the
securities lending programme in a number of other subsidiaries in LBGI. The role of SWASL in
implementing the transaction between ZAL and SWL will be described in Section 6 of the Scheme
Report.

Business lines
4.10 SWL divides its new business activities into four key areas:
•

Protection: retail business covering term assurance, critical illness and whole of life cover.

•

Corporate pensions: covering products that aim to help members of company pension schemes
to save for retirement.

•

Retirement: covering products that aim to help individuals accumulate retirement savings, as
well as those sold to individuals in retirement, such as income drawdown and annuities.
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•

Bulk annuities: sold to trustees of defined benefit occupational pension schemes as a way of
transferring risk from such schemes and securing their members’ benefits.

4.11 Table 4.2 shows the total premium income received by SWL during 2017 in these areas of new business
focus, as well from longstanding business in those lines of business not actively marketed by SWL.
Table 4.2: Premium income analysis - 2017 (£million)
Business Line

New
business

Protection

Existing
business

Total

13

20

33

107

96

203

Retirement

95

91

186

Bulk annuities

54

26

80

Longstanding business

12

440

452

281

673

954

Corporate pensions

Total

Source: Scottish Widows Group Solvency and Financial Condition Report as at 31 December 2017.

4.12 Aside from these business lines that are actively marketed, SWL has a large in-force book reflecting the
long history of the business. This in-force book covers a wide range of life insurance, health insurance
and pensions business lines, including numerous product lines which are closed to new business. Table
4.3 below shows a breakdown of the technical provisions for the in-force book for each of the Solvency II
business categories.
Table 4.3 Analysis of SWL’s liabilities as at 31 December 2017 (£million)
Best estimate
liabilities

Risk Margin

214

11

-8

217

Insurance with-profits

15,169

261

-191

15,239

Index-linked and
unit-linked

81,270

521

-632

81,159

Other life insurance

15,075

951

-432

15,595

696

47

-33

710

112,424

1,791

-1,296

112,919

Health insurance

Accepted
reinsurance
Total technical
provisions

Transitional
Measure on
Technical
Provisions (TMTP)

Technical
provisions

Source: Scottish Widows Group Solvency and Financial Condition Report as at 31 December 2017.
Figures are gross of reinsurance
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Fund structure
4.13 SWL maintains three funds to manage its in-force business.
4.14 SWL has two with-profits funds:
•

The Scottish Widows With-profits Fund (“SWWPF”), which contains the with-profits business
transferred by SW plc to SWL as part of the LBGI 2015 Scheme, and

•

The Clerical Medical With-profits Fund (“CMWPF”), which contains the with-profits business
managed by SWL prior to the LBGI 2015 Scheme.

4.15 With-profits policyholders share in the profits arising from a defined block of assets and liabilities. This
requires SWL to maintain separate ring-fenced funds which contain these defined assets and liabilities.
Shareholders may also share in these profits.
4.16 SWL also maintains another fund called the Combined Fund, which comprises all of SWL’s assets and
liabilities other than those attributed to the CMWPF and the SWWPF.
Combined Fund
4.17 The vast majority of SWL’s new business is written into the Combined Fund. This includes all of the lines
of business that are actively marketed.
4.18 The Combined Fund is the largest of SWL’s three funds. It contains the vast majority of SWL’s unitlinked, non-profit protection and annuity business; the with-profits funds contain only immaterial amounts
of non-profit business.
SWWPF
4.19 The SWWPF contains with-profits business written by SWFLAS prior to its demutualisation (the “predemutualisation with-profits business”) and that written by SW plc after demutualisation (the “postdemutualisation with-profits business”).
4.20 The pre- and post-demutualisation with-profits business are, to some extent, managed separately; e.g.,
different investment strategies are maintained.
4.21 The SWWPF contains a range of product lines, including individual and group money-purchase pensions,
whole of life products, endowments, individual and group deferred annuities, Flexible Options Bonds and
with-profits annuities.
4.22 The SWWPF also contains a small amount of non-profit business. The profits arising from this business
are attributable to the pre-demutualisation WP business policyholders.
4.23 The SWWPF is closed to new business, with the exception of new members of existing group pension
schemes, additional single premiums paid into existing policies and increases to the levels of existing
business.
4.24 The Combined Fund receives transfers from the SWWPF as set out in the LBGI 2015 Scheme. The
Combined Fund is then responsible for meeting the actual expenses incurred through managing the
business of the SWWPF.
4.25 The LBGI 2015 Scheme contains various restrictions on the charges that may be levied on predemutualisation with-profits business.
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4.26 In addition to receiving transfers from the SWWPF in respect of charges, the Combined Fund also
receives transfers equal to one-ninth of the cost of bonuses declared on conventional with-profits
business in the SWWPF. However, the Combined Fund does not receive any transfers in respect of
bonuses that relate to the distribution to policyholders of the so-called “Additional Account”, a
memorandum account set up in the SWWPF when SWFLAS demutualised.
4.27 The LBGI 2015 Scheme requires the Combined Fund to provide specific capital support to the SWWPF –
in the form of a contingent loan –in certain circumstances. Whether or not a contingent loan is required
depends on the results of two tests which compare the values of the assets and liabilities of the SWWPF
on different measures. A loan will only be made provided that making it does not lead to a situation
where the assets of the Combined Fund are insufficient to cover both the technical provisions and other
liabilities of the Combined Fund and the notional SCR associated with the risks to which the Combined
Fund is exposed.
4.28 In theory, the investment strategies for both pre and post-demutualisation with-profits business are
related to the financial strength of both the SWWPF and the Combined Fund. However, in practice the
financial strength of the Combined Fund would materially affect the investment strategies only in extreme
circumstances.
4.29 For pre-demutualisation with-profits business, an upper limit is set on the proportion of asset shares that
can be backed with equities, property and similar assets. This limit is set by considering a “notional
mutual company” which has contains the pre-demutualisation with-profits business and has assets equal
to the asset shares of pre-demutualisation with-profits business, plus a specified part of the surplus in the
SWWPF, plus part of the assets held in the Combined Fund. The limit is set such that the “notional
mutual company” would remain solvent in “reasonably foreseeable circumstances”.
4.30 SWL aims to adopt the same investment strategy for post-demutualisation with-profits business as that
set for pre-demutualisation with-profits business, subject only to differences resulting from the nature of
the liabilities. However, the maximum equity content for post-demutualisation with-profits business may
be restricted to ensure that SWL would continue to meet prudential regulatory requirements in the event
of reasonably foreseeable changes in investment conditions.
CMWPF
4.31 The CMWPF contains with-profits business written by CMGLAS prior to its demutualisation and that
written by CMIGL after demutualisation. The vast majority of the business in force was written after
demutualisation.
4.32 The CMWPF is closed to new business, with the exception of:
•

additional investment where existing policies allow it, including new and existing members of
group schemes; and,

•

with-profits annuities written pursuant to options contained in certain pension policies issues in
Germany and Austria.

4.33 The CMWPF contains UWP, CWP and Group Deposit Administration business. UWP business includes
regular premium and single premium endowments, whole of life products, individual pensions, and group
money purchase pensions. CWP business includes conventional endowments, whole of life products
and deferred annuities.
4.34 The CMWPF contains an immaterial amount of non-profit business: less than 0.5% by value.
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4.35 The Combined Fund receives transfers from the CMWPF as set out in the LBGI 2015 Scheme. The
Combined Fund is then responsible for meeting the actual expenses incurred through managing the
business.
4.36 The LBGI 2015 Scheme imposes various restrictions on the charges that may be levied on policies
written by CMGLAS before its demutualisation.
4.37 In addition to receiving transfers in relation to charges, the Combined Fund also receives transfers equal
to one-ninth of the cost of each bonus that is declared on CWP business and 1% of the face value of
Deposit Administration contracts each year.
4.38 The investment strategy of the CMWPF is related to the financial strength of the CMWPF and does not
directly depend on the financial strength of the Combined Fund.
4.39 In extreme situations, the Combined Fund may provide capital support to the CMWPF. Capital support is
provided if projections over a two year period indicate that there are insufficient assets in the estate to
support pay-outs during that period which are not met from asset shares (for example, any positive
differences between the amount of basic sum assured and previously declared bonuses the asset share
attributable to that policy).
4.40 The capital support would be provided in the form of a contingent loan. The loan amount rolls up with
interest charged at 200bps over the prevailing London Interbank Offered Rate. Part or all of the loan and
accrued interest will be repaid to the Combined Fund on every occasion that the projections referred to in
4.39 subsequently indicate that the CMWPF has capacity to do so while still maintain sufficient assets in
its estate to support expected pay-outs during the following two years which are not met from asset
shares.
Financial position
4.41 Table 4.4 sets out SWL’s solvency positions as shown by its regulatory balance sheet as at 31 December
2017 and 31 December 2016.
Table 4.4 SWL’s Solvency position as at 31 December (£million)
Balance sheet item
Value of assets (A)
Best estimate liabilities (B)
Risk Margin (C)
Transitional Measure on Technical Provisions (D)
Total Technical Provisions (E) [=(B)+(C)+(D)]
Other liabilities (F)

2017

2016

128,687

125,528

(112,424)

(107,972)

(1,792)

(2,099)

1,296

2,054

(112,919)

(108,017)

(7,586)

(7,657)

Excess of assets over liabilities (G) [=(A)+(E)+(F)]

8,182

9,854

Foreseeable dividends (H)

(540)

(2,449)

Restrictions relating to ring-fenced funds and
Matching Adjustment portfolios (I)

(925)

(896)

Subordinated debt counting towards own funds (J)

1,696

1,721

Total own funds (K) [=(G)+(H)+(I)+(J)]

8,412

8,229

SCR (L)

6,014

5,700

Excess of own fund over SCR [=(K)-(L)]

2,398

2,529

Solvency coverage ratio [=(K)/(L)]
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Source: Solvency and Financial Condition Reports as at 31 December 2017 and 31 December 2016
4.42 Part of the liabilities included in row (F) relates to £1,500 million of fixed-rate subordinated notes. The
balance sheet value of these notes was £1,696 million at 31 December 2017, reflecting the prevailing
interest rates at that date. These liabilities meet the criteria to qualify as Tier 2 own funds, and hence
their value is included as part of SWL’s own funds (in row (J)).
4.43 The SCR was calculated using SWL’s internal model, approved by the PRA, rather than the Standard
Formula approach.
4.44 The following regulatory approvals were reflected in the value of the Technical Provisions:
•

Matching Adjustment incorporated in the valuation of certain annuity liabilities

•

Transitional Measure on Technical Provisions

Each of these is discussed in Appendix 4.
4.45 I have been supplied with information relating to SWL’s financial position as at 30 June 2018. The
financial position at this date was broadly similar to that as at 31 December 2017.
Capital management for SWL
4.46 SWL has put in place a capital management plan which defines when and how actions would be taken to
restore its internal risk appetite buffer in stressed conditions.
4.47 SWL targets a certain minimum solvency coverage ratio. If the coverage ratio falls below this target level
then SWL will take certain actions as set out in its capital management plan. The specific actions taken
will depend on both the level to which the coverage ratio has fallen and how the coverage ratio is
projected to change in the future.
Liquidity management
4.48 SWL has a liquidity risk policy in place. This includes estimating the amount of liquidity required over
various future time periods and comparing these with the amount of liquid assets currently available or
projected to be available. SWL aims to hold a certain level of liquid assets depending on its current and
projected liquidity requirements.
Risk profile
4.49 SWL’s SFCR includes a breakdown of the company’s SCR by type of risk. This is reproduced in Table
4.5.
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Table 4.5: Breakdown of SWL’s SCR (before diversification) by risk, as at 31 December 2017
Risk

Percentage of total

Market – interest rates

2%

Market – equity

14%

Market – property

1%

Market – credit spread

17%

Market – currency

1%

Market – other

3%

Counterparty

1%

Underwriting - mortality

0%

Underwriting - longevity

13%

Underwriting - morbidity

3%

Underwriting - persistency

10%

Underwriting - expense

7%

Underwriting - catastrophe

0%

Operational

20%

Other

2%

Source: Solvency and Financial Condition Report as at 31 December 2017
4.50 This table shows that six risks comprise 83% of SWL’s SCR (before diversification). These are:
•

Operational risk;

•

Credit spread risk;

•

Equity risk;

•

Longevity risk;

•

Persistency risk; and,

•

Expense risk.

4.51 The source of each of these major risks by product line is discussed below.
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Table 4.6: Source of major risk to SWL
Risk

Main line(s) of business
giving rise to the risk

How the risk arises

Operational

All

SWL is exposed to the risk of loss resulting from
inadequate or failed processes, people and systems or
from external events.
The operational risk capital requirements include amounts
in respect of a number of potential claims from customers
relating to policies sold by independent intermediaries in
Germany.

Market - credit
spread

Annuities

Asset values may fall as a result of an increase in the
spread between the asset yield and the risk-free rate.
This may reflect market concerns about the creditworthiness of the assets.
SWL may also suffer losses from actual defaults or credit
rating downgrades on its assets.

Market - equity

Unit-linked
With-profits

If equity prices fall then SWL will receive lower charges,
since charges are generally proportional to the size of
policyholders’ funds. The size of policyholders’ funds is
affected by all market risks, but equity risk is the most
significant of these since the funds selected by
policyholders tend to have high equity allocations.

Underwriting longevity

Annuities

If annuitants live longer than expected then the total
amount paid to them over their lifetimes will be higher.

Underwriting persistency

Unit-linked

If policyholders withdraw their funds earlier than expected
then SWL will not receive the future charges that they
would have paid.

With-profits

Underwriting expense risk

Protection

Similarly, the value of future premiums on protection
business may be expected to exceed the value of future
claims.

All

SWL is exposed to the risk that the expenses incurred in
administering its business are higher than expected.

Risk associated with with-profits funds
4.52 The “other” risks in Table 4.5 relate primarily to the with-profits funds.
4.53 With-profits policies generally provide a certain level of guarantees to policyholders. If, at the point
benefits are taken, a policyholder’s asset share is less than their guaranteed benefit then the difference
needs to be made up to ensure that the policyholder receives at least the guaranteed benefit.
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4.54 The cost of these guarantees is taken, in the first instance, from the surplus within the relevant with-profits
fund. However, if the surplus in the relevant fund is insufficient then the costs will need to be met from
the Combined Fund.
Other risks contributing to the SCR
4.55 SWL’s other risks have a much smaller impact on the company’s SCR. They include:
•

Other types of market risk: for example exposure to changes in interest rates, property prices
and/or exchange rates;

•

Mortality and morbidity risk associated primarily with protection business;

•

Counterparty default risk relating, for example, to SWL’s reinsurance arrangements.

Staff pension scheme
4.56 SWL’s exposure to the SWRBS is included in the Tables 4.5 and 4.6
4.57 The SWRBS increased SWL’s exposure to interest rate risk, longevity risk, equity risk and property risk
as at 31 December 2017 but as a result of the reorganisation of LBG during 2018 SWL is no longer
exposed to this risk. Since these exposures were partially offset by SWL’s exposure to credit spread risk
arising in other product lines, the removal of SWRBS does not produce a pound for pound reduction in
SCR but is nonetheless beneficial.
Internal model
4.58 SWL has received approval from the PRA to calculate its SCR using an internal model.
4.59 The internal model covers all of SWL’s business. SWL elected to apply to use an internal model after
considering the size of its business and the risks to which it was exposed.
4.60 The SFCR describes the main differences between SWL’s internal model and the Solvency II Standard
Formula. The major differences are summarised in the table below.
Table 4.7: Differences between SWL’s internal model and the Solvency II Standard Formula
Modelling
area

Standard Formula approach

SWL Internal Model approach

Risk
aggregation

Multiple layers of correlation matrices
are used to produce a single output that
is the Standard Formula SCR.

A statistical function called a copula, which is
parameterised by a correlation matrix, is used to
reflect the interaction between risks and generate
a large number of combined risk scenarios which
are then combined with loss functions to calculate
the change in own funds in each scenario.
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Modelling
area

Standard Formula approach

SWL Internal Model approach

Volatility

Changes in asset price volatility are not
allowed for in the Standard Formula

Considers not only changes in the prices of
different assets but also changes in the volatility of
those prices. The volatility of market prices can
be an important factor in evaluating asymmetric
risks.
Internal model allows for changes to the implied
volatility of interest rates, equity prices, property
prices and inflation.

Credit
spread

The Standard Formula prescribes how
the Matching Adjustment should be
assumed to change under stress, based
solely on the rating awarded to the
assets by external credit rating
agencies.

Internal model makes an allowance for the
Matching Adjustment to change under stress
based on an assessment of risks associated with
the particular assets held.
The internal model also allows for gilt spread risk.

Gilt spread risk, the risk of suffering a
loss as a result of a change in the
difference between gilt and swap yields,
is not allowed for in the Standard
Formula.
Equity risk

The Standard Formula determines the
SCR component for equity risk from the
current levels of equity indices. This is
known as the “symmetric adjustment”.

The symmetric adjustment is not replicated in
SWL’s internal model.
The internal model allows for tracking error.

Standard Formula does not allow for
tracking error, i.e., the risk that equity
funds may underperform their
benchmarks.
Interest rate

Standard Formula only includes a shift
in rates across all terms.

SWL’s internal model considers a wider range of
stresses that capture changes in the term
structure of interest rates.

Inflation

Not included.

Included.

Trend

The Standard Formula considers an
instantaneous and permanent change to
longevity, mortality and morbidity rates.

SWL’s internal model considers not only the effect
of an instantaneous change at the date of the
calculation, but also the effect of gradual changes
in longevity, mortality and morbidity rates over
time.
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Modelling
area

Standard Formula approach

SWL Internal Model approach

Persistency

Based on the most onerous of three
scenarios: an increase in lapse rates, a
decrease in lapse rates and a mass
lapse event.

Includes all three of the scenarios included in the
Standard Formula and then considers the
diversification between them.

Paid-up rates (i.e. policyholders ceasing
to pay premiums, but retaining policies
in respect of premiums already paid)
considered within the lapse risk
scenarios.

The internal model also considers “paid-up” rates
separately from lapse rates.

Expense

The Standard Formula considers a
single scenario which incorporates
changes to both the level of expenses
and expense inflation.

SWL’s internal model considers the risk
associated with the level of expenses separately
to the risk of expense inflation.

Morbidity

Morbidity catastrophe risk not included.

SWL’s internal model considers the risk of a
morbidity catastrophe.

Operational

The Standard Formula sets the capital
requirements for operational risk based
on technical provisions, premiums and
expenses.

SWL’s internal model considers the operational
risk categories that SWL is exposed to (e.g.
conduct risk, fraud etc.) and uses representative
scenarios for each category.

No allowance for diversification between
operational risk and other risks

The internal model allows for diversification
between operational risk and other risks.
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5

Outline of the Transaction and the Scheme

Outline of the Transaction
5.1

Prior to the completion of the Platform BTA, Zurich UK Life’s workplace pensions and savings business
comprised:
•

Platform infrastructure and investment business owned and operated by ZAL’s sister company
SIML, and

•

Insurance business written by ZAL but administered by SIML using staff employed by ZES.

Each of these is described more fully in paragraph 1.1 to 1.4.
5.2

All investment business was administered on the CS Platform. Some insurance business was administered
on the DC Platform and the remainder was administered on the CS Platform, although ZAL and SIML were
undertaking a project to migrate the remainder of the insurance business administered on the DC Platform
to the CS Platform.

5.3

On 11 October 2017, SIML and ZAL agreed to sell their Corporate Pension Business and CS Platform to
SWASL and SWL. The transaction comprised two principal elements:
•

The Platform BTA and,

•

The Part VII BTA

5.4

The transfer of the business sold under the Platform BTA, including the CS Platform, was completed on 3
April 2018. The business which was the subject of this transaction is investment business not conducted
within an insurance company environment. SWASL acquired the rights to manage and administer this
business. The relevant staff at Zurich UK Life who administered business on the CS Platform, switched
employment to Lloyds Bank Plc.

5.5

From this date, SWASL and SWL agreed to provide services to SIML and ZAL according to the terms of a
Transitional Services Agreement (the “TSA”) dated 11 October 2017, as amended by a deed dated 3
April 2018. The terms of the TSA provided for SWASL to provide administration services in relation to the
insurance business up until the Effective Date of the Scheme.

5.6

The duration of the TSA can be extended if the Scheme does not become effective in line with the agreed
timescales.

5.7

Since SWASL did not agree to purchase the DC Platform under the terms of the Platform BTA, the TSA
also provides for ZAL and SIML to provide services to SWASL in respect of the DC Platform, so that
SWASL is able to carry out the administration of that part of the Transferred Business which is operated
on the DC Platform.

5.8

The parties have agreed to continue to migrate all of the Transferred Business (defined below) from the
DC Platform to the CS Platform so that there is no ongoing requirement for Zurich UK Life to provide
services to SWL in respect of the DC Platform after the Scheme is implemented. The migration of the
Insurance Business to the CS Platform is planned to be largely complete by 31 March 2019, with the
remaining few policies expected to migrate before 1 July 2019.

5.9

In the event that the project to migrate the insurance business administered on the DC Platform to the CS
Platform has not completed by the Effective Date, the TSA provides for SIML and ZAL to provide these
DC Platform services to SWL.
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5.10 In accordance with the terms of the Part VII BTA, the parties now propose to transfer the Transferred
Business to SWL by means of the Scheme which is described in the following sections of the Scheme
Report.
Outline of the Scheme
5.11 The parties propose that the Scheme should become effective on 1 July 2019.
5.12 On the Effective Date, ZAL’s Corporate Pensions Business policies - excluding certain classes noted
below - will transfer to SWL (the “Transferred Policies” and individually a “Transferred Policy”). The
Transferred Policies will include any policies which have lapsed but which SWL subsequently decides to
reinstate as well as all proposals and offers that ZAL has received prior to the Effective Date which would
have become Transferred Policies if ZAL had decided to accept the application.
5.13 The policy types within ZAL’s Corporate Pensions Business that will not be transferred under the Scheme
or under either of the Island Schemes are:
•

A small number of policies issued to pension schemes based in the Channel Islands;

•

Policies invested in the Zurich 100:0 Fund or 90:10 Fund, or whose terms and conditions permit
investment in that fund;

•

Policies invested in the Secure Managed Fund, or whose terms and conditions permit investment
in that fund; and,

•

One group of Stakeholder Pension Plans, all of which relate to a specific employer and are
administered under ZAL’s freedom of services passporting rights into Portugal.

5.14 The precise list of Transferred Policies will be set out on a CD-ROM to be exchanged (by means of a
secure physical procedure) between ZAL and SWL shortly before the Effective Date. ZAL and SWL may
agree, for instance, that where a pension scheme is administered on the DC Platform and that pension
scheme intends to surrender its policy then that scheme will not be migrated to the CS Platform, will not
be transferred by the Scheme and will remain with Zurich until the process of surrendering is complete.
This will avoid unnecessary upheaval for the members of such a pension scheme.
5.15 In this report, the term “Excluded Policy” (collectively the “Excluded Policies”) is used to refer to any
insurance policy issued by ZAL that is not a Transferred Policy. Excluded policies include both those
policies listed in 5.13 and all of ZAL’s policies which are not part of its Corporate Pensions Business.
5.16 All of ZAL’s assets not used exclusively in the Transferred Business, together with certain other assets,
such as contracts and the Excluded Policies, which ZAL and SWL have agreed should not transfer to
SWL are referred to as “Excluded Assets”. Liabilities related to the Excluded Policies, any tax
attributable to any member of ZAL’s group and all obligations and liabilities relating to the Transferred
Business referable to the period prior to the Effective Date (including any mis-selling and misadministration liabilities) are referred to as “Excluded Liabilities”.
5.17 Excluded Policies, Excluded Assets and Excluded Liabilities are collectively referred to as the “Excluded
Business”.
5.18 With the exception of Group Stakeholder Pension Plans, Occupational Money Purchase Plans and Group
Transfer Plans, none of the Transferred Policies will have their terms and conditions amended by the
Scheme except to transfer to SWL any rights or duties which policy terms ascribe to ZAL.
5.19 In addition to this, the Scheme will amend the terms and conditions of Group Stakeholder Pension Plans,
Occupational Money Purchase Plans and Group Transfer Plans to remove the separate roles of “payment
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agent” (which is currently carried out by SWASL) “platform operator” and “website provider” (which is
currently carried out by SIML) and to provide for SWL to carry out all of the obligations previously carried
out by these entities itself. In addition, the Scheme will transfer to the rights and obligations of the
platform operator under the Scottish Widows Master Trust Policy from SIML to SWASL.
5.20 The Scheme also amends the terms and conditions of the client service agreements with trustees of
Occupational Money Purchase Plans. The effect of this amendment is to provide for SWL to carry out all
the rights and obligations of platform operator, consistent with the change to the terms and conditions
described in 5.19 above.
5.21 In order to enable ZAL and SWL to implement the transfers envisaged by the Scheme, the Scheme
provides that neither ZAL nor SWL will be required to give effect to any "Trading Actions" during a period
beginning at 3 pm on Tuesday 25 June 2019 and ending at 9 am on Wednesday 3 July 2019 (unless
SWL, acting reasonably and having regard to policyholder interests, determines it is necessary to extend
that period in order to complete the critical proving processes necessary to ensure that it can properly
administer the Transferred Business). Trading Actions include any action which requires the application of
the unit price of a linked fund in order to be implemented, including the investment of regular and single
contributions, investment switches, drawdown payments or other cancellations, the application of fundbased charges and any sale or acquisition of units for the purposes of a "lifestyle" rebalance. The
Scheme provides that implementing this Trading Suspension Period will not constitute or be deemed to
constitute a breach of any of the terms and conditions of the Transferred Policies by either ZAL or SWL. It
also requires SWL to use all reasonable endeavours to complete the proving processes, and hence to lift
the Trading Suspension Period, as soon as reasonably practicable after the Effective Date and to notify
the regulators if any delay is likely.
5.22 All of the assets of ZAL’s Corporate Pensions Business related to the Transferred Policies, apart from
those that will be subject to new reinsurance arrangements between ZAL and SWL, (the “Transferred
Assets”) will transfer to SWL.
5.23 The Transferred Business will be allocated to SWL’s Combined Fund on and from the Effective Date.
5.24 ZAL and SWL have agreed a process for ensuring that both the numbers of units attributed to each policy
value and the unit prices are maintained at the point of transfer and that, following the transfer,
policyholders continue to have access to the same linked funds as they have access to immediately
before the transfer. In order to ensure that the transition from the ZAL DC Platform to the Corporate
Savings Platform (and related systems) is effective and does not cause unintended disruption to
policyholders’ ability to trade, ZAL and SWL will seek the Court’s approval to applying a Trading
Suspension Period around the week-end of the Effective Date during which no trading will be permitted in
the Transferred Business. This is described in Section 6.
5.25 All obligations under each Transferred Policy and other contract which forms part of the Transferred
Business, to the extent they are to be performed following the Effective Date, together with all obligations
and liabilities that relate to the ownership of the Transferred Assets or the operation of the Transferred
Business (the “Transferred Liabilities”) will be transferred to SWL and allocated to the Combined Fund
on and from the Effective Date.
5.26 Any policies, assets or liabilities which are intended to transfer under the Scheme but which cannot be
transferred for any reason (the “Residual Policies”, “Residual Assets” and “Residual Liabilities”,
respectively), will be retained by ZAL until the impediment to their transfer has been removed, at which
stage, they will automatically transfer to SWL and be allocated as they would have been on the Effective
Date.
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5.27 The Scheme provides appropriate protection for policyholders of Residual Policies and their impact on the
other policyholders of ZAL and SWL by providing for any such policies to be reinsured by SWL until the
policy can be transferred. For example, although there is no expectation that the Island Schemes will not
be approved prior to the Effective Date, if this did occur, any policies which comprise Guernsey or Jersey
business (as the case may be) would be treated as Residual Policies and be reinsured by SWL until such
time as the relevant court sanction was obtained.
5.28 Any proceedings, claims, complaints or rights to compensation which relate to the Transferred Business
in favour of or against ZAL will be continued by or against SWL.
5.29 ZAL and SWL will bear their own costs incurred preparing and bringing into effect the Scheme. The costs
of the Independent Expert will be split equally between ZAL and SWL.
5.30 In this Scheme Report, the Transferred Policies, the Transferred Assets and the Transferred Liabilities
are referred to collectively as the “Transferred Business”. Similarly, Residual Policies, Residual Assets
and Residual Liabilities are referred to collectively as the “Residual Business”.
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6

Practical Implementation of the Scheme

6.1

This section outlines two general considerations on the practical implementation of the Scheme. The
considerations are further considered in Sections 8, 9 and 10, which consider the impact on particular
groups of policyholders.

Administration of the Transferred Policies
6.2

As highlighted in paragraph 5.8, the administration of the business acquired by SWL is being moved onto
the CS Platform managed by SWASL. The staff who administer ZAL’s Corporate Savings Business and
who operate the CS Platform and the DC Platform have, with the exception of a small number of staff
involved in the operation of ZAL’s linked funds, already transferred employment to Lloyds Bank Plc (the
remainder will transfer upon implementation of the Scheme). These staff also participate in the migration
of the Transferred Policies, which are still administered on the DC Platform, to the CS Platform.

6.3

The administration (staff and system) of the Transferred Policies is effectively a standalone function which
does not impact on the administration of other SWL policies. However, for the avoidance of doubt, since
SWL already manages business similar to that of the Transferred Policies, there may be efficiencies to be
gained from consolidating the administration in a single platform at some later stage. SWL is not required
to consolidate the administration by, or as a consequence of, the Scheme.

6.4

The migration project has been ongoing for some time and is expected to be completed by the Effective
Date. I will comment further on the progress of the migration project in my supplementary report.

Approach to establishing the linked funds in SWL
6.5

6.6

The second practical implementation requirement of the Scheme is to recreate the framework of internal
funds in which the Transferred Policies are currently invested. The particular aspects of creating this
framework are to:
•

Create internal funds in SWL that are equivalent to those currently being offered by ZAL;

•

Allocate identical assets to these internal funds; and,

•

Ensure that systems are in place to value the internal funds created and to establish prices for
the units in those internal funds.

Certain features of ZAL’s internal funds are particularly noteworthy:
•

Some of ZAL’s internal funds are shared between the Excluded Business and the Transferred
Business, and the needs of both the Excluded Policies and the Transferred Policies need to be
considered. For example, it is necessary to consider how the assets of such a fund will be split
between the Transferred and Excluded Business, and whether the holders of Excluded Policies
are affected by the fact that the funds in which they are invested may be significantly smaller
following the implementation of the Scheme.

•

Most ZAL internal funds are linked to funds provided by third party investment management firms.
Access may be provided either under the terms of a fund-link agreement or, where the
investment manager is an insurance company, a reinsurance agreement. However, a number of
ZAL’s internal funds are managed by ZAL itself.

•

Additionally, ZAL’s internal funds are structured and managed in a different fashion from SWL’s.
Both ZAL and SWL use the same third party to administer and price internal funds, but some
detailed differences exist between the pricing mechanisms as discussed later in paragraph 6.14.
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6.7

6.8

6.9

The internal linked funds into which holders of Transferred Policies have made investments can be
divided into three categories:
•

Funds that are linked to funds provided by third-party investment management firms. Access may
be provided either under the terms of a fund-link agreement or, where the investment manager is
an insurance company, a reinsurance agreement.

•

Funds that are managed by ZAL itself.

•

“Blended” funds – more commonly known as funds of funds – which invest in other linked funds.

Where a fund is linked to a fund provided by a third-party investment management firm, SWL will be
required to put in place equivalent contractual arrangements with the third party with effect from the
Effective Date. This will be done in one of two ways:
(i)

ZAL’s existing fund link contract or reinsurance contract will transfer from ZAL to SWL; or

(ii)

SWL will enter into a fund-link contract or reinsurance contract with the third party. The units in
the underlying funds attributable to the Transferred Policies will then transfer on the Effective
Date under the terms of the Scheme. In most cases, these units will simply be re-registered in
SWL’s name. However, some managers may choose to cancel and re-issue units simultaneously
on the Effective Date and at the same price. If adopted, this latter approach is for the
administrative convenience of the fund manager and will have no effect on the underlying unit
values.

In circumstances where the Excluded Business has also invested in a fund, ZAL has simplified the
process and ensured that the investments held by the Transferred Policies are more clearly identified by
splitting the internal funds it maintains in respect of those external funds in advance of the Effective Date.

6.10 Of the funds that are managed by ZAL itself, 11 currently hold investments attributable to both the
Transferred Business and the Excluded Business. These funds therefore cannot be transferred in their
entirety (with SWL taking over the investment mandate). Given the nature of the investments in those
funds, ZAL does not consider it practicable to split the investments held in those funds in a way that
would ensure that there was no potential adverse impact to either the Transferred Business or the
Excluded Business. ZAL and SWL will therefore put in place a reinsurance arrangement in respect of
these funds (so that ZAL becomes, in effect, another third party fund provider to the Transferred Business
following the Effective Date). This reinsurance arrangement will allow the relevant Transferred Policies to
invest in an SWL fund that is exposed to the same assets as the ZAL fund in which the policies were
previously invested, while ensuring that there are no material adverse effects on the Excluded Policies
that continue to invest in the ZAL fund.
6.11 There are also three funds managed by ZAL itself that are used exclusively by the Transferred Business
and which none of the Excluded Policies have the option to invest in. These funds will transfer to SWL
and SWL will take over the investment mandate.
6.12 In relation to funds of funds, SWL will establish new internal funds for the funds of funds to invest in.
These will be equivalent to those currently maintained by ZAL.
6.13 In addition to the funds that the holders of Transferred Policies are currently invested in, there are a
number of funds that holders of Transferred Policies could invest in if they so choose. Some of these
funds are invested in by holders of Excluded Policies, and some contain no policyholder investments.
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SWL intends to establish new internal funds that are equivalent to these funds, in order to provide holders
of the Transferred Policies with the same choice of funds that they had in ZAL.
Management of the linked funds and unit pricing
6.14 SWL has conducted an analysis of ZAL’s practices in relation to pricing and managing the linked funds.
For the most part, SWL intends to manage the Transferred Business by adopting ZAL’s practices after
the Scheme has been implemented. Certain governance and control processes, discussed below, will be
changed to align with SWL’s processes. For the avoidance of doubt, SWL does not intend to make any
changes to the way in which it manages its existing business as a direct result of the Scheme.
6.15 Examples of the areas in which SWL will adopt ZAL’s practices include:
•

Approach to valuation basis change (see paragraphs 3.80 to 3.82),

•

Charges, expenses and their controls, and

•

Income processing and controls – the policy sets out how income on investments is processed and
the controls associated with this.

•

Approach to “box management” (see paragraph 3.78), namely that SWL will continue the ZAL
practice of not applying box management (although SWL will continue to apply box management in
relation to its existing unit-linked business).

•

Approach to implementing policyholder transactions.

6.16 The remainder of this section outlines the areas in which SWL intends to adopt different practices to ZAL
for the purpose of managing the Transferred Business once the Scheme has been implemented.
Custody of the assets
6.17 Following the transfer, SSC will be the custodian of assets because SWL does not have the functionality
to carry out this function in-house.
6.18 At present, custody fees incurred are met by the insured funds and this impacts unit prices and therefore
customer outcomes. Following the implementation of the Scheme, custody fees will originate from SSC,
and the size of these fees may change as a result of the Scheme. SWL has resolved to limit the charges
applied to the insured funds in respect of custody fees so that the charges are no more than those
applied before the implementation of the Scheme. If SSC’s custody fees exceed the charges applied to
the insured funds, the excess will be met by SWL’s shareholder assets.
Valuation of listed assets
6.19 SWL and ZAL use different information sources for determining the prices of listed assets. Following the
implementation of the Scheme, unit prices for the Transferred Policies will be based on SWL’s information
source, rather than ZAL’s.
6.20 I do not expect this change to have a material impact on customer outcomes.
Proxy prices
6.21 SWL has considered how it will price unit linked funds when an external fund manager does not supply a
price by the evening “cut off” point. The cut-off point is the latest time by which a unit linked fund provider
requires prices of the underlying funds in order to price its unit linked fund.

February 2019

62

Scheme Report | Hymans Robertson LLP

6.22 ZAL’s current practice is to wait for the delivery of the majority of external fund prices. SWL intends to
estimate a price from similar unit-linked funds.
6.23 Based on the analysis it has carried out, SWL is confident that it has appropriate benchmarks for all of the
funds in the Transferred Business.
6.24 In my opinion, use of proxy pricing should improve customer outcomes. Use of proxy prices means that
the price applied to unit-linked funds better reflects movements in markets, compared to a situation where
the unit price is not updated at all. This means that policyholders’ fund values should better reflect the
value of the assets that the policyholder wished to gain exposure to.
Tax
6.25 SWL is considering the details of how tax is allowed for in the pricing of the linked funds that will be
transferred to it by the Scheme. SWL’s stated intention is to ensure that no changes are made to the
pricing of linked funds.
6.26 The Transferred Business consists entirely of pensions and investment returns are not expected to be
subject to tax. I therefore consider it unlikely that the Scheme will result in any significant changes to how
tax is allowed for in the pricing of linked funds.
Application of prices to policies
6.27 Compared to ZAL, SWL has a slightly different mechanism for delivering prices to the administration
systems. However, this does not affect customer outcomes.
6.28 As discussed in paragraph 3.78, a single fund may have more than one unit pricing series if different
charges apply to the various policies that are invested in the fund: all policies to which a given level of
charges applies will use the same fund series, with the unit price for that fund series reflecting those
charges. This will be replicated in SWL for the Transferred Business. ZAL’s unit pricing will be
unchanged for the Excluded Business.
Unit pricing controls
6.29 Following the implementation of the Scheme. SWL will apply its own control and oversight processes to
the Transferred Business.
6.30 In my opinion, adopting SWL’s controls and oversight processes will not have a material adverse impact
on the Transferred Policies.
6.31 The final form of the approach to unit pricing controls is subject to ongoing design and review by both
parties. I will assess the final form of unit pricing controls in my supplementary report.
Rounding unit prices
6.32 Currently ZAL rounds unit prices down to the lower 0.1p. SWL will change this practice to round unit
prices up or down to the nearer 0.1 pence. This is in line with existing SWL unit pricing policies and the
latest Association of British Insurers guidance on the management of unit linked business.
Banking and cash management
6.33 The CS Platform is the main administration system for the Transferred Business but it also performs the
same role for the investment business acquired by SWASL from SIML. Central to its operation is the
management of cash flows from clients through banking arrangements and into the appropriate
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investment funds. In managing the Corporate Savings Business on the DC Platform, ZAL did not
maintain separate banking arrangements for investment products and insurance products. The initial
design for the CS Platform follows this approach, with premiums received in relation to both investment
and insurance business being received by SIML in the first instance, before being transferred to ZAL.
When acting in this capacity as payment agent for ZAL, SIML and, since the completion of the Platform
BTA, SWASL are subject to all of the FCA’s requirements on managing client assets. Following the
Effective Date, SWL proposes to maintain separate banking arrangements for the Transferred Business
with the result that the simpler oversight and compliance requirements for insurance products will be
applied. The CS Platform is being extended to allow for this (see 6.36 below).
6.34 I have considered the differences between the current banking model and the banking model being
proposed by SWL. While it should also be noted that this change is not a consequence of the Scheme
(ZAL and SIML could have made these changes without implementing the Scheme, and SWL and
SWASL are not obliged to make them after the Scheme becomes effective) I do not consider any of these
differences to constitute a weakening of the protections for policyholders.
6.35 For completeness, it is noted that this change to the way in which payments are received in relation to the
insurance business will not change the arrangements for the investment business which SWASL has
already acquired, which will continue to be managed in accordance with the FCA’s requirements for
managing client money.
Proposed Trading Suspension Period
6.36 SWL is currently undertaking a project to integrate the Transferred Business and the CS Platform into its
various other systems, such as its investment administration, Finance and Actuarial systems and also
key systems run on third party platforms. This is a complex project which will aim to ensure that the
Transferred Business has a robust management system with appropriate controls and oversight being
applied. The implementation is currently on track to be completed by the Effective Date.
6.37 In order to effect the data transfer and to implement the integration of the CS Platform with its other
systems, SWL and ZAL propose to implement a Trading Suspension Period. The Trading Suspension
Period affecting policyholders is expected to apply around the weekend of the Effective Date. The
Trading Suspension Period is expected to run from 3pm on Tuesday 25 June 2019 to 9am on
Wednesday 3 July 2019. During the Trading Suspension Period, holders of Transferred Policies will not
be able to deal in units of their policies, no trades will be made and various other transactions involving
the application of a unit price will also be suspended.
6.38 Analysis conducted by ZAL and SWL concludes that the Trading Suspension Period will affect six types
of transactions:
i. Investment of regular contributions
Contributions made over the Trading Suspension Period are not expected to take effect until
Wednesday 3 July 2019. ZAL and SWL anticipate that approximately 34,000 to 84,000 transactions
(with a cash value from £2.7 million to £8.9 million) per day would otherwise occur during the Trading
Suspension Period. As the submission of a payroll file leads to the receipt of payroll contributions three
working days later, submission of payroll files will be suspended from the preceding Friday (21 June
2019). Employers will be encouraged to submit payroll files early to avoid any impact from the Trading
Suspension Period.
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ii. Ad-hoc switches, buys, sells, cancellations and new single contributions and the transfer of
pension funds from other providers
Over the duration of the Trading Suspension Period, if instructions are received from policyholders to
change investments within their funds or transfer in pension funds from plans they hold with other
providers, those instructions will be held over and actioned when the Trading Suspension Period has
ended. The majority of these trades arise from instructions from professional clients who trade in these
funds on a regular basis, but non-professional clients do also provide instructions.
Due to the ad-hoc nature of these transactions, the parties are unable to accurately predict their volume,
but evidence suggests that on a daily basis there will be between 300 and 350 transactions,
representing a total value of roughly £2.0 million to £14.0 million. Of this, non-professional customers
will conduct around 40 transactions per day (with a corresponding value of approximately £0.5 million);
the remainder of the transactions relates to professional investors.
iii. Retirement claims, transfer out requests and death claims
During the Trading Suspension Period, if instructions are received from policyholders to pay out
retirement benefits or transfer their funds to other providers, those instructions will be held over and
actioned when the Trading Suspension Period has ended. Similarly, if notification of death is received
during the Trading Suspension Period, this will be actioned when the Trading Suspension Period has
ended. Policy terms and conditions provide for any instructions of this nature to be processed within
specific time limits (see 6.39). Due to their ad-hoc nature, it is difficult to anticipate exactly what the
volume over any given period might be. However, on an indicative basis, the Parties would usually
expect approximately 45 instructions from customers (resulting in 90 such transactions) to occur on a
daily basis, with a total value of approximately £1.5 million.
iv. Regular drawdown income
Through the cancellation of units, some policies are able to drawdown income on a regular and ad-hoc
basis. Ordinarily, roughly 30 transactions occur on a day-to-day basis with a total value of around
£36,000.
v. Fund-based charges
All Transferred Policies are charged a monthly fee based upon the value of units, which is taken by
cancelling units allocated to the policy. 30,000 policies are usually charged on a daily basis (resulting in
30,000 trades each day) with a total value of between £85,000 and £170,000.
vi. “Lifestyle” rebalances
Some of the Transferred Policies incorporate a “lifestyling” feature, whereby the asset mix in which the
policy is invested is gradually changed to asset classes suited for purchase of an annuity (such as
bonds and cash). This process is effected by small monthly transactions selling assets and purchasing
alternative, more appropriate assets. ZAL estimates that lifestyle switches are approximately £10 per
month and that around 12,000 occur each day. Therefore, in total, ZAL and SWL estimate that
approximately £120,000 if such transactions occur daily.
6.39 The Transferred Policies’ terms and conditions permit ZAL to suspend dealing in certain circumstances
but do not specifically address the circumstances of suspension due to system implementation. So that
the transfer can be effectively implemented, ZAL and SWL have therefore concluded that they should
seek direct approval from the Court to implement the Trading Suspension Period with regards to the
Transferred Policies on terms set out in the Scheme document.
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6.40 ZAL has informed me that, historically, trading suspension periods have been applied to policies
transferring from the DC Platform to the CS Platform and these trading suspension periods have lasted
typically for a periods of one to three weeks.
6.41 To mitigate the impact of the Trading Suspension Period, the steps set out in paragraphs 6.42 to 6.44 will
be applied.
6.42 ZAL and SWL propose that regular transactions involving payments to policyholders (see 6.38(iii) above)
and occurring during the Trading Suspension Period will be processed a day or two earlier than normal to
lessen potential inconvenience.
6.43 SWL has confirmed that it will address individual circumstances and, if necessary in exceptional cases,
will make policyholder money available over the Trading Suspension Period. These cases will be
adjusted on the system at the ruling prices on the first day of trading once the Trading Suspension Period
is over.
6.44 ZAL and SWL will include clear communication of the Trading Suspension Period in the Transferred
Policies’ notification pack. The communications will include reference to the Trading Suspension Period
in both the covering letter and in the accompanying guides to the Scheme. ZAL and SWL will also issue
reminders to the Transferred Policies in the weeks before the trading suspension.
Future closure and merger of funds
6.45 As noted in paragraph 3.79, ZAL has a discretionary power to close or merge funds or to launch new
funds related to the Transferred Business. This power will transfer to SWL under the Scheme.
6.46 ZAL’s ability to manage the available funds for the Corporate Pensions Business has been constrained to
some extent by specific funds having been created under investment strategies advised by EBCs.
6.47 SWL has indicated that it has no intention to review or revise the fund offering before the Effective Date
and currently has not developed any plans to do so after the Effective Date. However, in the future, as
part of its ongoing oversight of the Transferred Business, SWL may review the availability of funds having
regard to the performance being achieved on funds, the size of the funds and the similarity of investment
mandates or strategies being applied for funds. These reviews are also appropriate as part of the
process for ensuring that default investment strategies remain fit for purpose.
6.48 SWL has well-established governance procedures for conducting reviews of this nature and for
implementing them (including communication with policyholders and other stakeholders such as trustees
or EBCs). The governance of proposals to alter the range of funds aims to ensure that policyholders are
offered appropriate alternative investment funds (with no loss of value at the point of change) and are
treated fairly.
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7

Financial Positions of ZAL and SWL on the Effective Date

7.1

This section outlines some general considerations that could affect the security of policyholders’ benefits.
Principally, the security of benefits is assessed having regard to the immediate changes to the financial
positions, the altered risk exposures in each company and the applicable capital management policies,
These are then analysed in detail in Sections 8, 9 and 10, which consider the impact on particular groups
of policyholders.

Financial position of ZAL following the transfer
7.2

Table 7.1 sets out an estimate of ZAL’s financial position in a pro-forma regulatory balance sheet as it
would have been at 31 December 2017, if the Scheme had been effective at that date. The estimated
position is compared to the actual position at that date.
Table 7.1: ZAL Solvency II Balance Sheet pre- and post-Scheme (£million)
Pro-forma

As at 31 December 2017

Actual (as per Table
3.8)

Value of assets (A)

55,165

33,984

Best estimate liabilities (B)

(51,896)

(30,714)

Risk Margin (C)

(342)

(333)

Transitional Measure on Technical Provisions (D)

-

-

Total Technical Provisions (E) [=(B)+(C)+(D)]

(52,239)

(31,047)

Other liabilities (F)

(910)

(910)

Excess of assets over liabilities (G) [=(A)+(E)+(F)]

2,016

2,026

Restrictions relating to ring-fenced funds and
Matching Adjustment portfolios (I)

(132)

(132)

Subordinated debt counting towards own funds (J)

-

-

Total own funds (K) [=(G)+(H)+(I)+(J)]

1,885

1,894

SCR (L)

1,177

1,129

Excess of own funds over SCR [=(K)-(L)]

708

765

Solvency coverage ratio [=(K)/(L)]

160%

168%

(if Scheme
implemented)

Foreseeable dividends (H)

Source: ZAL Chief Actuary’s report on the Scheme, ZAL Calculations
7.3

The analysis set out in the table above shows that although ZAL will be considerably smaller once the
Scheme is implemented, its solvency position, as measured by the solvency coverage ratio, will not be
materially changed.

7.4

The Scheme is expected to result in a slight increase in ZAL’s own funds, which arises from a
combination of factors:

7.5

•

The price paid by SWL increases own funds;

•

The risk margin associated with the Transferred Business is released – further increasing own
funds.

The Scheme is expected to result in a reduction in ZAL’s SCR. The Scheme will result in a reduction in
ZAL’s exposure to reinsurance arrangements that are used to provide links to external funds, which
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reduces the capital requirement in respect of counterparty default risk. ZAL’s capital requirement in
respect of expense risk also reduces as a result of the transfer.
7.6

It can be seen from Table 7.1 that despite the scale of the transfer (as reflected in the change in the
Value of the Assets and the Best Estimate Liabilities), there is only a minor change in the expected
solvency position (as reflected in the Excess of Own Funds and the SCR). This result is largely to be
expected given the nature of the business being transferred. Additionally, the equity hedge maintained by
ZAL (to protect its solvency position) had already had the effect of reducing the risks associated with the
Transferred Business.

7.7

I have been provided with ZAL’s balance sheet as at 30 June 2018. The analysis shows that little has
changed since 31 December 2017, although the completion of the Platform BTA had a beneficial impact.
ZAL continues to maintain a sufficient level of coverage of its Solvency Capital Requirement, and this
remains well in line with its internal capital management policy as well as the regulatory requirements.

7.8

ZAL’s pro-forma estimate of its balance sheet as if the Scheme were implemented on 30 June 2018
shows that ZAL expects improvement in its solvency coverage ratio, and that it would have continued to
satisfy its internal capital management policy. The improvement is broadly in line with the 8%
improvement detailed in Table 7.1, which shows the impact as if the Scheme were implemented as at 31
December 2017.

Financial position of SWL following the transfer
7.9

Table 7.2 sets out SWL’s estimate of its Solvency II pro-forma balance sheet at 31 December 2017, if the
Scheme had been effective at that date.
Table 7.2: SWL Solvency II Balance Sheet pre- and post- Scheme (£million)
Pro-forma
As at 31 December 2017

Actual

(if Scheme
implemented)

Value of assets (A)

128,687

149,848

(112,424)

(133,562)

(1,792)

(1,802)

1,296

1,296

(112,919)

(134,067)

Best estimate liabilities (B)
Risk Margin (C)
Transitional Measure on Technical Provisions (D)
Total Technical Provisions (E) [=(B)+(C)+(D)]
Other liabilities (F)

(7,586)

(7,588)

Excess of assets over liabilities (G) [=(A)+(E)+(F)]

8,182

8,193

Foreseeable dividends (H)

(540)

(540)

Restrictions relating to ring-fenced funds and
Matching Adjustment portfolios (I)

(925)

(925)

Subordinated debt counting towards own funds (J)

1,696

1,696

Total own funds (K) [=(G)+(H)+(I)+(J)]

8,412

8,423

SCR (L)

6,014

6,139

Excess of own funds over SCR [=(K)-(L)]

2,398

2,284

Solvency coverage ratio [=(K)/(L)]

140%

137%

Source: SWL Chief Actuary’s report on the Scheme, SWL Calculations
7.10 If the Scheme became effective as at 31 December 2017, SWL’s SCR would have increased by £125
million. The Scheme increases SWL’s underwriting risk, market risk, credit risk and operational risk
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capital requirements. Furthermore, SWL’s risk margin increases by £10m because its capital
requirements increase for risks in scope of the risk margin calculation.
7.11 The analysis set out in Table 7.2 demonstrates that the Transferred Business would have increased
SWL’s assets by c. £21 billion, but it would not have significantly changed the solvency position as
measured by SWL’s solvency coverage ratio. The resulting coverage ratio for SWL would have satisfied
SWL’s Capital Management Policy, which targets a higher standard than the basic regulatory
requirement. For this analysis, the dividend paid by SWL in 2018 is broadly reflective of actual earnings
in 2017 and has not been adjusted in the pro-forma presentation to reflect any impact SWL’s dividend
policy may have had.
7.12 I have also been supplied with information relating to SWL’s financial position as at 30 June 2018, as well
as an estimate of how the financial position would have changed had the Scheme been implemented at
that date. This confirmed that the financial impact of implementing the Scheme on 30 June 2018 would
have been broadly similar to the impact of implementing the Scheme on 31 December 2017 – as set out
in Table 7.2. Crucially, SWL satisfied its Capital Management Policy on 30 June 2018, and would have
continued to satisfy the policy if the Scheme had been implemented on that date.
7.13 There are two matters which require further comment in considering this comparison:
•

The impact on SWL’s regulatory approvals which underpin the calculations under Solvency II,
and

•

The transfer scheme which SWL is currently developing in response to the UK’s decision to leave
the EU (“Brexit”) to ensure that it can continue to service non-UK EU customers.

SWL’s regulatory approvals
7.14 The scope of SWL’s internal model approval was discussed in Section 4 of the Scheme Report. The
impact of the internal model on SWL’s capital position is significant and it is necessary for me to consider
whether implementing the Scheme could change the nature of SWL’s business to extent that the internal
model ceases to be appropriate. I have therefore considered how the key features of the Transferred
Business would be reflected in SWL’s internal model.
7.15 The first point of note is that SWL’s approved internal model already includes SWL’s existing corporate
savings business. The products in SWL’s existing corporate savings business are very similar to those
comprised in the Transferred Business, namely, investment linked contracts without any guarantees
being given in respect of future performance although charge caps may apply reflecting statutory
requirements. The contracts are issued either to:
•

trustees of approved pension arrangements; or,

•

directly to the members of such arrangements.

7.16 SWL transacts new corporate savings business in these classes and this is also within the scope of the
internal model. Because the risks to which the Transferred Business and the existing corporate savings
business of SWL are exposed are similar, I do not believe that the application of the internal model to the
Transferred Business would be materially different from the addition of new corporate savings business
(other than the scale of the transaction).
7.17 Furthermore, the inclusion of the Transferred Business will not alter the approach to calibrating the
internal model although some of the resulting calibrations themselves may change. For example, the
stress applied to a particular asset class may depend on the proportions of SWL’s holding of that asset
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class that are denominated in particular currencies and this may differ from the mix for the Transferred
Business: a change in the actual assets held may lead to a change in the calibration.
7.18 I have considered key aspects of its calibration methodology and this has not presented me with any
reason to believe that the methodology will cease to be appropriate as a result of the Scheme. This partly
results from the fact that the Scheme is not expected to materially alter the size of SWL’s balance sheet,
expense base or unit-linked business.
7.19 It is therefore my opinion that SWL’s internal model will remain appropriate for the business following the
implementation of the Scheme. However, this is my own opinion and continued permission to use the
internal model is ultimately at the PRA’s discretion and not influenced by my opinion.
7.20 SWL has also assessed the Scheme against its Internal Model Change Policy and concluded that the
Scheme requires a “minor” model change. The distinction between a minor model change and a “major”
model change is that an insurer may be able to make a number of minor changes without requesting
approval from the PRA, whereas an application to the PRA is required before a major change can be
made. The PRA has confirmed to SWL that it agrees that SWL should proceed on the basis that the
Scheme constitutes a minor model change. However, the PRA noted that it may be necessary to revisit
this opinion in the future if it is subsequently found that the Scheme will require a change to any internal
model methodologies. I will keep this position under review and will comment further if necessary in my
supplementary report.
7.21 SWL also utilises certain other adjustments permitted under the Solvency II rules and which have been
approved by the PRA.
7.22 SWL uses the Matching Adjustment in calculating its technical provisions for its non-profit annuity
business. Since the portfolio to which this adjustment applies is managed as a ring-fenced portfolio and
there is no annuity business in the Transferred Business, I do not expect there to be any reason that this
arrangement should not continue. However, this is my own opinion and continued permission to apply
the Matching Adjustment to SWL’s annuity business is subject to ongoing PRA approval and withdrawal
of such permission is ultimately at the PRA’s discretion and not influenced by my opinion.
7.23 SWL also utilises the Transitional Measure on Technical Provisions (“TMTP”)9. The amount of relief that
this measure provides is recalculated periodically or if there is a major change in conditions. The
extension of this measure to include the Transferred Business will require the PRA’s approval but this
cannot be given until the transfer has been completed. TMTP would still apply in respect of SWL’s
existing business.
7.24 ZAL does not currently apply TMTP. This will not prohibit SWL applying the TMTP to the Transferred
Business. Given the minor impact of extending TMTP to the Transferred Business, implementing the
Scheme in isolation is unlikely to be sufficient grounds for recalculating TMTP. However, TMTP could be
extended to the Transferred Business written prior to 31 December 2015 should a recalculation of TMTP
be triggered by some other event, or at the next mandatory recalculation on 31 December 2019.
7.25 The figures presented in Table 7.2 made no allowance for a recalculation of TMTP following the
implementation of the Scheme. SWL has also provided me with an estimate of the impact that extending
TMTP to cover the Transferred Business would have had on its solvency position as at 31 December

9

More information on TMTP can be found in Appendix 4 along with an overview of the Solvency II regime.
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2018. This shows that extending TMTP to cover the Transferred Business would have only a minor
impact on the solvency position: improving the solvency coverage ratio by around 1 percentage point.
SWL’s Brexit Scheme
7.26 In response to the UK’s decision to leave the EU in March 2019 (“Brexit”), SWL is currently reorganising
its insurance business written in the EU to protect the interests of those policyholders. The reorganisation will be effected by means of a Part VII transfer to a subsidiary company in the EU.
7.27 Reporting on the terms of the Brexit transfer is beyond the scope of my Scheme Report but, since the
Brexit transfer will be implemented ahead of the Scheme, I have considered the Brexit transfer’s impact
on the management of SWL and the likely financial position of SWL on implementation to the extent that
these matters may affect the interests of the policyholders comprised within the Transferred Business.
7.28 I have been supplied with a description of the proposed structure of the Brexit Scheme as well as the
reports from the Independent Expert appointed to report on the Brexit Scheme and from SWL’s Chief
Actuary on the impact of the Brexit Scheme. The implementation of the Brexit Scheme is not expected to
have a significant impact on SWL’s solvency position and I do not believe that the impact of subsequently
implementing the Scheme will be particularly dependent on whether or not the Brexit Scheme has already
been implemented.
7.29 Overall, I am comfortable that the Brexit Scheme is unlikely to alter my conclusions on the effects of the
Scheme but I will consider the matter again in my supplementary report.
Risk Exposures
7.30 While the expected financial position of each of ZAL and SWL at the point of transfer, as described in
Tables 7.1 and 7.2, is satisfactory, and the capital requirement of each reflects the relative impacts of the
risks each company is exposed to, I believe it is appropriate to consider whether the weights of any of the
risk types change or if new risk exposures materially influence the financial position.
7.31 Table 7.3 shows the breakdown of ZAL’s SCR as at 31 December 2017 and as if the Scheme had
become effective on 31 December 2017.
Table 7.3: Breakdown of ZAL’s SCR pre- and post- transfer as at 31 December 2017
Risk

Actual

Pro-forma

Difference

(if Scheme
implemented)
Counterparty default

9%

3%

-6%

Market

23%

24%

+1%

Operational

6%

6%

0%

Pension scheme

30%

32%

+2%

Underwriting

32%

34%

+2%

Source: ZAL Calculations
7.32 This analysis demonstrates that the balance of risks affecting the Excluded Policies will not materially
change as a result of the Scheme. The largest change is in respect of ZAL’s counterparty default risk
exposure, which falls by 6%. This fall is a result of the fund reinsurance arrangements, which ZAL
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maintains in respect of part of the Transferred Business. On the Effective Date, these exposures will no
longer exist.
7.33 Table 7.4 summarises the breakdown of SWL’s SCR as at 31 December 2017 and as if the Scheme had
become effective on 31 December 2017.
Table 7.4: Breakdown of SWL’s SCR pre- and post- transfer as at 31 December 2017
Risk

Actual

Pro-forma

Difference

(if Scheme
implemented)
Counterparty default

1%

2%

+1%

Market

37%

36%

-1%

Operational

19%

19%

<1%

Other material

8%

8%

<1%

Underwriting

35%

35%

<1%

Source: SWL Calculations
7.34 The analysis of SWL’s post-transfer position demonstrates that the balance of risks affecting the existing
policyholders of SWL will not materially change as a result of the Scheme. Although SWL’s exposure to
counterparty risk will increase on implementing the Scheme, the relative impact is significantly reduced
because of the scale of the Transferred Business compared to SWL’s existing business.
Balance of risks affecting benefit security of Transferred Policies
7.35 ZAL and SWL use different risk categories to present breakdowns of their SCRs. This reflects the fact
that ZAL calculates its SCR using the Standard Formula while SWL uses its internal model.
7.36 The benefit security of the Transferred Policies will be affected by the balance of risks in SWL after the
Scheme has been implemented, and how this compares with the balance of risks in ZAL prior to the
Scheme being implemented. This is shown in Table 7.5, which uses some of the information already
presented in Tables 7.3 and 7.4.
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Table 7.5: Breakdown of ZAL’s pre-transfer SCR and SWL’s post-transfer SCR as at 31 December
2017
Risk

ZAL Actual

SWL Pro-forma

Difference

(if Scheme
implemented)
Counterparty default

9%

2%

-7%

Market

23%

36%

+13%

Operational

6%

19%

+13%

Pension Scheme

30%

(Included in other
risk categories)

N/A

-

8%

N/A

32%

35%

+3%

Other material
Underwriting
Source: ZAL and SWL Calculations

7.37 Drawing comparisons between the two companies is challenging since 30% of ZAL’s SCR relates to a
capital add-on in respect of its pension scheme, and a breakdown of the risks to which the pension
scheme is exposed is not available.
7.38 If one considers ZAL’s risks that are not associated with its pension scheme, Table 7.5 shows that the
bulk of these are associated with market risk and life underwriting risk. This is also true of SWL, where
over three quarters of the SCR (before diversification) relates to market and life underwriting risk.
7.39 However, SWL arguably has a more even split between market risk and underwriting risk, since its SCR
components for these two risks are approximately equal in size. In contrast, ZAL has relatively more
exposure to underwriting risk and relatively less exposure to market risk.
7.40 Consideration of the remaining risks shows that the proportion of the (undiversified) SCR that relates to
counterparty default risk is greater for ZAL than for SWL. The reverse is true for operational risk.
7.41 Each of these companies has, to some extent, balanced its exposure to underwriting risk with a similar
sized exposure to market risk – 32% of ZAL’s (undiversified) pre-transfer SCR relates to underwriting risk
and 23% relates to market risk. The corresponding figures for SWL’s post-transfer SCR are 35% and
36%.
7.42 SWL’s main underwriting risks are longevity, persistency and expenses. Whilst I do not have a
breakdown of ZAL’s underwriting risk in the same categories, it is reasonable to assume that the
company has significant exposures to persistency and expense risk through its unit-linked business.
7.43 ZAL’s exposure to longevity in its insured business is minimal. SWL is an active acquirer of longevity risk
through its bulk annuity business.
7.44 However, ZAL is exposed to the risk that it will be required to contribute to the Zurich UK Staff Pension
Scheme in the event of a deterioration in the pension scheme’s funding position. As discussed in
paragraph 3.100, ZAL is required to hold a capital add-on in respect of its pension scheme exposure as
the Solvency II Standard Formula does not capture risks arising from off-balance sheet pension schemes.
This capital add-on – which accounts for 30% of ZAL’s undiversified SCR - relates to longevity risk and to
market risk.
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7.45 In summary, the main differences between the risk profiles of the two companies are:
•

that ZAL has a material exposure to counterparty default risk, while SWL does not, and

•

that SWL has a significant exposure to operational risk and a growing exposure to longevity.
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8

Transferred Policies

Security of benefits
Balance sheet positions
8.1

The pro-forma financial position of SWL if the Scheme had been effective as at 31 December 2017 is
shown in Table 7.2. This shows that SWL would have remained comfortably capitalised if the Scheme
became effective on that date. For the purpose of considering the impact of the Scheme on the security
of the Transferred Policies, the financial position of ZAL in the absence of the Scheme is relevant.

8.2

There are two elements relevant to the consideration of the financial positions of the companies:
•

The capital management policies of SWL and ZAL, and

•

ZAL’s funding agreement with its parent company, ZIG.

Capital management policies
8.3

Although the solvency coverage ratio in SWL (137%) would have been lower than ZAL’s actual ratio at 31
December 2017 (160%), I do not consider that the security of the Transferred Business would be lower in
SWL in practical terms.

8.4

The solvency coverage ratio is an indicator of strength at a point in time and should be considered in the
context of the overall risk framework of the firm and, in particular, the capital management policy and the
dividend policy. ZAL and SWL’s capital management policies were introduced in paragraphs 3.92 and
4.46, respectively. These aim to permit ZAL and SWL to satisfy regulatory capital requirements (based on
the extreme 1-in-200 one year stresses) in the face of scenarios in line with their chosen capital tolerance
basis. While I have reviewed both capital management policies, I have refrained from reproducing much
of the detail here, since they are not public documents.

8.5

The coverage ratio of either company could fall in the future should that company decide to distribute
retained capital as dividends. However, both companies currently operate a dividend policy which must
have regard to the capital targets which they have set themselves and in stressed circumstances the
payment of a dividend could potentially be constrained.

8.6

I noted in paragraphs 7.9 - 7.19 that SWL’s actual solvency position on implementing the Scheme is
subject to certain uncertainties arising from the need to re-satisfy certain aspects of its regulatory
approvals and its response to Brexit. I will report on this matter in a supplementary report which I will
prepare for the Court’s Sanction Hearing.

8.7

I am satisfied that the bounds which SWL has set within its capital management policy are adequate to
provide its policyholders with an appropriate level of benefit security.

ZAL funding arrangement
8.8

I have also given consideration to ZAL’s funding agreement with ZIG. Under this arrangement ZIG has
agreed to provide up to £833 million to ZAL in the event that ZAL’s solvency position deteriorates beyond
certain points (see paragraph 3.96).

8.9

This funding agreement provides additional security to ZAL’s policyholders in addition to the minimum
level of capital that ZAL aims to hold on its own account. However, for the reasons set out below, I take
more comfort from the existence of the capital management policy than from the provisions of the ZIG
funding arrangement
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8.10 As discussed in paragraph 3.96, the arrangement provides for £200 million to be made available if ZAL’s
solvency ratio falls below approximately 103%. This injection is equivalent to 17% of the SCR as at 31
December 2017 and, if triggered, would allow ZAL’s financial position to be restored materially towards its
target position.
8.11 A further £633 million is made available if ZAL is within £50 million of becoming insolvent for the purposes
of Section 123 of the Insolvency Act (1986). However, this definition of insolvency ignores the
requirements of Solvency II, specifically the requirement for firms to maintain a minimum 100% of the
SCR. Under this definition, at the point at which ZAL is £50 million from insolvency it will have breached
its SCR. Therefore, regulatory intervention will have begun and, at this stage, the PRA may have already
withdrawn authorisation for ZAL to write insurance business and have instigated other remediation
processes.
8.12 Following the injection of the £633 million additional capital, ZAL would still fail to cover its SCR (£1,177
million as at December 2017). Therefore, for the purposes of determining the security of benefits for
Transferred Policies, the additional £633 million is only relevant in extreme scenarios where its
policyholders already face a significant risk in relation to the security of their benefits. While it may be the
case that ZIG would provide capital in advance of the stated trigger points, it is not required to do so and
this cannot be relied upon.
8.13 Furthermore, the funding agreement should not necessarily be relied upon, since it assumes that ZIG has
the ability to provide the capital at the point at which the agreement is triggered. This will depend on,
among other things, ZIG’s financial condition at the point that the agreement is triggered.
8.14 For these reasons, it is my opinion that headline figure of £833 million adds little in practical terms to the
security of benefits except in the most extreme circumstances. Nevertheless, £200 million of capital
could be made available from ZIG before regulatory intervention begins and therefore does currently
provide some additional benefit security to the Transferred Policies whilst they are policies of ZAL.
8.15 Despite the existence of the funding arrangement, which benefits the Transferred Policies as long as they
remain with ZAL, the capital management policies of both companies ensure that future security of
benefits is not a material concern.
Balance of risks
8.16 Section 7 discussed the risks faced by ZAL and by SWL. The main observation was that it is challenging
to draw conclusions about the balance of risks within each company, since each of the two companies
use different categories to describe their risk profiles. In particular, 30% of ZAL’s (undiversified) SCR
relates to a capital add-on in relation to its pension scheme, and a breakdown of the risks to which the
pension scheme is exposed is not available.
8.17 Other observations from Section 7 were:
•

Other than the risk associated with its pension scheme, ZAL’s SCR mostly arises from market
risk and life underwriting risk. These two risks are also responsible for the majority of SWL’s
SCR.

•

SWL’s SCR component for life underwriting risk is approximately the same size as that for market
risk. ZAL’s exposure to life underwriting risk is greater than its exposure to market risk.

•

Counterparty default risk is responsible for a greater proportion of ZAL’s SCR than is the case for
SWL.
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•

Operational risk is responsible for a greater proportion of SWL’s SCR than is the case for ZAL.

8.18 The Scheme results in the benefit security of the Transferred Policies being more dependent on
operational risk and less dependent on counterparty default risk. It is not obvious either of these risks is
preferable to the other, although operational risk is, to a certain extent, within a firm’s control.
8.19 Given the challenges posed by the information available, I have not placed much weight on any of these
observations when forming my opinion on the benefit security of the Transferred Business. However, my
general view is that the difference in the risks faced by each company should not give rise to there being
a material adverse effect on the benefit security of the Transferred Policies as a result of the Scheme.
Conclusion in relation to benefit security
8.20 To summarise this section:
•

Following the implementation of the Scheme, the benefit security for holders of Transferred
Policies will depend upon the financial strength of SWL.

•

SWL will continue to comply with its capital management policy following the implementation of
the Scheme.

•

I am satisfied that the bounds which SWL has set within its capital management policy are not
materially weaker than those set by ZAL within its capital management policy.

•

In forming this opinion, I have taken into account the existence of the funding arrangement, which
benefits the Transferred Policies as long as they remain with ZAL.

•

The difference in the risks faced by each company should not give rise to there being a material
adverse effect on the benefit security of the Transferred Policies as a result of the Scheme.

8.21 In my opinion, the Scheme will not have a material adverse impact on the security of the benefits of the
Transferred Policies.
Benefit expectations
8.22 The benefit expectations for the policies which comprise the Transferred Business will depend on:
•

There being no loss of value in creating the new linked funds in SWL and the range of funds
created being equivalent to those available in ZAL;

•

There being no likelihood of charges increasing solely due to the Scheme being implemented;
and,

•

There being appropriate processes in place to manage and price the linked funds created and to
administer the Transferred Business efficiently.

Choice of linked funds
8.23 As discussed in Section 6, all of the linked funds that the Transferred Business is invested in at the
Effective Date will be recreated in SWL. For the vast majority of the funds created, the assets of the
equivalent existing ZAL funds will be allocated to them. Section 6 also described the treatment of funds
that are invested in by both the Transferred Business and the Excluded Business. In either case, the unit
price of a unit series within a fund and the assets held will not change as a result of the Scheme. For the
avoidance of doubt, changes in underlying market values on the Effective Date will change unit prices on

February 2019

77

Scheme Report | Hymans Robertson LLP

the Effective Date (just as they would have changed in the absence of the Scheme, before considering
the impact of rounding differences, as discussed in paragraph 6.32).
8.24 In addition, there are a number of funds which are not currently being utilised by the Transferred Business
but that are available to it. These funds contain seed capital only and value in them is attributable to
shareholders rather than policyholders. In order to maintain the range of options for policyholders,
equivalent funds will be created in SWL, which the Transferred Policies will be able to access in the future
should they wish to.
8.25 A number of funds are currently managed by third parties through a reinsurance arrangement which
represents the only asset held by the corresponding fund in ZAL. Where these contracts are to transfer
to SWL under the terms of the Scheme, the reinsurance contracts will be allocated to the relevant new
funds in SWL and the main operative terms will be unchanged. Alternatively, where SWL will set up its
own replacement contracts with the third party, its expectation is that the terms of the contract, insofar as
they affect policyholders’ investments in the relevant fund, will also be unchanged.
8.26 A small number of funds in which the Transferred Business invests are managed by ZAL itself and are
also utilised by other classes of business in ZAL. Since there is no simple way of splitting these funds so
that the relevant share of the underlying assets can transfer to SWL, the Transferred Business’s share of
these funds will be maintained through new reinsurance arrangements from SWL to ZAL. New
investment into these funds in SWL will be reinsured to ZAL and invested in the relevant fund in ZAL. ZAL
will maintain pricing and valuation procedures for this business.
8.27 These arrangements maintain fund values for the Transferred Policies as at the Effective Date and
provide for the same investment options to be available.
8.28 In general, these arrangements are also equivalent to the arrangements currently in place in ZAL and
there are therefore no new risks being placed upon most policyholders. However, because there are
certain policyholders who bear the credit risk associated with investing in a given fund (ZAL’s obligations
under policy terms and conditions being only to pass through to the policyholder such amounts as it
receives from the third party), the reinsurance arrangement which will be put in place to provide relevant
policyholders with ongoing access to the small number of funds managed by ZAL itself will potentially
expose those policyholders to an additional risk of default by ZAL on this reinsurance arrangement.
Following the implementation of the Scheme, these policyholders could find themselves in a situation
where they are exposed both to the risk of ZAL defaulting and to the risk of SWL defaulting. At present,
the policyholders are exposed to the risk of ZAL defaulting but not to the risk of SWL defaulting.
8.29 In order to mitigate any potential adverse impact as a result of the Scheme, SWL has agreed to cover
those policyholders with investments in the relevant funds at the Effective Date against the risk
associated with ZAL failing to pay out under the reinsurance arrangement with SWL, and provisions to
this effect are included in the Scheme. SWL has confirmed that the calculation of its post-transfer SCR,
shown in Table 7.4, includes a counterparty default risk component that is sufficient to cover the risk
associated with the new reinsurance arrangement with ZAL, as well as the default risk associated with the
other counterparties to which SWL will be exposed following the implementation of the Scheme.
8.30 Where a policyholder does not invest in one of the funds managed by ZAL at the Effective Date, but
subsequently chooses to invest in one of these funds, this will be treated in the same way as a
policyholder choosing to invest in any other fund managed externally to LBG. These policyholders will be
exposed to the risk of ZAL defaulting if this is consistent with the terms and conditions of their policy, just
as they would be exposed to the risk of default by any other external investment manager. I note,
however, that any decision to invest in these funds following the Effective Date will be a matter for the
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policyholder to decide at that time; that the affected policyholders already expect to be exposed to the risk
of default by any external investment managers where they invest in linked funds which are not provided
by their insurer; and do not consider the risk to be material given the financial strength of ZAL and
SWL. As a result, I do not consider that this amounts to a material adverse change for Transferred
Policyholders who are not currently invested in these funds.
8.31 As discussed in paragraphs 6.45 to 6.48, although it is not planned currently, SWL may merge or close
some of the funds in which Transferred Policies are invested after the Effective Date.
8.32 This would be subject to governance procedures and may also require discussion with trustees or EBCs.
As I discussed in paragraphs 6.47 to 6.48, SWL makes decisions on fund mergers and closures having
regard to the performance being achieved on funds, the size of the funds and the similarity of investment
mandates or strategies being applied.
8.33 The power to manage the range of funds being made available is, in my opinion, an appropriate tool for
the proper management of the business. SWL’s processes will protect against arbitrary changes and
maintain a fair and balanced position for policyholders.
Management of the linked funds
8.34 Paragraphs 3.77 to 3.85 described ZAL’s current practices in relation to the Transferred Business.
8.35 As set out in paragraphs 6.14 to 6.28, SWL has considered its proposed approach to management of
linked funds with reference to ZAL’s existing pricing policy and practices. SWL has confirmed various
aspects that it does and does not intend to change following the transfer. I am comfortable that those
practices that it does intend to change will not result in a detriment for the Transferred Business.
8.36 The Transferred Business will be managed separately from SWL’s existing corporate pensions business.
The staff administering the business have transferred employment from ZES to Lloyds Bank plc and,
following the Scheme will focus exclusively on the management of the Transferred Business. The
administration system used for the Transferred Business will not change since its ownership has already
transferred from SIML to SWASL. I therefore expect these staff to continue to manage the business in the
same manner.
8.37 As discussed in paragraph 6.33, SWL will maintain its own banking arrangements in relation to the
insurance business, which will remove the requirement for it to appoint a separate paying agent to receive
payments from customers in relation to the insurance business, as ZAL currently does. SWASL, which
currently acts as ZAL’s payment agent, is required to comply with the FCA’s rules on client money when
handling such payments but these will not be applicable when SWL receives the payments directly itself
(since SWL will be under a direct contractual obligation to the relevant policyholder from the moment it
receives the payment and it is therefore not necessary for those payments to be segregated from its own
assets). These regulations would not ordinarily apply to insured products and I do not consider that there
will be any loss of security or reduced benefit outcomes by these processes not being applied. In
practice, it is more likely to enhance client services by simplifying the procedure.
Charges
8.38 The terms and conditions of the Transferred Business permit ZAL to change the annual management
charges. SWL will be entitled to use this power after the implementation of the Scheme.
8.39 The expenses that are directly attributable to the Transferred Business are not expected to change
significantly as a result of the transfer, since the Transferred Business will continue to be administered by
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the same staff and resources as currently administer it. Similarly, the investment management
arrangements will not change: the wrapped funds will continue to invest in the same externally managed
funds as before, whilst those funds holding physical assets will continue to be managed by ZAL.
8.40 There are, however, three potential reasons why the expenses attributable to the Transferred Business
might increase as a result of the Scheme. This could in turn lead to SWL increasing annual management
charges. The potential causes are:
•

The Transferred Business is currently allocated only a small proportion of ZAL’s overhead costs
as a result of the methodology used by ZAL. SWL may therefore allocate a greater amount of
overhead costs to the Transferred Business.

•

As discussed in paragraph 6.18, the Scheme will result in the role of custodian moving from ZAL
to SSC. This could result in a change to the custody fees.

•

Paragraph 8.25 noted that SWL will set up its own replacement contracts with some third party
fund providers. While SWL expects the charges levied by these external providers to be the
same those currently paid by ZAL, there is a risk that some external providers may seek to
charge SWL higher fees.

8.41 SWL has carried out a projection of the expense ratio (i.e. the ratio of expenses divided by income) for its
workplace pensions business over the next five years both with and without the Transferred Business.
This analysis shows that the Scheme is expected to have only a minor impact on the expense ratio and
that the income generated by the workplace pensions business will be more than sufficient to cover the
expenses allocated to the business unit. I therefore believe that it is unlikely that SWL will have cause to
increase the charges on the Transferred Business at the point at which the business is taken on.
8.42 It should also be noted that the market for Corporate Pensions Business is extremely competitive.
Pension schemes generally select providers after taking advice from employee benefits consultants.
Employee benefit consultants are likely to monitor any changes in charges and to advise their pension
scheme clients if more attractive charges are available from other providers. It is therefore unlikely that
SWL could significantly increase charges on the Transferred Business without losing a significant
proportion of the business.
8.43 Further, SWL’s Board has passed a resolution that it will not increase charges for the Transferred
Business solely due to the Scheme being implemented. I have interpreted this as meaning that there will
be no changes to the charges for the Transferred Business as a result of either of the factors outlined in
8.40.
8.44 Changes to charges may be required to meet regulatory developments in the future. In addition, SWL
has indicated that any changes in the charges levied by external fund providers will be passed on to
customers (other than those that arise solely as a result of the Scheme – as referenced in the third bullet
point of 8.40). However, I do not consider either of these factors to be an effect of the Scheme.
Independent governance committees
8.45 The ZAL IGC and the SWL IGC have been in contact via correspondence and a meeting to ensure that
oversight of the Transferred Business is effectively achieved after the implementation of the Scheme.
They have considered the scope and approach to their current activities. The ZAL IGC has also
conveyed to the SWL IGC details of current initiatives which would have related to the Transferred
Business in the absence of the Scheme.
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8.46 In its annual report, the ZAL IGC refers the following principles when assessing value for money:
(i)

Compliance with rules - “A provider’s product and services must meet all relevant regulatory and
legal standards including those that require that providers are financially strong.”

(ii)

Service standards - “A provider’s businesses must do its best to provide products that meet
consumers’ reasonable expectations about customer service and which compare well not just
within financial services markets, but also across product sectors.”

(iii)

Products and services must support high-quality outcomes - “A provider’s product and
services must support and facilitate high-quality outcomes for consumers, such as good
contribution and investment decisions, whether through consumer choice or provider action on their
behalf.”

(iv)

Comparison with competitors - “A provider’s product and service should be designed and priced
so that they are reasonably in line with the rest of the market. Where they are, or become, less
good providers should bring them into line within a reasonable period of time.”

(v)

Efficiency and costs - “Product and service charges should reflect, both now and over time,
efficient operation and levels of costs (including a normal return on capital).”

8.47 In its annual report, the SWL IGC refers to the following five factors, which it uses to assess value for
money:
(i)

Investments – “Is Scottish Widows making the right investment decisions to deliver the best
results for its customers?”

(ii)

Administration – “The day-to-day experience Scottish Widows customers have with their
workplace pensions.”

(iii)

Engagement – “Helping Scottish Widows customers understand the choices they can make at the
start and throughout their pension journey.”

(iv)

Governance – “Confirming processes are in place to ensure customers are treated fairly and their
investments and data are protected.”

(v)

Charges – “Ensuring all charges are transparent, simple and provide fair value for the services
provided.”

8.48 The IGCs identified three areas for particular attention:
•

Oversight and monitoring of default investment strategies;

•

The assessment of value for money; and,

•

The need for enhanced member engagement.

8.49 An important difference between ZAL and SWL’s propositions is that SWL offers only a core range of
funds, with no opportunity for EBCs to establish default portfolios on a bespoke basis. The SWL IGC has
noted that the business sourced by ZAL from larger EBCs tends to have bespoke default investment
strategies. In Iight of this, SWL has evolved its processes to monitor bespoke default investment
strategies from the Effective Date.
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8.50 The SWL IGC has examined the current review process applied by ZAL for assessing bespoke default
investment strategies. The review process within ZAL comprises two main elements:
(i)

The arrangements are assessed when a new scheme is taken on (or is materially changed) using a
pre-defined governance process and set of investment standards. Where bespoke defaults have
exceptions to the standards, the bespoke defaults are raised to ZAL’s Investment Solutions
Approval Group for approval or rejection.

(ii)

ZAL carries out periodic reviews of the risk-return profile of bespoke default arrangements and
addresses exceptions with the scheme and/or its adviser.

8.51 The SWL IGC considers this process appropriate and has requested that SWL adopt these elements of
review. SWL has confirmed that it will therefore make the necessary changes in order to maintain the
same process as ZAL, but will make some small amendments:
(i)

It will align the monitoring approach of the underlying funds used within these strategies to SWL’s
existing approach to monitoring and reviewing fund performance.

(ii)

It will review the risk-reward boundaries for bespoke default arrangements, taking into account the
equivalent metrics used for SWL’s existing default options, which are offered under the “cautious”,
“balanced” and “adventurous” banners.

8.52 From my analysis above, I believe that the objectives and outcomes of the ZAL IGC and the SWL IGC
are broadly consistent with only nuanced differences between the two. The SWL IGC has identified the
bespoke default investment strategies from EBC-advised schemes as the primary difference in the ZAL
and SWL investment proposition relevant to its remit. In common with the approach taken by the ZAL IGC
to date, the SWL IGC expects SWL to agree its review process with the SWL IGC and report on any
exceptions through the course of the process, along with how they have been addressed.
8.53 I note that SWL has taken into account ZAL’s governance approach in relation to the default investment
strategies from EBC-advised schemes and will modify the approach to align to its established governance
processes to the extent these are relevant. I have discussed the implementation of these processes with
SWL and consider that the necessary steps are being implemented to ensure that the process works.
8.54 The principles that the ZAL IGC uses when assessing value for money line up to the factors used by the
SWL IGC with one exception, which is the ZAL IGC’s principle of “Comparison with competitors”. The
IGCs have jointly stated that, while there may be some minor differences in their approaches to assessing
value for money, they believe that the value for money principles adopted are broadly consistent. In this
regard, the SWL IGC does state in its IGC report that “The work of the IGC was supplemented by
independent research to capture the views of Scottish Widows’ customers, together with separate
independent benchmarking to assess the performance of Scottish Widows against its competitors.” So,
although comparison to competitors is not covered explicitly by a value for money principle, the SWL IGC
does undertake benchmarking to ensure that SWL offers value for money in line with its competitors.
8.55 The ZAL IGC will continue to monitor the Transferred Policies until the Effective Date and has agreed with
SWL to report on the Transferred Policies separately to assist with the handover at the Effective Date.
8.56 I consider the approach adopted by the SWL IGC to be materially the same as that currently employed by
the ZAL IGC and that it should lead to a similar outcome in the assessment of value for money for the
Transferred Business.
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8.57 The SWL IGC has noted the ZAL IGC’s desire for greater member engagement in respect of the
Transferred Business (in the absence of the Scheme) and will seek to achieve this, consistently with
SWL’s existing Corporate Pensions Business.
8.58 Having considered the approach adopted by the ZAL IGC and the approach proposed by the SWL IGC in
respect of the Transferred Business, I have concluded that there is unlikely to be any customer detriment
from the change of IGC oversight on the implementation of the Scheme.
Administrative Arrangements
8.59 As noted in paragraphs 6.2 to 6.4, a programme to transition the Transferred Business onto the CS
Platform has been underway for some time. Since there is continuity in the administrative staff and the
Transferred Business that has already been migrated to the CS Platform is being administered
successfully, there is no reason to expect that the standard of servicing of the Transferred Business will
not be maintained after the Scheme has been implemented.
8.60 The customisation of the CS Platform and its integration into SWL’s financial control and management
processes is a complex project which is planned to be completed prior to the proposed Scheme Effective
Date. If the project has not completed by the proposed Effective Date then it may be possible to
implement the Scheme utilising the current transitional arrangements without any degradation of
administration but in these circumstances, ZAL and SWL may agree that it is preferable to defer the
Effective Date.
8.61 In addition to the policy administration, it will be necessary to ensure that the linked funds created can be
valued and prices established for each series of unit. Both ZAL and SWL use SSC for this purpose and
so continuity of management should be achieved.
8.62 As discussed in paragraph 6.14, SWL has compared its unit pricing policy to ZAL’s. SWL will keep the
elements of ZAL’s unit pricing policy where deviations from this would result in adverse customer
outcomes. Where SWL’s analysis shows that there will be a benefit to customers or no impact, then it will
adopt its pricing policy for the Transferred Business. In particular, SWL intends to implement a change to
the practices used for pricing units in that it will round unit prices to the nearer 0.1p rather than rounding
down to the lower 0.1p as is currently the case in ZAL. The effect of this change will be neutral to slightly
advantageous in respect of existing unit holdings as at the Effective Date since the quoted price will be up
to 0.1p greater in the future. The effect on new investments made after the Effective Date will be neutral
since investment and disinvestment will be made on the SWL rounding approach.
Continuation of rights
8.63 The Scheme requires that any complaints or claims arising from the Transferred Business will be
continued after the Effective Date. If the claim has already been notified by the Effective Date, it will be
met by ZAL but otherwise it will met by SWL. Rights of policyholders included in the Transferred
Business are therefore protected.
8.64 Any protections afforded to the Transferred Business under the terms of the Financial Services
Compensation Scheme prior to the Effective Date will continue to apply after the Effective Date since
SWL is also a UK-authorised firm.
Changes to terms and conditions
8.65 I have considered the implications for policyholders of the changes that the Scheme makes to policy
terms and conditions (as summarised in paragraphs 5.18 and 5.19). I have also considered the
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implications for policyholders of the changes that the Scheme makes to the client service agreements
with trustees of Occupational Money Purchase Plans (as set out in paragraph 5.20).
8.66 In my opinion, although these changes to policy and contract terms and conditions are necessary to
ensure the effective transfer of the Transferred Business, from a policyholder perspective they are
incidental and I do not expect them to have any impact on benefit expectations or service standards.
Conclusion in relation to benefit expectations
8.67 To summarise this section:
•

The Scheme contains arrangements to maintain fund values for the Transferred Policies as at the
Effective Date and provide for the same investment options to be available.

•

The Scheme does not expose policyholders to any new material risks compared to those that
they are currently exposed to.

•

The management of the linked funds will maintain all of the practices employed by ZAL in valuing
these funds and setting unit prices and as a result there will be no changes to benefit
expectations for the Transferred Policies. I do not expect there to be any significant customer
detriment from the proposed changes to custodian and banking arrangements.

•

The SWL IGC has identified a change in its approach in order to appropriately monitor the large
number of default investment strategies accompanying business sourced from EBCs within the
Transferred Business. However, both IGCs agree that their approach to assessing customer
value for money are broadly consistent with each other.

•

SWL’s Board has resolved not to increase charges on the Transferred Business solely due to the
Scheme being implemented. It is in any case unlikely that the Scheme would result in pressure
to increase charges, since the expense ratio for SWL’s Corporate Pensions business is not
expected to increase significantly. In practice, SWL’s ability to increase charges is limited since
the Corporate Pensions market is very competitive and demand is price-sensitive.

•

In my opinion, there the standard of servicing of the Transferred Business will be maintained after
the Scheme has been implemented. Most of the Transferred Business has already been migrated
to the CS Platform is being administered successfully. Following the implementation of the
Scheme, the Transferred Business will be administered by the same staff that currently
administer the business.

•

Rights of policyholders included in the Transferred Business are protected by the Scheme. Any
protections afforded to the Transferred Business under the terms of the Financial Services
Compensation Scheme prior to the Effective Date will continue to apply after the Effective Date.

•

I do not expect the changes made by the Scheme to policy and contract terms and conditions to
affect benefit expectations for policyholders.

8.68 In my opinion, the Scheme will not have any impact on the benefit expectations of the Transferred
Policies.
Proposed Trading Suspension Period
8.69 As discussed in paragraph 5.21, ZAL and SWL propose that a Trading Suspension Period is necessary in
order to implement the Scheme. In particular, the approach addresses concerns relating to various
procedures that must change on transfer from ZAL to SWL, including the changes to administration
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systems, separation of insurance money and client money bank accounts and integration of systems and
processes with SSC.
8.70 Although ZAL had not completed a full project plan for the adoption of the CS Platform within its own
structure prior to agreeing the disposal of the Corporate Savings Business to SWL, ZAL has confirmed
that a number of structural system changes similar to those identified by SWL would have been required.
Furthermore, ZAL has indicated that, in line with historical practice, it would have been likely to have
required Trading Suspension Period(s) in order to complete the implementation of the CS Platform and to
embed these other processes. The Trading Suspension Period allows SWL to implement the required
system and process changes and ensure an administration system capable of administering the
Transferred Policies on day one of trading.
8.71 The proposed Trading Suspension Period is shorter than the Trading Suspension Period that the
transferring policies may have otherwise faced in implementing the transfer from the DC Platform to the
CS Platform (see paragraph 6.40) in the absence of the Scheme.
8.72 I also understand that the use of Trading Suspension Periods around transactions and system transition
has become an evolving feature of market practice. I note that it has also been a feature of a recent Part
VII transfer between Blackrock Life Limited and Scottish Equitable plc.
8.73 Both parties have documented and shared with me their investigations into the implementation risks and
the impacts on various policyholder transaction types which occur. Having considered this analysis, I
believe that both parties have properly considered the risks to policyholders of the proposed Trading
Suspension Period and have identified appropriate mitigating actions for these, including advance
communications with policyholders to warn of the need to effect transactions ahead of the Trading
Suspension Period.
8.74 It is also proposed that regular transactions which involve payments to policyholders which would occur
during the Trading Suspension Period will be processed earlier than the Trading Suspension Period to
lessen potential inconvenience.
8.75 As discussed in paragraph 6.38(ii), I understand that if instructions are received from policyholders to
change investments within their funds or to transfer in pension funds from plans they hold with other
providers, those instructions will be held over and actioned when the Trading Suspension Period has
ended.
8.76 These trades will be processed after the close of the Trading Suspension Period at the unit prices
prevailing at the point of processing. The implication is that policyholders could be positively or negatively
impacted compared to if their request was implemented upon receipt (rather than waiting until the end of
the Trading Suspension Period) because of movements in the prices of assets underlying the unit funds
over this period.
8.77 However, there will be no systematic detriment introduced by the proposal because unit prices could
either decrease or increase over the period between the point the policyholder submits their request and
the point at which it is implemented. Furthermore, the communications strategy should ensure that
policyholders are able to place their requests well in advance of the Trading Suspension Period.
8.78 Having considered other implementation options which SWL have advised are available to it to effect the
transition in a different way, I have concluded that the proposed Trading Suspension Period is a robust
solution and minimises the risks posed to policyholder outcomes.
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8.79 In my opinion, the extent of policyholder communication will draw policyholders’ attention to the Trading
Suspension Period and allow policyholders to plan around it.
8.80 I have concluded that the Trading Suspension Period proposal is appropriate having regard to the points
discussed above, namely that:
•

Both parties have conducted investigations into the implementation risks and the impacts on
various transaction types, which they have shared with me.

•

Policyholders submitting instructions over the suspension period may be financially impacted by
changes in underlying asset prices of the Trading Suspension Period, but this will not
systematically impact customers (either positively or negatively)

•

Policyholders that would have received drawdown income over the period will receive this income
ahead of the Trading Suspension Period (see paragraph 6.41)

•

The use of a Trading Suspension Period is becoming market practice in implementing the
transfer of unit linked business

•

A Trading Suspension Period would have been required for the transfer of policies from the DC
Platform to the CS Platform. The length of the proposed Trading Suspension Period is shorter
than the Trading Suspension Periods implemented by ZAL in the past for business transferring
from the DC Platform to the CS Platform.

•

The Trading Suspension Period is designed to ensure that on the first day of trading, SWL will
have an administration system capable of administering the Transferred Policies.

•

Policyholder communication will be sufficient to draw attention to and ensure that policyholders
are aware of the proposed Trading Suspension Period.

8.81 Both parties have given substantial thought to the length of the Trading Suspension Period, the sequence
of events over the Trading Suspension Period and the transition, and I believe it is the best
recommendation to achieve and effect an efficient cutover and to ensure the fair treatment of the holders
of the Transferred Policies. However, I have asked both parties to continue to seek to shorten the Trading
Suspension Period, if this is possible, while user acceptance testing completes.
Conclusion
8.82 For the Transferred Policies, I conclude that:
•

the Scheme will not have a material adverse impact on the security of the benefits of the
Transferred Policies.

•

the Scheme will not have any impact on the benefit expectations of the Transferred Policies.

•

the standard of servicing of the Transferred Policies will be maintained after the Scheme has
been implemented.

8.83 Furthermore I am satisfied that the Scheme is equitable between the Transferred Policies and the
Excluded Policies (both Excluded Policies that are Corporate Pensions Business and Excluded Policies
that are non-Corporate Pensions business). I arrive at this conclusion because none of these groups
stand to lose or gain materially over each other.
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9

Excluded Policies

Security of benefits
Balance sheet position
9.1

As noted in Section 6, the Scheme is expected to improve ZAL’s solvency position. However, the
improvement is slight, since ZAL currently hedges the equity risk associated with the Transferred
Business in managing its capital position (see Table 3.9). In addition, the small improvement should be
viewed in the context that while ZAL is satisfying its capital management policy, an increase of this nature
may simply enhance ZAL’s ability to pay a dividend to its shareholders, i.e., it may not result in an
effective increase in the solvency position.

Balance of risks affecting benefit security
9.2

The sale of ZAL’s Corporate Savings Business will significantly reduce its unit linked liabilities. Unit linked
contracts are primarily exposed to expense risk, lapse risk and market risk.

9.3

ZAL’s equity risk hedge in relation to its linked business reduces the market risk exposure for own funds.
The own funds’ interest in the Transferred Business is covered by this hedge and the transfer should
have little effect on ZAL’s market risk exposure.

9.4

No such hedging arrangements are in place for expense risk or lapse risk of the Transferred Policies.
Therefore on the Effective Date, there should be an improvement in ZAL’s solvency position due to the
reduced exposure to lapse and expense risk.

9.5

Many of the Excluded Policies are administered by a third party administrator under a fixed tariff
arrangement. This outsourcing arrangement mitigates the expense risk (and, to some extent, the effect
of the lapse risk) in ZAL which may have been expected to increase on the significant reduction in the inforce business. Furthermore, the methodology used by ZAL to allocate overhead expenses is such that
little of this expense was allocated to the Transferred Business but was borne by the Excluded Business.

9.6

For these reasons, as set out in paragraph 7.31, the split of ZAL’s risk exposure from the major risks does
not materially change. However, ZAL’s counterparty default risk exposure reduces significantly as the
fund reinsurance arrangements between ZAL and third party firms (see paragraph 3.83) associated with
the Transferred Business are no longer required.

9.7

I conclude that the implementation of the Scheme will have no impact on security of the Excluded
Policies’ benefits. I reach this conclusion because, as a result of the Scheme:
•

ZAL’s Solvency Coverage ratio is expected to improve.

•

The equity risk hedge in relation to ZAL’s linked business means that ZAL’s exposure to market
risk will not change materially.

•

The expense risk and lapse risk exposures are expected to fall.

•

Fixed tariff arrangements, under which much of the Excluded business is administered, will not
change.

Benefit expectations
9.8

The Excluded Business of ZAL consists of several distinct categories which require separate
consideration in assessing the impact of the Scheme on benefit outcomes. These are:
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9.9

•

The business of the 90:10 Fund;

•

The business of the 100:0 Fund;

•

The business of the DCP Fund; and,

•

The business of the NP Fund.

First, before analysing each of these categories, I consider expense allocation as it is relevant for each of
these categories.

Expense Allocation
9.10 When completion occurred under the Platform BTA (see Section 5), the Transferred Business began to
be administered by SWASL under the terms of the TSA. Within ZAL, the Transferred Business is only
allocated direct costs (as defined under the terms of the TSA) and is not allocated any overheads.
Therefore the Scheme is not expected to increase or decrease overheads and will have no impact on the
ultimate level of expenses allocated to the Excluded Business.
9.11 When considered as a whole, the Platform BTA and Part VII BTA are expected to result in a small
reduction in ZAL’s overheads per year (see paragraph 3.90 for information on ZAL’s expense allocation
methodology). This, all else being equal, will reduce the level of expenses allocated to all products within
ZAL.
9.12 The Excluded Policies that are part of ZAL’s Corporate Pensions Business are currently administered by
SWASL under the terms of the TSA. On the Effective Date, administration of these policies will move to
another third party, which is expected to be Capita. The direct cost allocated to this subset of the
Excluded Policies will change depending on the terms of the eventual outsourcing arrangement with the
third party. ZAL’s ability to pass on this cost to the Excluded Policies will depend on the type of policy –
see paragraphs 9.20, 9.25 and 9.34 in “Benefit Expectations” below.
9.13 I will continue to monitor the proposed outsourcing arrangement for the Corporate Pensions Business
Excluded Policies and will provide an update and opinion on these arrangements once they have been
finalised within my supplementary report.
9.14 For the Excluded Policies that are part of ZAL’s Corporate Pensions Business, the allocation of expenses
is not expected to materially change after the Effective Date. In my opinion, this outcome is satisfactory
and results in no adverse impacts on Excluded Policies that are not part of ZAL’s Corporate Pensions
Business.
The Business of the 90:10 Fund
9.15 The 90:10 Fund is a ring-fenced fund and policyholders participate only in the experience of this fund.
There are no terms in the Scheme that directly change the operation of this fund. None of the
Transferred Business resides in this fund.
9.16 Benefits arising on policies in this fund are driven primarily by the investment return achieved, which in
turn is dependent on the chosen asset mix, and the level of expenses allocated to the fund.
9.17 The asset allocation for the fund is set having regard to the resources of the fund and does not rely on
capital support from elsewhere in ZAL. Consequently, the asset allocation of the 90:10 Fund will not
change on the implementation of the Scheme.
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9.18 The policies within the 90:10 Fund comprise individual business and group business. As mentioned in
paragraph 3.43, the individual business is subject to a fixed charge structure. The individual policies will
not benefit from the reduction in costs, but they are also protected against the risk of future increases.
9.19 The group policies within the 90:10 Fund have no such arrangement in place and are instead charged
expenses as incurred. The expense charge to the asset shares of these policies could, in theory, be
revised downwards as a result of the Scheme and therefore increase future bonus declarations.
9.20 As discussed in 9.11, ZAL does not expect expenses to increase as a result of the Scheme. I note that in
his witness statement, James Sykes, a Director of ZAL states that “[ZAL] will ensure that the unit cost
allocation as regards non-transferring with-profits policies does not increase as result of the Scheme”.
However, if the allocation of expenses to the 90:10 Fund group policies did increase as a result of the
Scheme then ZAL would be constrained by policyholder reasonable expectations. Historically, ZAL has
set precedent in regard to the impact of a scheme on charges to the 90:10 Fund group policies. In a
previous scheme, ZAL injected money into the 90:10 Fund to increase group policies’ asset shares and
offset the impact of increased expense charges expected as a result of that scheme.
9.21 In my opinion, the Scheme will have no impact on benefit expectations of the participants in the 90:10
Fund, and therefore I expect no material change in the bonuses declared on the policies within the 90:10
Fund as a result of the Scheme. My conclusion is based upon:
•

The asset allocation of investments in the 90:10 Fund is not expected to change as a result of the
Scheme.

•

The witness statement of James Sykes, in which he asserts that the unit cost allocation to withprofit policies will not increase as a result of the Scheme.

•

Individual policies in the 90:10 Fund have a fixed charge structure.

•

Charges on group policies should not increase because of policyholder reasonable expectations
and precedent set in this regard, and because expenses allocated to the 90:10 Fund are not
expected to increase.

The Business of the 100:0 Fund
9.22 The 100:0 Fund is a ring-fenced fund and policyholders participate in the experience of this fund. There
are no terms in the Scheme that directly change the operation of this fund. None of the Transferred
Business resides in this fund.
9.23 Benefits arising on policies in this fund are driven primarily by the investment return achieved, which in
turn is dependent on the chosen asset mix, and the level of charges applied to the fund.
9.24 The asset allocation for the fund is set having regard to the resources of the fund and does not rely on
capital support from elsewhere in ZAL. Consequently, the asset allocation of the 100:0 Fund will not
change on the implementation of the Scheme.
9.25 The charges applied to business in the 100:0 Fund have been stable for several years, which has
established policyholder expectations in this regard. Furthermore, as discussed in paragraphs 9.10 to
9.14, the level of expenses is not expected to increase on implementation of the Scheme. Therefore,
there should be no requirement to increase charges on the 100:0 Fund on implementation of the Scheme.
Furthermore, ZAL has stated that it will ensure no increase in the unit cost allocation to with-profit policies
occurs as a result of the Scheme (see paragraph 9.20, above).
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9.26 As described in paragraph 3.57, the 100:0 Fund currently has a right to a 1% share in surplus arising in
the DCP Fund, which is the current location of the Transferred Business. This arrangement has not
provided a material financial benefit to the 100:0 Fund since only one transfer totalling £0.18m has been
made to it since 2010. The 100:0 Fund does not share in any loss made in the DCP Fund. Therefore,
the 100:0 Fund is not exposed to any downside risk associated with removal of the Transferred Business.
9.27 In the absence of the Scheme, the DCP Fund is currently not expected to release any future surplus.
However, it is possible that, as a result of the Scheme, a small one-off surplus will be realised on the
Effective Date from the release of reserves (on a specified basis) in relation to the Transferred Business.
If a surplus does arise on the Effective Date, a payment will be made from the DCP Fund to the 100:0
Fund at the next year-end date. ZAL estimates that the maximum possible surplus that could arise on the
Effective Date would result in a transfer of £560,000 to the 100:0 Fund. This surplus will be distributed in
line with the principles and practices detailed within ZAL’s PPFM and precedent established by past
bonus declarations.
9.28 In my opinion, the benefit expectations of the participants in the 100:0 Fund will be maintained on the
implementation of the Scheme, and therefore I expect no material change in the bonuses declared on the
policies within the 100:0 Fund as a result of the Scheme. My conclusion is based upon the following:
•

The asset allocation of investments in the 100:0 Fund will not change as a result of the Scheme.

•

The allocation of expenses to the 100:0 Fund is not expected to increase as a result of the
Scheme. Charges are also constrained by the policyholder reasonable expectations that have
developed over several years of stable charges.

•

The 100:0 Fund may receive a small surplus on the Effective Date as a result of the Scheme (and
will share in no loss, if one arises from implementation of the Scheme).

The Business of the DCP Fund
9.29 The DCP Fund is the current location of the Transferred Business. The business in the DCP Fund is nonprofit in nature. The DCP Fund comprises unit linked and non-unit linked business.
9.30 The non-unit linked business in the DCP Fund provides policyholder benefits that are not related to
investment performance, the performance of ZAL (except in so far as ZAL becomes unable to service its
policyholder obligations) or how ZAL exercises its discretion. This business will not be affected by the
implementation of the Scheme.
9.31 The unit linked business in the DCP Fund is linked to internal funds maintained by ZAL. For these
policyholders, benefit expectations are driven by the availability (and performance) of internal linked funds
to invest in and the level of charges imposed on policies.
9.32 As described in Section 6 of the Scheme Report, the internal funds of ZAL will be structured prior to the
Effective Date to ensure that the Excluded Business and the Transferred Business are each allocated an
appropriate share of the assets of each internal fund in which these businesses invest. There will be no
loss of value when the Scheme becomes effective. For some of ZAL’s current internal funds, it will not be
possible to split the assets easily and the Transferred Business’s share of the value in those internal
funds will be recognised through a reinsurance arrangement with SWL. The internal funds will stay in
ZAL and will continue to be valued and priced as at present.
9.33 The range of funds available to Excluded Policies will not be reduced because of the implementation of
the Scheme.
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9.34 As discussed in paragraph 9.11, the Scheme is not expected to increase expenses. However, if the
Scheme does result in an increase in expenses allocated to unit linked business within the DCP Fund,
ZAL’s ability to increase charges would be restricted by its internal standards and practices on setting
charges for unit linked products (see paragraph 3.73 to 3.79), which will continue to apply after the
Effective Date.
9.35 In practice, when the effects of the Platform BTA and Part VII BTA are considered together, there may be
a small reduction in the expenses incurred relative to the fees generated by the Transferred Business.
There is no requirement that any savings be passed on to policyholders but the existence of savings may
reduce the pressure for increased charges in the future.
9.36 In my opinion, benefit expectations of the Excluded Policies in the DCP Fund will be maintained on the
implementation of the Scheme. My conclusion is based upon the following:
•

The non-unit linked policies are not the subject of the Scheme. These policies are unaffected by
discretion applied by ZAL or its investment strategy, therefore their benefits will not be affected.

•

The unit linked business will maintain access to the same funds before and after the transfer.

•

The level of expenses allocated to the unit linked policies is not expected to increase as a result
of the Scheme.

Business in the NP Fund
9.37 The business of the NP Fund is non-profit in nature. Because the primary distinction between the NP
Fund and the DCP Fund is the difference in tax treatment, the analysis set out in 9.30 to 9.36 above
applies equally to it.
9.38 In my opinion the benefit expectations of policyholders in the NP Fund will be maintained on
implementation of the Scheme for the same reasons outlined above and summarised in paragraph 9.36.
Service standards
9.39 The administration of the Excluded Policies that are not Corporate Pensions Business will not be affected
by the transaction. However, administration of the Excluded Policies that are Corporate Pensions
Business is expected to change.
9.40 Prior to the Scheme, under the terms of the TSA, the Excluded Policies that are Corporate Pensions
Business (and not subject to the Island Schemes) are administered by SWASL on the DC Platform. ZAL
plans to switch the administration of these Excluded Policies to a third party outsourcing firm, expected to
be Capita, by the Effective Date. The contract will include provisions to ensure that service level
standards remain consistent with the current position.
9.41 Capita administers much of ZAL’s Excluded Business that is not Corporate Pensions Business and
therefore is experienced in dealing with the business and customers of ZAL. Capita also has relevant
experience in taking on new blocks of business.
9.42 In my opinion, the service standards for the Excluded Policies that are Corporate Pensions Business will
remain satisfactory.
9.43 In my opinion, the service standards for Excluded Policies that are not Corporate Pensions Business will
not be impacted by the implementation of the Scheme.
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Conclusion
9.44 For the Excluded Policies that are Corporate Pensions Business, I conclude that:
•

the implementation of the Scheme will have no impact on security of benefits.

•

the benefit expectations will be maintained on the implementation of the Scheme.

•

the service standards will remain satisfactory.

9.45 For the Excluded Policies that are not Corporate Pensions Business, I conclude that
•

the implementation of the Scheme will have no impact on the security of benefits.

•

on the implementation of the Scheme there will be no impact on benefit expectations of the
participants in the 90:10 Fund and that benefit expectations of the Excluded Policies that are not
Corporate Pension Business in the 100:0 Fund, the DCP Fund and the NP Fund will be
maintained on the implementation of the Scheme.

•

the service standards will not be impacted by the implementation of the Scheme.

9.46 Furthermore I am satisfied that the proposed approach is equitable between the Excluded Policies (both
Excluded Policies that are Corporate Pensions Business and Excluded Policies that are non-Corporate
Pensions business) and the Transferred Policies. I come to this conclusion because none of these groups
stand to lose or gain materially over each other.
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10 SWL’s Existing Policies
Security of benefits
Balance sheet positions
10.1 The impact of the Scheme on SWL’s financial position was discussed in Section 7. The conclusion
reached there was that although the Scheme may reduce the solvency coverage ratio a little, SWL would
still satisfy its capital management policy and the reduction would be insignificant, in practice.
10.2 However, I noted that SWL does rely on a number of regulatory methods which require approval by the
PRA. The circumstances of a receiving a significant inward transfer could trigger a review of these
approvals. This was discussed in paragraphs 7.14 to 7.25, which concluded that:
•

It is my opinion that SWL’s internal model will remain appropriate for the business following the
implementation of the Scheme. The full rationale for this is set out in Section 7.The PRA has
confirmed to SWL that it agrees that SWL should proceed on the basis that the Scheme
constitutes a minor change to SWL’s internal model. SWL is able to implement a single minor
model change without making an application to the PRA.

•

The Scheme will not result in any changes to SWL’s Matching Adjustment portfolio. There is
therefore no reason to believe that the Scheme would in any way affect SWL’s approval to apply
the Matching Adjustment.

•

In isolation, implementing the Scheme is unlikely to require SWL to recalculate its TMTP. If
TMTP is recalculated to allow for the impact of the Scheme, the result is expected to be a minor
improvement in SWL’s solvency coverage ratio.

10.3 I therefore consider it unlikely that any of SWL’s regulatory approvals will be withdrawn as a result of the
Scheme.
Balance of risks affecting benefit security
10.4 Section 7 also set out the main risks to which SWL will be exposed after the Scheme has been
implemented and concluded (in paragraph 7.34) that the Transferred Business did not add any new risks
or materially change the balance of risks to which SWL is currently exposed.
Conclusions in relation to benefit security
10.5 In my opinion, the Scheme will not have a material adverse impact on the security of the benefits of
SWL’s existing policyholders.
Benefit expectations
Charges and Expenses
10.6 The Transferred Business will in the first instance be managed as a standalone unit. However, SWL
expects that its expenses will not increase beyond the direct cost of the administration resource acquired
from ZES to service the business. Efficiencies may emerge if there is a degree of operational integration
with SWL’s corporate savings business in the longer term but this has not been factored into my
assessment of the impact of the Scheme on SWL.
10.7 It is unlikely that expenses incurred in running SWL’s existing business will increase as a result of the
Scheme being implemented and it is therefore unlikely that there will be a pressure to increase charges
levied on SWL policies.
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10.8 SWL has carried out analysis which shows that the Scheme is not expected to change the expenses
allocated to any business unit other than workplace pensions.
10.9 As noted in paragraph 8.41, the Scheme is expected to result in a slight increase in the expense ratio
(i.e., the ratio of expenses divided by income) for the workplace pension business unit. However, the
increase is slight and the income of the workplace pensions business is expected to be more than
sufficient to cover its expenses.
10.10 In my opinion, the change in expense levels from implementing the Scheme will not change benefit
expectations for SWL existing policies solely due to implementing the Scheme.
With-profits policyholders
10.11 The SWWPF and the CMWPF operate on a ring-fenced basis. The investment strategy of the CMWPF is
set without any reliance on resources outside the fund, while the SWWPF’s strategy is set by reference to
the resources available in the SWWPF and, in extreme scenarios, the Combined Fund.
10.12 Since the Scheme does not affect directly either of the SWWPF or CMWPF, this means that that no
change should be expected in the assets or liabilities of each fund. This means that no change should be
expected in the CMWPF’s investment strategy. However, the SWWPF’s strategy could change if
implementing the Scheme significantly changed the excess assets in the Combined Fund.
10.13 Additionally, the SWWPF and the CMWPF both may draw on support from SWL’s Combined Fund in the
form of a contingent loan in certain circumstances. The purpose of the capital support is to ensure
compliance with regulatory requirements rather than to enhance benefit expectations directly. However,
the contingent loan would only be repaid if such support was not needed and therefore it could be at risk
of being used to meet benefit payments from the with-profits funds.
10.14 Since the Transferred Business will be allocated to the Combined Fund it is necessary to consider
whether this will impair the resources in the Combined Fund to an extent such that the investment
strategy of the SWWPF would have to change or the availability of the capital support would be
challenged.
10.15 I have considered SWL’s calculations to show how the Scheme is expected to affect the own funds held
in the Combined Fund, as well as the notional SCR for the Combined Fund. These show that the
Combined Fund’s standalone solvency coverage ratio was 145% at 31 December 2017 and that this
would have reduced to 142% had the Scheme been implemented on that date. In my opinion, this
represents an adequate level of capitalisation for the Combined Fund consistent with SWL’s overall
capital policy and will not impact the investment strategy of the SWWPF.
10.16 As noted in paragraph 10.8, SWL does not expect expenses allocated to any business unit other than
workplace pensions to increase. Therefore the expense allocation to the SWWPF and CMWPF, and
resulting charges, should not increase as a result of the Scheme.
10.17 In my opinion, implementing the Scheme should not affect the way the with-profits funds are managed. In
particular, the way that investment strategy for each fund is set should not change nor should the
availability of the capital support.
10.18 In my opinion, the benefit expectations of SWL’s existing with-profits policyholders will be maintained on
implementing the Scheme and there will be no material change in the bonuses declared on policies within
the SWWPF and the CMWPF.
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Internal Linked Funds and unit linked business
10.19 New internal linked funds will be created to manage the Transferred Business and these will not interact
with the existing internal funds maintained by SWL. Valuation and pricing mechanisms will not be altered
on implementing the Scheme.
10.20 Since SWL’s expense base is expected to grow only by an amount related to the Transferred Business
and this will be allocated to the acquired business, the expenses allocated to the existing unit-linked
business will not increase on implementing the Scheme and accordingly, the charges applied to the
existing unit-linked business should not increase solely due to the implementation of the Scheme
10.21 In my opinion, the benefit expectations of SWL’s existing unit linked policyholders will be maintained on
implementing the Scheme.
Other SWL Policyholders
10.22 The non-profit non-unit linked business transacted by SWL has fixed benefits that are not impacted by
investment performance or the performance of SWL (except to the extent where SWL becomes unable to
meet policyholder liabilities, which I have discussed in Section 7). These policies will not be changed by
the Scheme.
10.23 In my opinion, the benefit expectations of SWL’s existing non-profit policyholders will be maintained on
implementing the Scheme.
Administration and policy servicing
10.24 As discussed in Section 6, the Transferred Business will be administered by a dedicated team using a
standalone system. The servicing and administration of existing SWL policies will not be affected by it.
Summary conclusion on benefit expectations for SWL’s existing policyholders
10.25 To summarise this section:
•

In my opinion, the change in expense levels from implementing the Scheme will not change
benefit expectations for SWL existing policies solely due to implementing the Scheme.

•

In my opinion, implementing the Scheme should not affect the way the with-profits funds are
managed. In particular, the way that investment strategy for each fund is set should not change
nor should the availability of the capital support.

•

New internal linked funds will be created to manage the Transferred Business and these will not
interact with the existing internal funds maintained by SWL. Valuation and pricing mechanisms
will not be altered on implementing the Scheme.

•

SWL’s existing non-profit non-unit linked policies will not be changed by the Scheme.

•

The servicing and administration of existing SWL policies will not be affected by the Scheme.

10.26 In my opinion, the Scheme will not have a material adverse impact on the benefit expectations of SWL’s
existing policyholders.
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Conclusion
10.27 I conclude that, for SWL’s existing policyholders,
•

the Scheme will not have a material adverse impact on the security of the benefits.

•

the Scheme will not have a material adverse impact on the benefit expectations.

•

the servicing and administration of policies will not be affected by the Scheme.

10.28 Furthermore I am satisfied that the proposed approach is equitable between SWL’s existing policies and
the Transferred Policies because neither of these groups stand to lose or gain materially over each other
as a result of the Scheme.
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11 Other Stakeholders
11.1 There are a number of reinsurance contracts with third party insurance companies and fund-link
agreements with investment management firms which apply to the Transferred Business. The rights of
reinsurers and investment managers under these contracts will be preserved on implementing the
Scheme as contracts will either be transferred under the Scheme without amendment or retained by ZAL.
11.2 The contractual arrangements with other third parties providing services to ZAL will be maintained either
because they relate to the business retained by ZAL or they transfer to SWL under the terms of the
Scheme.
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12 Policyholder Communications
12.1 ZAL and SWL have set out their plans with regard to notifying policyholders and other persons of the
transfer.
12.2 The Financial Services and Markets Act 2000 (Control of Business Transfers) (Requirements on
Applicants) Regulations 2001 (the “Communication Regulations”) set out notification requirements (the
“Notification Requirements”) in relation to the transfer of insurance business.
12.3 It is usual practice for firms undertaking a transfer of insurance business to seek waivers in respect of
some of the Notification Requirements. Under the Communication Regulations, an insurer may seek
sanction for such waivers from the High Court pursuant to Regulation 4(2) (the “waivers”).
12.4 Precedent has been established in the courts for firms seeking waivers from the High Court. Precedent
dictates several factors (the “Aviva Factors”) that would be relevant to a waiver application. The Aviva
Factors are:
•

The impossibility of contacting policyholders;

•

The practicality of contacting policyholders;

•

The utility of contacting policyholders;

•

The availability of other information channels through which notice of the application can be
made available;

•

The proportionality of strict compliance;

•

The impact of collateral commercial concerns; and

•

The object of the transfer itself and its likely impact on policyholders.

12.5 In assessing the proposed communication plan below and the waivers being sought, I have taken into
account the Notification Requirements and the Aviva Factors.
ZAL Policyholders
12.6 ZAL proposes to circulate information to policyholders setting out various details of the Scheme. This
information pack (the “ZAL Notification Pack”) will contain:
•

An introduction and background to the Scheme, including a glossary of terms;

•

Confirmation that there is not expected to be any changes in management processes or
administration of the Transferred Business;

•

Details of the proposed changes to policy terms and conditions;

•

Details of the legal process and the rights of the Transferred Policies to object to the Scheme;

•

A ‘frequently asked questions’ section;

•

A summary of the Scheme or, where the recipient is a trustee, a copy of the Scheme;

•

A summary of this Scheme Report; and,

•

A notice stating that the application for the Scheme has been made (the “Legal Notice”).
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12.7 In addition to the ZAL Notification Pack, ZAL will make further information available from various sources.
•

Information will be made available by written request to the mailing address detailed in the
Legal Notice.

•

A telephone number and email address will be included in the pack, which will allow Transferred
Policies to contact a trained call team dealing solely with requests in relation to the transfer.

•

Information will be published on ZAL’s website.

12.8 Policyholders that are members of the Scottish Widows GSIPP scheme or the Scottish Widows Master
Trust will not receive a notification pack from ZAL but will instead receive a notification pack from SWL
that contains broadly the same information as the ZAL Notification Pack. Since the completion of the
Platform BTA, these schemes have been operated by SWASL and all communications sent to members
of the Scottish Widows GSIPP scheme or the Scottish Widows Master Trust since this date have had
“Scottish Widows” branding. To avoid the potential for confusing these members, it is therefore proposed
that SWL should send the notification pack informing these policyholders of the Scheme.
12.9 Although SWASL operates the Scottish Widows GSIPP scheme and the Scottish Widows Master Trust,
the trustees of these schemes hold insurance policies issued by ZAL that allow the scheme members to
gain access to their choice of investment funds. Since these insurance policies form part of the
Transferred Business, it is considered necessary to notify the members of these schemes. The
notification pack that these members will receive will be tailored to reflect the fact that these members
already have a general awareness of the transaction between Zurich UK Life and LBG, since they were
written to when SWASL took over the operation of these schemes from SIML.
12.10 ZAL intend to seek waivers from the High Court in respect of circulating the ZAL Notification Pack to the
majority of holders of Excluded Policies.
Excluded Policies that are Corporate Pensions Business
12.11 As explained in paragraph 5.13, some policies in ZAL’s Corporate Pensions Business are classified as
Excluded Policies under the Scheme and will not be transferred to SWL.
12.12 ZAL proposes to send a bespoke notification pack to these policyholders and to tailor the cover letter to
include information relevant to them. The bespoke mailing pack for Excluded Policies of this type
includes a letter addressed to policyholders (trustee and member versions) and a “planholder guide”. The
content of the letters and the guide are specific to those who are not transferring. Every holder of an
Excluded Policy will receive the same (non-transferring) guide with a covering letter.
12.13 In my opinion, the approach detailed above is proportionate and fair. I am therefore comfortable with the
communication plan for Excluded Policies that are Corporate Pensions Business.
Excluded Policies that are not Corporate Pensions Business
12.14 ZAL proposes to seek a waiver from notifying holders of Excluded Policies that are not part of its
Corporate Pensions Business. This is on the basis that the transfer will not negatively impact these
Excluded Policies, and therefore the utility of notifying the holders of these policies is very limited
Furthermore, ZAL believes that the cost of notifying all Excluded Policies (estimated by ZAL as between
£2.6 million and £3.2 million) would outweigh the benefit of notifying each policyholder.
12.15 Given my conclusions in Section 9 that there will be no detrimental impact on the Excluded Policies that
are not Corporate Pensions Business, I am comfortable with this approach.
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Transferred Policies
12.16 ZAL intends on mailing the Transferred Policies with the exception of the classifications of policies
detailed below.
Members of Trust-Based Group Pension Schemes
12.17 ZAL will send the ZAL Notification Pack to the legal owner of the trust-based pension scheme policies.
The legal owners of these policies are the trustees. ZAL is proposing to seek a waiver from mailing the
beneficiaries of these policies.
12.18 In some cases, ZAL does not hold beneficiary information and therefore cannot contact the beneficiaries
in relation to Transferred Policies relating to certain trust-based schemes. For these schemes,
communication in relation to the Scheme will be with the trustees.
12.19 It is expected that, in line with their legal responsibilities, the trustees will notify the beneficiaries of the
policies accordingly, although this is for them to determine.
12.20 For the Transferred Policies relating to other trust-based schemes, ZAL does hold details of underlying
members, but mailing these members would be out of line with ZAL’s usual business practice. ZAL
therefore proposes to send the relevant trustees the communications and to ask trustees to pass the
details to their members. In the event that the trustees ask ZAL for assistance in notifying members
directly, ZAL will provide reasonable assistance to trustees in notifying their members.
12.21 ZAL therefore believes that the interests of the members will be well served and adequately protected by
notifying only the trustees of these schemes.
12.22 I agree with ZAL’s assessment and therefore I am satisfied that the waiver sought in respect of members
of trust-based group pension schemes is reasonable and appropriate.
Gone-aways
12.23 Gone-aways are policyholders for whom ZAL does not hold an up-to-date address. ZAL believes that
mailing these policyholders will result in unnecessary cost, as the ZAL Notification Pack would not reach
these customers, because, for example, the relevant policyholder has changed address and has not
notified ZAL. As at 30th November 2018, the gone-away population within the Transferred Business
totalled 17,585 policies, which represents 5.66% of all Transferred Policies.
12.24 ZAL has established procedures in place to trace customers with whom it has lost contact. A dedicated
team is maintained to manage the tracing procedures. Inevitably, there will always be customers in the
process of being traced and some customers may never be traced by these procedures. I believe it is
unlikely that the proposed mailing will reach those customers that ZAL has been unable to contact
through its tracing team. Therefore, in my opinion, the waiver sought for gone-away policies is
appropriate.
Assignees
12.25 The ZAL systems do not include the names and addresses of assignees of policyholders. For these
policyholders, ZAL would be required to undertake a manual inspection of paper files to determine the
name and addresses of assignees. However, ZAL believes that it is unlikely any Transferred Policies will
have been assigned since pension scheme documentation typically prohibits the assignation of benefits
and ZAL is not aware that this has ever happened in respect of the Transferred Policies.
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12.26 Additionally, such a search would not be practical given the volumes of data involved and the low
likelihood of assignations existing. Therefore, ZAL is seeking a waiver from mailing assignees.
12.27 ZAL has estimated the cost of manually inspecting the records of the Transferred Policies as £3.1 million.
On the basis of this estimate, and ZAL’s expectation that it is extremely unlikely that any Transferred
Policies have been assigned, I believe that such a search would likely be disproportionately costly and
therefore I believe that this waiver sought is reasonable.
Beneficiaries of trusts
12.28 For policies that are written in trust, ZAL only has a legal obligation to the trustees. ZAL has therefore not
captured information on the beneficiaries of such trust-based policies. In some cases, the beneficiaries
have not yet been named, and in other cases the beneficiaries can change. ZAL believes that in some
cases, it would breach data protection regulation for ZAL to contact the beneficiaries of the trust because
many of the beneficiaries would not have given the trustees permission to share their data. ZAL is
proposing to seek a waiver from mailing the beneficiaries of trust-based policies.
12.29 Given the difficulty (and in some cases impracticality) in identifying the beneficiaries, the potential to
breach data protection regulation, and the possibility that beneficiaries may change or not yet have been
named, my opinion is that the waiver request is appropriate.
Trustees-in-bankruptcy
12.30 ZAL does not ordinarily maintain the name and addresses of Trustees in Bankruptcy. As with assignees,
determining the name of any trustees-in-bankruptcy would require a manual search of records.
12.31 In these cases, ZAL will seek a waiver allowing it to send the ZAL Notification Pack to the relevant
policyholder if the trustee-in-bankruptcy is not on the ZAL system. ZAL has estimated that the total cost to
search each of the pension scheme records would be £129,000, approximately.
12.32 I believe that the anticipated cost of searching records is disproportionate, and to do so would be
impractical.
Pension Orders
12.33 A Pension Order is a court order that compels a policyholder to pay part or all of the proceeds from a
pension policy to a former spouse. ZAL proposes to seek a waiver from informing former spouses of
some policyholders subject to a Pension Order.
12.34 Where a Pension Order is in the form of an earmarking or attachment order (where money is split
between the policyholder and his/her ex-spouse once the pension has gone into payment), the legal
requirement to pay the ex-spouse lies with the policyholder and not ZAL. Consequently, ZAL has not
accepted any responsibility for managing such orders.
12.35 Any policy subject to a Pension Order is given a marker on ZAL’s system but the spouse’s detail is not
recorded there. Physical documents may be stored with the policy file. Although ZAL intends to transfer
all policy records for the Transferred Business, including the digital marker and all physical documentation
relating to Pension Orders, to SWL so that SWL will be able to identify policies subject to a Pension
Order, I consider it to be unduly onerous for ZAL to be required to access these records to notify spouses
of the existence of the Scheme.
12.36 In my opinion, the waiver sought in respect of policies subject to a Pension Order is reasonable and
appropriate.
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Deceased Policyholders
12.37 ZAL proposes to seek a waiver from notifying policyholders who have died as at the date the ZAL
Notification Pack is circulated, but for which a claim hasn’t been settled. For these policies, ZAL expects
that it will have settled most such claims by the Effective Date.
12.38 If ZAL believes it is unlikely to process a claim ahead of the Effective Date, then it intends to suppress
usual communications with the policyholder and allow the policy to transfer pursuant to the Scheme. A
specialist team from SWL will make contact with the policyholder’s designated contact and ensure that he
/ she is aware of the Scheme and its consequences.
12.39 This waiver is sought on the grounds that receiving a notification pack from ZAL would cause the
deceased policyholders’ families undue distress. I have considered the deceased policyholder waiver
sought and consider it to be reasonable and appropriate.
Opinion
12.40 I have considered the approach detailed above against the Aviva Factors. I believe that the approach is
proportionate, taking into account practical difficulties associated with contacting each of the identified
groups of policyholder, and given the availability of information from other sources. I have considered the
implications of complete compliance, including the utility to policyholders and the relative costs and
benefits of notifying each category of Transferred Policyholder. In my opinion, for the seven instances of
Transferred Policies above that ZAL is seeking a waiver from notifying, the approach adopted above is
appropriate.
12.41 I am comfortable with the communication plan for Transferred Policies, including the waivers sought.
SWL Policyholders
12.42 SWL proposes to seek a waiver from mailing any of its existing policyholders on the following grounds:
•

Such a mailing would be of limited utility; and

•

The level of costs and expenses incurred by undertaking such a mailing would be
disproportionate.

12.43 With regards to the Aviva Factors, there are several below that I consider to be relevant for SWL’s
existing policyholders.
•

The utility of contacting policyholders
I do not expect the Scheme to have a material adverse impact on any particular group of SWL’s
existing policyholders, and I have not identified any particular implications for SWL’s existing
policyholders. I therefore anticipate that SWL’s existing policyholders would derive only a
minimal benefit from a communication about the Scheme.

•

The availability of other information channels through which notice of the application can
be made available
SWL’s policyholders will receive notification by means of the proposed newspaper
advertisements (discussed below), detailed information will be provided to policyholders who
request it, and they will also be able to access information on the Scheme online.

•

The proportionality of strict compliance
The effort and expense of contacting all of SWL’s existing policyholders is expected to be high
given SWL’s large policy count. Given the immaterial impact of the Scheme, I do not believe
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strict compliance would be proportionate. SWL estimates that the cost of mailing its existing
policyholders would be approximately £6 million.
•

The object of the transfer itself and its likely impact on policyholders
I anticipate that the impact on SWL’s policyholders will be minimal.

12.44 Given that I consider that the Scheme will not have a material adverse impact on the security of the
benefits under SWL’s policies, and that the Scheme will not have a material adverse impact on benefit
expectations of the holders of SWL policies, I support SWL’s view that such a mailing would be of limited
utility.
12.45 I agree with SWL’s assessment that mailing SWL’s existing policyholders would be an additional
administrative burden for SWL and the cost of mailing them would be disproportionate to the benefits of
doing so.
12.46 In my opinion, after taking into account the Aviva Factors, SWL’s proposal to seek the waiver not to
contact its existing policyholders is appropriate given the nature of the business being transferred and the
anticipated impact of the transfer on SWL’s existing policyholders.
Wider Communication Plan
12.47 Jointly, SWL and ZAL have developed an advertising proposal (the “Wider Communication Plan”). This
advertising proposal sets out how the two parties intend to meet the notification requirements of the
FSMA, and their proposal to seek waivers from certain Notification Requirements.
12.48 ZAL and SWL will
•

Publish the Legal Notice in each of the London, Edinburgh and Belfast Gazettes, as well as
seven national newspapers.

•

Notify each reinsurer whose contracts are affected by the transfer.

•

Provide the FCA and PRA with the draft Legal Notice on 23 October 2018.

•

Publish my report, a summary of my report and a statement setting out the terms of the Scheme
on their websites, and make these available on request.

•

Publish their Chief Actuary Reports and With-Profits Actuary Reports on their websites, and
make these available on request.

12.49 ZAL and SWL propose to seek a waiver from the requirement to publish a notice in two national
newspapers in each EEA state in which the holders of Transferred Policies reside.
12.50 ZAL has never sold policies in the Transferred Business directly into an EEA state that is not the UK.
However, it has identified a small number of policyholders that may be affected by this proposal. ZAL
contends that the requirement to publish notice in two national newspapers in each relevant EEA state to
be disproportionate and likely to incur significant costs. Such publication would also lack utility, given that
all Transferring Policyholders (including those resident in other EEA states) will be notified of the transfer
via the mailing where ZAL has a record of an overseas address.
12.51 I have considered the Wider Communication Plan detailed from paragraph 12.47 to 12.50 and I consider
it to be appropriate, including the proposal to seek a waiver from publishing in newspapers in individual
EEA states.
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Conclusion
12.52 For the proposed communications plan, I am comfortable with the approach for the following groups of
policyholders:
•

Excluded Policies that are Corporate Pensions Business;

•

Excluded Policyholders that are not Corporate Pensions Business;

•

Transferred Policies; and

•

SWL’s existing policyholders.

Furthermore, I am comfortable with the Wider Communication Plan, including the waivers sought.
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13 The Island Schemes
13.1 The provisions of the Island Schemes will be materially the same as the provisions of the Scheme.
13.2 I consider that the nature of the Transferred Business that is within the scope of the Island Schemes is
materially the same as the Transferred Business that is within the scope of the Scheme.
13.3 It therefore follows that the considerations that are relevant to the Island Schemes are the same as those
that are relevant to the Scheme. The conclusions outlined in this report apply equally to the Island
Schemes.
13.4 In my opinion, the security of policyholders’ benefits will be maintained following the implementation of the
Island Schemes. It is also my opinion that the benefit expectations and service standards of
policyholders will be maintained following the implementation of the Island Schemes.
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14 Consequences of the Scheme not completing
14.1 As part of my assessment of the Scheme, I have considered the consequences of the Scheme not
completing as planned.
Consequences if there is a delay to them Effective Date of the Scheme
14.2 If the Scheme is not implemented by the planned Effective Date, then the Transferred Policies (and
related assets and liabilities) will remain with ZAL. Security and benefit expectations of the policyholders
of ZAL and SWL will not change from the current position. However, administration and management of
the Corporate Savings Business may be problematic in the longer term.
14.3 The Transferred Business is currently administered by SWASL on an outsourced basis. .
14.4 The TSA contains a provision for the outsourcing arrangement to be extended automatically if the
Scheme does not complete on the planned Effective Date. In these circumstances, the outsourcing
arrangement would be extended so that it terminated on a date two years after the planned Effective Date
(or on the date that the Scheme actually completes if this is earlier). This is intended to be a temporary
arrangement to cover unexpected circumstances which introduced a delay to the planned Effective Date
rather than the Scheme being impossible to implement
14.5 If the Scheme has still not completed two years after the planned Effective Date then ZAL would need to
put in place new administration arrangements. These arrangements could involve entering into a new
outsourcing arrangement with SWASL; entering into an outsourcing agreement with another
administration provider; or ZAL carrying out the administration itself (provided that it has developed the
necessary in-house resources by that point).
14.6 As part of the overall transaction, ZAL has already transferred to SWL the economic interest in the
Transferred Policies. ZAL has allowed for this arrangement in its Solvency II balance sheet. In the event
that the Scheme cannot complete, the transaction agreement includes a provision for unwinding the
transfer of economic interest in the Transferred Policies.
Consequences if the Scheme cannot complete
14.7 Unwinding the transfer of economic interest to SWL would impact ZAL’s Solvency II balance sheet. In
particular, this would increase ZAL’s SCR and risk margin in respect of the Transferred Policies but would
decrease the total liabilities (because ZAL can again take credit for future profits on the Transferred
Policies, which will no longer be transferred to SWL).
14.8 If the Scheme cannot complete then ZAL will owe to SWL a refund in respect of the consideration paid by
SWL under the terms of the business transfer agreement. The business transfer agreement sets out how
the refund is calculated and this is based upon the number and value of policies that have already
successfully transferred from ZAL / SIML to SWL / SWASL under the terms of the Platform BTA.
14.9 A refund of consideration paid would reduce the value of ZAL’s assets and potentially result in a small
increase in ZAL’s SCR via its market risk capital requirement. The consideration refunded by ZAL to
SWL will exclude a refund in respect of any profits which have emerged within SWL on the Transferred
Policies over the period from initial payment of consideration to the date of refund, together with profits
expected to emerge on policies that have transferred via other means (e.g. those policies that have
transferred to a GSIPP product or via the Platform BTA).
14.10 If the Scheme cannot complete, there will be no impact on SWL’s Solvency II Balance Sheet (except that
it will receive a refund of consideration paid for the Transferred Business). There is no impact because
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SWL (unlike ZAL) has not yet recognised the economic interest transferred from ZAL to it on its Solvency
II balance sheet.
14.11 The impact on ZAL and SWL’s Solvency II balance sheet when calculated as at 31 December 2017 is
small. I will provide estimates of the impact on both parties’ Solvency II balance sheet in my
Supplementary Report using figures as at 31 December 2018.
14.12 In the event that the Scheme cannot complete, SWASL would continue to administer the business as
provided for by the TSA. However, before the TSA expires, ZAL anticipates that it would transfer
responsibility of administration of the business to a third party outsourcing firm. The third party
outsourcing firm is expected to administer the Excluded Policies that are Corporate Pensions Business
and therefore I expect this arrangement to be suitable for the continued long-term administration of the
Transferred Policies in the event that the Scheme cannot complete.
14.13 I have not identified any other consequences of the Scheme not completing on the Effective Date. I have
not considered alternative arrangements to the Scheme.
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15 Summary of Conclusions
Transferred Policies
15.1 In my opinion, the Scheme will not have a material adverse impact on the security of the benefits of the
Transferred Policies.
15.2 In my opinion, the Scheme will not have any impact on the benefit expectations of the Transferred
Policies.
15.3 In my opinion, the standard of servicing of the Transferred Policies will be maintained after the Scheme
has been implemented.
15.4 I have concluded that the Trading Suspension Period proposal is appropriate and consistent with the fair
treatment of the holders of the Transferred Policies.
Excluded Policies – Corporate Pensions Business
15.5 I conclude that the implementation of the Scheme will have no impact on security of benefits of the
Excluded Policies that are Corporate Pensions Business.
15.6 In my opinion, benefit expectations of the Excluded Policies that are Corporate Pensions Business will be
maintained on the implementation of the Scheme.
15.7 In my opinion, the service standards for the Excluded Policies that are Corporate Pensions Business will
remain satisfactory.
Excluded Policies – non-Corporate Pensions Business
15.8 I conclude that the implementation of the Scheme will have no impact on security of the benefits of
Excluded Policies that are not Corporate Pensions Business.
15.9 In my opinion, on the implementation of the Scheme there will be no impact on benefit expectations of the
participants in the 90:10 Fund.
15.10 In my opinion, benefit expectations of the Excluded Policies that are not Corporate Pension Business in
the 100:0 Fund, the DCP Fund and the NP Fund will be maintained on the implementation of the
Scheme.
15.11 In my opinion, the service standards for Excluded Policies that are not Corporate Pensions Business will
not be impacted by the implementation of the Scheme.
SWL’s Existing Policyholders
15.12 In my opinion, the Scheme will not have a material adverse impact on the security of the benefits of
SWL’s existing policyholders.
15.13 In my opinion, the Scheme will not have a material adverse impact on the benefit expectations of SWL’s
existing policyholders.
15.14 In my opinion, the servicing and administration of SWL’s existing policies will not be affected by the
Scheme.
Equity between policyholders
15.15 I am satisfied that the Scheme is equitable between the Transferred Policies and the Excluded Policies
(both Excluded Policies that are Corporate Pensions Business and Excluded Policies that are non-
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Corporate Pensions business). I arrive at this conclusion because none of these groups stand to lose or
gain materially over each other.
Policyholders subject to the Island Schemes
15.16 In my opinion, the security of policyholders’ benefits will be maintained following the implementation of the
Island Schemes. It is also my opinion that the benefit expectations and service standards of
policyholders will be maintained following the implementation of the Island Schemes.
Other stakeholders
15.17 The contractual arrangements with other third parties providing services to ZAL will be maintained either
because they relate to the business retained by ZAL or they transfer to SWL under the terms of the
Scheme.
Communication plan
15.18 I am comfortable with the communication plan for Excluded Policies within ZAL’s Corporate Pensions
Business.
15.19 I am comfortable with the approach for the Excluded Policyholders that are not Corporate Pensions
Business.
15.20 I am comfortable with the communication plan for Transferred Policies, including the waivers sought.
15.21 I am comfortable with the proposed communication plan for SWL’s existing policyholders.
15.22 I have considered the Wider Communication Plan and I consider it to be appropriate, including the
proposal to seek a waiver from publishing in newspapers in individual EEA states.
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Appendix 1 – Requirements of the Independent Expert
General Requirements
1. It is the Expert’s duty to help on the matters within his expertise. This duty is paramount and overrides
any obligation to the person from whom he has received instructions or by whom he is paid.
2. Evidence presented to the Court should be, and should be seen to be, the independent product of the
Expert uninfluenced by the exigencies of the instruction or Court proceedings.
3. The Expert should provide independent assistance to the Court where appropriate, by way of objective
unbiased opinion in relation to matters within his expertise. He should never assume the role of an
advocate.
4. The Expert should not omit to consider material facts within his knowledge which could detract from his
concluded opinion.
5. The Expert should make it clear when a particular question or issue falls outside his expertise.
6. If the Expert’s opinion is not properly researched because he considers that insufficient data is
available, then this must be stated with an indication that the opinion is no more than a provisional one.
7. In a case where the Expert who has prepared a report could not assert that the report contained the
truth, the whole truth and nothing but the truth without some qualification, that qualification should be
stated in the report.
8. If the Expert changes his view on a material matter having read another expert’s report or for any other
reason, such change of view should be communicated in writing (through legal representatives) without
delay, and when appropriate to the Court (and the Company).
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Appendix 2 – Regulatory requirements for Independent Expert
Report
FCA Handbook
SUP rule and rule number

18.2.33
The scheme report should comply with the applicable rules on expert
evidence and contain the following information:
(1) who appointed the independent expert and who is bearing the costs
of that appointment;
(2) confirmation that the independent expert has been approved or
nominated by the appropriate regulator;
(3) a statement of the independent expert's professional qualifications
and (where appropriate) descriptions of the experience that fits him for
the role;
(4) whether the independent expert has, or has had, direct or indirect
interest in any of the parties which might be thought to influence his
independence, and details of any such interest;
(5) the scope of the report;
(6) the purpose of the scheme;
(7) a summary of the terms of the scheme in so far as they are relevant
to the report;
(8) what documents, reports and other material information the
independent expert has considered in preparing his report and whether
any information that he requested has not been provided;
(9) the extent to which the independent expert has relied on:
(a) information provided by others; and
(b) the judgment of others;
(10) the people on whom the independent expert has relied and why, in
his opinion, such reliance is reasonable;
(11) his opinion of the likely effects of the scheme on policyholders (this
term is defined to include persons with certain rights and contingent
rights under the policies), distinguishing between:
(a) transferring policyholders;
(b) policyholders of the transferor whose contracts will not be
transferred; and
(c) policyholders of the transferee;
(11A) his opinion on the likely effects of the scheme on any reinsurer of
a transferor, any of whose contracts of reinsurance are to be transferred
by the scheme;
(12) what matters (if any) that the independent expert has not taken into
account or evaluated in the report that might, in his opinion, be relevant
to policyholders' consideration of the scheme; and
(13) for each opinion that the independent expert expresses in the
report, an outline of his reasons.
18.2.35
The summary of the terms of the scheme should include:
(1) a description of any reinsurance arrangements that it is proposed
should pass to the transferee under the scheme; and
(2) a description of any guarantees or additional reinsurance that will
cover the transferred business or the business of the transferor that will
not be transferred.
18.2.36

February 2019

Section of Scheme Report

1.15, 1.19
1.16
1.29 to 1.31

1.32
1.20 -1.23
1.1 to 1.13
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The independent expert's opinion of the likely effects of the scheme on
policyholders should:
(1) include a comparison of the likely effects if it is or is not
implemented;
(2) state whether he considered alternative arrangements and, if so,
what;
(3) where different groups of policyholders are likely to be affected
differently by the scheme, include comment on those differences he
considers may be material to the policyholders; and
(4) include his views on:
(a) the effect of the scheme on the security of policyholders'
contractual rights, including the likelihood and potential effects of the
insolvency of the insurer;
(b) the likely effects of the scheme on matters such as investment
management, new business strategy, administration, expense levels
and valuation bases in so far as they may affect:

Section 14
14.13
Where necessary, in
Sections 8, 9 and 10
Section 7
8.1 to 8.21
9.1 to 9.7
10.1 to 10.5
Section 6

(i) the security of policyholders' contractual rights;

8.1 to 8.21
9.1 to 9.7
10.1 to 10.5

(ii) levels of service provided to policyholders; or

8.22 to 8.68
9.8 to 9.43
10.6 to 10.26

(iii) for long-term insurance business, the reasonable expectations
of policyholders; and
(c) the cost and tax effects of the scheme, in so far as they may affect
the security of policyholders' contractual rights, or for long-term
insurance business, their reasonable expectations.
18.2.39
For a scheme involving long-term insurance business, the report should:
(1) describe the effect of the scheme on the nature and value of any
rights of policyholders to participate in profits;
(2) if any such rights will be diluted by the scheme, how any
compensation offered to policyholders as a group (such as the injection
of funds, allocation of shares, or cash payments) compares with the
value of that dilution, and whether the extent and method of its proposed
division is equitable as between different classes and generations of
policyholders;
(3) describe the likely effect of the scheme on the approach used to
determine:
(a) the amounts of any non-guaranteed benefits such as bonuses and
surrender values; and
(b) the levels of any discretionary charges;
(4) describe what safeguards are provided by the scheme against a
subsequent change of approach to these matters that could act to the
detriment of existing policyholders of either firm;
(5) include the independent expert's overall assessment of the likely
effects of the scheme on the reasonable expectations of long-term
insurance business policyholders;
(6) state whether the independent expert is satisfied that for each firm
the scheme is equitable to all classes and generations of its
policyholders; and
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(7) state whether, in the independent expert's opinion, for each relevant
firm the scheme has sufficient safeguards (such as principles of
financial management or certification by a with-profits actuary or
actuarial function holder) to ensure that the scheme operates as
presented.

n/a

Source: https://www.handbook.fca.org.uk/handbook/SUP/18/?view=chapter
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PRA Statement of Policy
Section of Policy Statement
2.30
The scheme report should comply with the applicable rules on expert
evidence and contain the following information:
(1) who appointed the independent expert and who is bearing the costs of
that appointment;
(2) confirmation that the independent expert has been approved or
nominated by the PRA;
(3) a statement of the independent expert’s professional qualifications and
(where appropriate) descriptions of the experience that makes them
appropriate for the role;
(4) whether the independent expert, or his employer, has, or has had,
direct or indirect interest in any of the parties which might be thought to
influence his independence, and details of any such interest;
(5) the scope of the report;
(6) the purpose of the scheme;
(7) a summary of the terms of the scheme in so far as they are relevant to
the report;
(8) what documents, reports and other material information the
independent expert has considered in preparing the report and whether
any information that they requested has not been provided;
(9) the extent to which the independent expert has relied on:
(a) information provided by others; and
(b) the judgement of others;
(10) the people the independent expert has relied on and why, in their
opinion, such reliance is reasonable;
(11) Their opinion of the likely effects of the scheme on policyholders (this
term is defined to include persons with certain rights and contingent
rights under the policies), distinguishing between:
(a) transferring policyholders;
(b) policyholders of the transferor whose contracts will not be
transferred; and
(c) policyholders of the transferee;
(12) Their opinion on the likely effects of the scheme on any reinsurer of a
transferor, any of whose contracts of reinsurance are to be transferred by
the scheme;
(13) what matters (if any) that the independent expert has not taken into
account or evaluated in the report that might, in their opinion, be relevant
to policyholders’ consideration of the scheme; and
(14) for each opinion that the independent expert expresses in the report,
an outline of their reasons.
2.32
The summary of the terms of the scheme should include:
(1) a description of any reinsurance arrangements that it is proposed
should pass to the transferee under the scheme; and
(2) a description of any guarantees or additional reinsurance that will
cover the transferred business or the business of the transferor that will
not be transferred.
2.33
The independent expert’s opinion of the likely effects of the scheme on
policyholders should:
(1) include a comparison of the likely effects if it is or is not implemented;
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1.15, 1.19
1.16
1.29 to 1.31

1.32
1.20 -1.23
1.1 to 1.13
5.11 to 5.30
Appendix 3

1.34 to 1.36

Section 8
Section 9
Section 10
Section 11

n/a
Accompanying each
conclusion.

6.8 and 11.1
5.27
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(2) state whether they considered alternative arrangements and, if so,
what;
(3) where different groups of policyholders are likely to be affected
differently by the scheme, include comment on those differences they
consider may be material to the policyholders; and
(4) include their views on:
(a) the effect of the scheme on the security of policyholders’ contractual
rights, including the likelihood and potential effects of the insolvency of
the insurer;
(b) the likely effects of the scheme on matters such as investment
management, new business strategy, administration, claims handling,
expense levels and valuation bases in relation to how they may affect:
(i) the security of policyholders’ contractual rights;

(ii) levels of service provided to policyholders; or

(iii) for long-term insurance business, the reasonable expectations of
policyholders; and
(c) the cost and tax effects of the scheme, in relation to how they may
affect the security of policyholders’ contractual rights, or for long-term
insurance business, their reasonable expectations.
2.36
For a scheme involving long-term insurance business, the report should:
(1) describe the effect of the scheme on the nature and value of any rights
of policyholders to participate in profits;
(2) if any such rights will be diluted by the scheme, describe how any
compensation offered to policyholders as a group (such as the injection of
funds, allocation of shares, or cash payments) compares with the value of
that dilution, and whether the extent and method of its proposed division is
equitable as between different classes and generations of policyholders;
(3) describe the likely effect of the scheme on the approach used to
determine:
(a) the amounts of any non-guaranteed benefits such as bonuses and
surrender values; and
(b) the levels of any discretionary charges;
(4) describe what safeguards are provided by the scheme against a
subsequent change of approach to these matters that could act to the
detriment of existing policyholders of either firm;
(5) include the independent expert’s overall assessment of the likely
effects of the scheme on the reasonable expectations of long-term
insurance business policyholders;
(6) state whether the independent expert is satisfied that for each firm, the
scheme is equitable to all classes and generations of its policyholders; and
(7) state whether, in the independent expert’s opinion, for each relevant
firm the scheme has sufficient safeguards (such as principles of financial
management or certification by a with-profits actuary or actuarial function
holder) to ensure that the scheme operates as presented.

14.13
Where necessary, in
Sections 8, 9 and 10
Section 7
8.1 to 8.21
9.1 to 9.7
10.1 to 10.5
Section 6
8.1 to 8.21
9.1 to 9.7
10.1 to 10.5
8.22 to 8.68
9.8 to 9.43
10.6 to 10.26
9.15 to 9.28
10.11 to 10.18
1.35

n/a

n/a

9.21, 9.28 and 10.17
9.18 to 9.20, 9.25 and
10.16
n/a
9.15 to 9.28
10.11 to 10.18
8.83, 9.46 and 10.28

n/a

Source: https://www.bankofengland.co.uk/prudential-regulation/publication/2015/the-pras-approach-toinsurance-business-transfers
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Appendix 3 – Principal Documents Reviewed
The principal documents reviewed in preparing the Scheme Report were:
Reference

Document name

Date
received

Issuing
company

1
2
3
4

AFH Report 05.08.pdf
Item 1.1 2015 Part VII Full Scheme Document.pdf
Item 1.3 AFH Supplementary Report v2 1_final_signed.pdf
Item 12.1 SWL Report and Accounts 2016.pdf
Item 13.1 Group SFCR 2016 LIVE document (FINAL CLEAN).pdf
Item 13.2 Group RSR template 2016 (FINAL).pdf
Item 14.1 URN 73 - LPI Best Estimate Liabilities v2.2
(clean).pdf
Item 15.1a 2017 ORSA (ISSUED).pdf
Item 15.1b 2017 ORSA Appendices (ISSUED).pdf
Item 2.1 Scottish Widows Group internal model written notice
final.pdf
Item 2.2 (PRA)_(BCV)_4819540_v_1_FINAL Written Notice model change approval 20171121.pdf
Item 3.1a Q4 2017 Internal Model Update Report (ROC) FINAL.pdf
Item 3.1b ROC appendices (Q4 2017 Internal Model Update
Report) FINAL.pdf
Item 6.1 SW WPF PPFM.pdf
Item 6.2 CM WPF PPFM.pdf
Item 7.1 CapitalManagementProceduresFinal.pdf
Item 7.2 GroupCapitalPolicyFINAL.pdf
Item 7.3a Capital Management Plan (issued).pdf
Item 7.3b Capital Management Plan Appendices (issued).pdf
Item 8.1 Insurance Liquidity Risk Policy.pdf
Item 8.2 FundingLiquidityPolicyFinal.pdf
Item 9.1 Insurance Investment Policy.pdf
Item 12 - 2017_Report_and_Accounts.pdf
Item IM1a IALCO 2 May 17 - Standard Formula (issued).pdf
Item IM1b IALCO 2 May 17 - Standard Formula Appendices
(issued).pdf
Item IM1c Form IM01.xlsx
Item IM2a Lapse Risk Calibration Review 2017 v1.2.pdf
Item IM2b Lapse risk - Validation document 2017_v2.pdf
Item IM3a URN 8235 Counterparty Risk Methodology
Document_October 2017_v1.1.pdf
Item IM3b External Reinsurance Counterparty Risk Validation
2017 v1.0.pdf
Item IM3c URN3202.17 Validation Work Plan_ Counterparty
risk v1.0.xlsx
Item L1 IWALCO 13 March 2018 - Liquidity MI issued.pdf
Item MA1 MAP Asset Mix YE17.pdf
Project Verona - Investment Admin Change Summary 18 03
29.docx
Cost Income Ratio Summary for IE with Ins PL.pdf
Breakdown of Capital Impact for IE 6Jun18.pdf
IM vs Std Formula 11Jun for IE (final).pdf

28/03/2018
28/03/2018
28/03/2018
28/03/2018

SWL
SWL
SWL
SWL

28/03/2018
28/03/2018

SWL
SWL

28/03/2018
28/03/2018
28/03/2018

SWL
SWL
SWL

28/03/2018

SWL

28/03/2018

SWL

28/03/2018

SWL

28/03/2018
28/03/2018
28/03/2018
28/03/2018
28/03/2018
28/03/2018
28/03/2018
28/03/2018
28/03/2018
28/03/2018
16/04/2018
16/04/2018

SWL
SWL
SWL
SWL
SWL
SWL
SWL
SWL
SWL
SWL
SWL
SWL

16/04/2018
16/04/2018
16/04/2018
16/04/2018

SWL
SWL
SWL
SWL

16/04/2018

SWL

16/04/2018

SWL

16/04/2018
16/04/2018
16/04/2018

SWL
SWL
SWL

16/04/2018
22/05/2018
06/06/2018
11/06/2018

SWL
SWL
SWL
SWL

5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37

February 2019

117

Scheme Report | Hymans Robertson LLP

Reference

38
39
40
41
42
43
44
45
46
47
48
49
50
51
52
53
54
55
56
57
58
59
60
61
62
63
64
65
66
67
68
69
70
71
72
73
74
75
76
77
78
79
80
81

Document name
Changes to Investment Operations for Transferring Assets 18
07 19 (3).pdf
_AsIs - ToBe 1907.pdf
_AsIs - ToBe.pdf
_ComparePricingPolicy.pdf
_New Insured Fund Model Timeline V7.pdf
Board Resolution.pdf
10. Brexit Modelling - IMGC 30 July.pdf
Final Brexit Summary.pdf
Internal Model Change Policy IRCandROCandBoard.pdf
URN8233 Equity Risk Calibration Review 2017 v6 clean.pdf
Banking Model 1.pdf
Banking Model 2.pdf
Banking Model decision considerations.pdf
IMGC - Project Verona - Internal Model impact v0.8 clean.pdf
TS4a Entities and Roles Summary for JSCB 20180830 v0.1.pdf
Counterparty Default SCR response 14Sep18.pdf
Verona UL Fund Model Update_2109 v1.pdf
_ActionPlanForIE20180921.pdf
Verona UL Fund Model Update_0310.pdf
Summary HY18 SII results for IE 20180928.pdf
01.Grouse-Verona Scheme 11.10.2018-LWDLIB01_
6208576v2.pdf
Document 1 - 20181012 Arosa Scheme (clean version).pdf
Document 13 - 20180921 Arosa Transferor First Witness
Statement.pdf
Document 15 - 20180921 Arosa Transferee Witness
Statement.pdf
Arosa SWL Chief Actuary Report v2.0 181011.pdf
Finance Cutover pack for IE 271118 v1.pptx
Trading blackout period.html
Update for PRA and FCA v03 291118.pptx
ROC 5 Dec 18 - Capital Management & Recovery
Plans_Combined (ISSUED).pdf
Equity Hedging Within Insurance v5 - ROC.PDF
Trading Blackout_FWS Wording v0.1.docx
Verona Part VII Delivery Checkpoint - Appendices - Jan 19
v1.0.FNALpptx.....pptx
Verona Part VII Delivery Checkpoint - Main - Jan 19
v1.0.FNALpptx.pptx
6279241v1-Verona - SWL First Witness Statement - 17
January 2019-LWDLIB01.DOCX
Bespoke defaults, IMcG, 18jan19.docx
Email VeronaGrouse Part VII - Updated Documents.html
SWL Chief Actuary Report - 180119v2 (tracked).pdf
SWL With Profit Actuaries Report - 160119 (tracked).pdf
URN 8235 Counterparty Risk Methodology Document 2018
(V2.1) (FINAL - Cl....docx
Hymans-Zurich-SW- Intro to Transaction.pptx
Project Grouse - FINAL TSA.docx
Project Mull - IoM Scheme (as filed).doc
Project Mull - Jersey Amended Scheme Document.pdf
Project Mull - Scheme Document as sanctioned.pdf
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19/07/2018
19/07/2018
19/07/2018
19/07/2018
19/07/2018
31/07/2018
02/08/2018
02/08/2018
03/08/2018
03/08/2018
09/08/2018
09/08/2018
09/08/2018
31/08/2018
12/09/2018
14/09/2018
21/09/2018
21/09/2018
03/10/2018
08/10/2018

SWL
SWL
SWL
SWL
SWL
SWL
SWL
SWL
SWL
SWL
SWL
SWL
SWL
SWL
SWL
SWL
SWL
SWL
SWL
SWL

11/10/2018
17/10/2018

SWL
SWL

17/10/2018

SWL

17/10/2018
18/10/2018
27/11/2018
27/11/2018
29/11/2018

SWL
SWL
SWL
SWL
SWL

17/12/2018
20/12/2018
07/01/2019

SWL
SWL
SWL

16/01/2019

SWL

16/01/2019

SWL

18/01/2019
18/01/2019
21/01/2019
21/01/2019
21/01/2019

SWL
SWL
SWL
SWL
SWL

24/01/2019
15/03/2018
29/03/2018
29/03/2018
29/03/2018
29/03/2018

SWL
ZAL
ZAL
ZAL
ZAL
ZAL
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Reference

Document name

Date
received

Issuing
company

82
83
84

Project Mull Guernsey Amended Scheme Document.pdf
SFC_Report_2016 (1).pdf
ORSA & Reports.zip
Solvency II Technical Provisions Application Manual Q417v1.0.docx
ZAL - Final Actuarial Function Report 2017_v1.00.docx
ZAL Capital Management Policy 01_01_2017 v1.8.pdf
Zurich Assurance Limited 2016 Signed Financial
Statements.pdf
Zurich Assurance Ltd 2017 ORSA - PRA submission.docx
Zurich Assurance Ltd 2017 ORSA - PRA submission.pdf
How We Manage 10010.pdf
How We Manage 9010 - Unit Linked.pdf
How We Manage 9010.pdf
PPFM 100-0 WP.pdf
PPFM 9010 WP.pdf
PPFMs.zip
01755 - Reinsurance aggreement.pdf
2011 30 12 Aviva Reinsurance Agreement.pdf
Deutsche Asset Management Policy Schedule.pdf
FINAL BlackRock Reinsurance Policy 21-04-11.pdf
HSBC-PPRP.pdf
JP Morgan (JPM0300006) Policy Conditions.pdf
CGULF 2017 Review.pdf
(7) Woodstock Steer Co Report - March 2018 v1.0.docx
Project Grouse-Platform BTA (final).DOCX
TSA Service Schedule v7.5 290318.xlsx
Verona TSA Deed of Amendment - Platform Completion.docx
ZCS FuM by product fund - IE Analysis.xlsx
Fund List comparison - IE data.xlsx
Mandated Fund List - IE data.xlsx
Summary_ZAL_SII_Q4_2015.xlsx
Expense_Allocation_Analysis_For_IE.docx
Grouse - Reinsured Fund Counterparty Default Risk
Explanatory Note.pdf
ZAL and SIML - Q3 2017 expense basis - v1.00.docx
(5) Woodstock Steer Co Report - May 2018 v1.0.docx
Expense_Allocation_Analysis_For_IE_v2 tracked
changes.docx
ZAL Unit Linked Products Variable Charges v1.4.doc
Day in the Life - ZAL Operating Model - Live.xlsx
LRM Calculation Logic.docx
Valuation Basis worked examples.xlsx
Zurich Pricing Methodology_Grouse.docx
Grouse Implementation Plan v2.3.docx
Slides for PRA meeting Early Aug - v0.6.pptx
Pension Share Process - v0.2 DRAFT .docx
Grouse - Reinsured Fund Counterparty Default Risk
Explanatory Note (1).pdf
Grouse - SW Transferring Communications.zip
Grouse - ZAL Non-Transferring Communications.zip
Grouse - ZAL Transferring Communications.zip

29/03/2018
29/03/2018
29/03/2018

ZAL
ZAL
ZAL

29/03/2018
29/03/2018
29/03/2018

ZAL
ZAL
ZAL

29/03/2018
29/03/2018
29/03/2018
29/03/2018
29/03/2018
29/03/2018
29/03/2018
29/03/2018
29/03/2018
29/03/2018
29/03/2018
29/03/2018
29/03/2018
29/03/2018
29/03/2018
09/04/2018
10/04/2018
13/04/2018
13/04/2018
13/04/2018
13/04/2018
23/04/2018
23/04/2018
26/04/2018
27/04/2018

ZAL
ZAL
ZAL
ZAL
ZAL
ZAL
ZAL
ZAL
ZAL
ZAL
ZAL
ZAL
ZAL
ZAL
ZAL
ZAL
ZAL
ZAL
ZAL
ZAL
ZAL
ZAL
ZAL
ZAL
ZAL

02/05/2018
04/05/2018
25/05/2018

ZAL
ZAL
ZAL

05/06/2018
05/06/2018
20/06/2018
11/07/2018
11/07/2018
11/07/2018
08/08/2018
08/08/2018
20/08/2018

ZAL
ZAL
ZAL
ZAL
ZAL
ZAL
ZAL
ZAL
ZAL

11/09/2018
02/10/2018
02/10/2018
02/10/2018

ZAL
ZAL
ZAL
ZAL

85
86
87
88
89
90
91
92
93
94
95
96
97
98
99
100
101
102
103
104
105
106
107
108
109
110
111
112
113
114
115
116
117
118
119
120
121
122
123
124
125
126
127
128
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Reference

Document name

Date
received

Issuing
company

129
130

Project Woodstock & Winston Summary.pptx
Q417 and Q218 Figures v1.xlsx
TS4a Entities and Roles Summary for JSCB 20180830
v0.2_Summary.pptx
Q417 and Q218 Figures v2.xlsx
Grouse - IGC Handover Approach.docx
Breakdown of YE 2017 SCR Estimates for CA
Report_HC.XLSX
ZAL Management Actions v1.0.docx
Project Grouse - ZAL CA Report v1.11.docx
Project Grouse - ZAL WPA Report v1.7.docx
Cutover Contingency Slides for IE v0_3.pptx

05/10/2018
10/10/2018

ZAL
ZAL

11/10/2018
15/10/2018
16/10/2018

ZAL
ZAL
ZAL

07/12/2018
17/12/2018
10/01/2019
10/01/2019
16/01/2019

ZAL
ZAL
ZAL
ZAL
ZAL

131
132
133
134
135
136
137
138
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Appendix 4 – Solvency II
In this Appendix, we explain in general simplified terms some of the key elements of the current solvency
regime for UK-based insurance companies, which is termed “Solvency II”. Solvency II is an EU-wide regulatory
requirement for insurance business.
An insurer is required to hold assets whose value exceeds the value of its liabilities, where both assets and
liabilities are valued in accordance with the regulations. The regulatory value of assets is generally based on
market values while the regulatory value of liabilities is generally assessed on a best estimate market-consistent
basis.
In addition to holding assets sufficient to cover the value of its liabilities, an insurer must maintain a certain
amount of excess assets over and above the value of its liabilities. This works by first calculating the amount of
“own funds” an insurer has, broadly defined as the value of its assets less the total value of its liabilities. This is
then compared to the amount of own funds that the insurer is required to have, referred to as the “Solvency
Capital Requirement” (“SCR”).
Simplified illustrative insurance company balance sheet

Free assets
Own funds
SCR
Other liabilities
Assets
at market value
Liabilities for insurance
contracts
(“Technical provisions”)

Assets

Liabilities and capital

Balance sheet liability
Life insurers are required to establish reserves for future benefit payments and expenses: these are termed
“technical provisions”. Technical provisions are intended to represent the amount that the insurer would need to
pay to immediately discharge its obligations by transferring the business to another insurer in an arm’s length
transaction. Since the price of such a transaction is not readily observable in the financial markets, a theoretical
transfer value is determined, equal to a best estimate liability plus a component called the “Risk Margin”. The
basic tenet of the balance sheet presentation is that it is market consistent: assets are valued at the values
achievable in the market and the technical provisions are derived using inputs from financial markets.
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Best estimate liability
The best estimate liability (“BEL”) is calculated by projecting future cash flows using assumptions that are
neither optimistic nor pessimistic. The discount rate that is used to place a present value on these cash flows is
equal to the risk-free interest rate, with the basic risk-free rate being based on swap yields.
Risk Margin
The Risk Margin is the amount added to the BEL to bring the technical provisions up to the theoretical transfer
value. It is calculated based on the idea that, as well as the expected cost of paying the benefits and expenses,
the hypothetical insurer taking on the business would also incur the cost of holding capital against those risks
that it cannot hedge. The risk margin is the present value, using the basic risk-free curve, of the cost, mandated
by Solvency II at 6% pa, associated with holding this capital.
“Non-hedgeable” risks primarily relate to insurance risks such as mortality, longevity, persistency and expenses.
In practice of course, insurers can take steps to hedge their exposure to these risks by, for example, using
reinsurance. The regulators have deemed that the markets for transferring these risk are not sufficiently
developed for the risks to be classed as “hedgeable”, but that may of course change in the future.
Solvency Capital Requirement
The regulations require an insurer to maintain a minimum level of capital in excess of its technical provisions.
This minimum is referred to as the “Solvency Capital Requirement” (“SCR”). It is calculated by modelling the
amount by which the insurer’s own funds (i.e., the capital available in excess of technical provisions) could fall
over the course of one year: the probability that the fall in own funds exceeds the SCR should be 0.5%. The
SCR is referred to as the amount by which own funds would fall following a “1 in 200 one-year event”.
The SCR requirement may be determined using either a standard model (referred to in Solvency II as the
“Standard Formula”) or the firm’s own internal model.
The Standard Formula sets out prescribed stresses to each the main risk categories which impact either the
BEL or the value of the assets. Each prescribed stress represents a 1 in 200 event but since it is unlikely that
all of the stresses will occur to this extent at the same time, a process (called “diversification”) is applied to
produce a lower capital requirement than the amount arrived at by summing the individual capital components.
Since the Standard Formula is intended to be generally appropriate, if firms consider that it does not adequately
reflect the nature of the risks to which they are exposed and the controls which they have implemented, then
they may develop an internal model which provides a better fit. The insurer must apply to the PRA for approval
to use an internal model. The regulations impose tests and standards on a firm’s internal model and the PRA
must consider whether these have been met before granting approval. The internal model is not simply about
the risk calibration and the capital calculation but a wider ranging model of risk governance and management.
Minimum Capital Requirement
As well as a Solvency Capital Requirement, the regulations also require an insurer to maintain a Minimum
Capital Requirement (“MCR”) which is typically lower than the SCR. The MCR is calculated as the sum of
various components, each of which is a percentage of a particular metric relating to the firm in question such as
technical provisions, written premiums and administration expenses incurred. This amount is then subject to a
floor equal to 25% of the SCR or EUR 3.7 million (whichever is greater) and is subject to a cap equal to 45% of
the SCR (provided that applying this cap does not result in an MCR of less than EUR 3.7 million.
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Regulatory intervention
If an insurer’s own funds fall below the value of its SCR then it must submit a recovery plan to the PRA within
two months. This recovery plan must set out the measures that the insurer intends to take so as to restore
compliance with the SCR within a period of six months.
If an insurer’s own funds fall below the value of its MCR then it must submit a short-term finance scheme to the
PRA within one month. This finance scheme must restore compliance with the MCR within a period of three
months. If the PRA regards the finance scheme as being “manifestly inadequate”, or if it subsequently
transpires that the finance scheme fails to restore compliance with the MCR within the specified three-month
period, then the PRA will withdraw authorisation to carry on insurance business.
Adjustments permitted to the basic approach
Insurers can apply to the PRA for permission to use a number of adjustments which are permitted under
Solvency II. The purpose of the adjustments is mainly to ensure a more stable balance sheet position or the
smooth implementation of Solvency II. The main adjustments relevant to the current Scheme include a
“Matching Adjustment”, a “Volatility Adjustment” in the risk-free rate used to value certain classes of business
and the Transitional Measure on Technical provisions (“TMTP”).
Matching Adjustment
When determining the BEL, the standard approach is to discount future liability cash flows using the so-called
“basic risk-free rate”: this being a prescribed discount rate based on swap yields.
For certain lines of business, a Matching Adjustment may be added to the basic risk-free rate when the insurer
has regulatory approval to do so. The value of the Matching Adjustment is derived from the spread on the
assets held by the insurer to back the relevant business.
The Matching Adjustment is typically used in the valuation of annuities in payment and deferred annuities.
Insurers must meet a number of requirements in order to receive regulatory approval to apply the Matching
Adjustment.
Volatility Adjustment
For lines of business where the Matching Adjustment is not incorporated in the liability discount rate, insurers
may apply for regulatory approval to incorporate a Volatility Adjustment in the discount rate instead.
Like the Matching Adjustment, the Volatility Adjustment is an addition to the basic risk-free rate although the
magnitude of this addition is generally lower for Volatility Adjustment than for the Matching Adjustment.
The requirements for obtaining regulatory approval to use the Volatility Adjustment are generally less onerous
than the requirements relating to the Matching Adjustment.
The Volatility Adjustment is most commonly used in the valuation of annuities in payment and deferred annuities
(other than those for which the Matching Adjustment is used); with-profits guarantees; and protection business.
Transitional Measure on Technical Provisions
Insurers may apply for regulatory approval to use the TMTP in the valuation of business written before Solvency
II came into force.
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TMTP is a deduction from the Solvency II technical provisions. The size of this deduction was initially calculated
when Solvency II came into force on 1 January 2016. At this date, the maximum value of the deduction was
equal to the difference between the Solvency II technical provisions and the technical provisions calculated in
accordance with the previous regulatory regime. A key component of this difference was the Risk Margin, which
was not included in the previous regulatory regime.
The size of the deduction was capped so the total “financial resources requirement” under Solvency II (after
TMTP had been taken into account) was no lower than the equivalent measure under the previous regulatory
regime. The “financial resources requirement” is generally taken to mean the sum of the technical provisions,
other liabilities and capital requirements.
Having established the size of the TMTP on 1 January 2016, insurers were required to linearly reduce its value
over a 16 year period from 1 January 2016 to 1 January 2032.
In addition to this gradual reduction, insurers may also apply for regulatory approval to recalculate the value of
TMTP to reflect changes in their business and in the financial markets and other operating conditions. These
recalculations generally occur every two years from the start of Solvency II, or following a material change in a
firm’s risk profile.
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