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With the commencement of the long-awaited Solvency II 
regime on 1 January 2016, a number of UK and European 
insurers have taken the opportunity to raise a new and 
innovative form of capital known as “Ancillary Own Funds”.

As we outlined back in May last year,1 Ancillary Own Funds 
is a new form of capital for EEA insurers under Solvency 
II that can count towards an insurer’s Solvency Capital 
Requirement or any additional capital buffer that may be 
agreed from time to time with a national regulator.

The key distinction when compared with other, and more 
conventional, forms of capital is that Ancillary Own Funds 
does not need to be paid up when issued. Instead, it absorbs 
losses at a future point in time by creating Basic Own Funds. 
So, at the time that the structure is put in place – and, 
therefore, when the insurer gets capital recognition under 
Solvency II – it only needs to be committed; the capital does 
not need to be funded or paid up.

Ancillary Own Funds structures can be adapted either to 
create “day one” Tier 2 Ancillary Own Funds or Tier 3 Ancillary 
Own Funds depending on the exact capital requirements of 
the particular insurer. 

EU

Ancillary Own 
Funds – a new 
form of capital 
under Solvency II
By Adam Levitt and Alexander Biles
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Could Ancillary Own Funds work for you?
When considering whether an Ancillary Own Funds 
structure might work for you, the following questions are 
worth bearing in mind:

1) Does the EEA insurer raise capital through a parent 
company or sister subsidiary? Is the group looking to 
attract third-party investment? 
Although an Ancillary Own Funds structure is most 
likely to be attractive to EEA insurance groups (or sub-
groups) seeking an intra-group capital-raising solution, 
it can be adapted to enable a third-party investor, such 
as an existing minority shareholder or prospective 
new shareholder, to subscribe for new equity or 
subordinated debt.

2) Who is the counterparty? 
One of the central features of any Ancillary Own Funds 
application is an assessment of the default risk and 
liquidity position of the counterparty. However, other 
possible structural issues will be analysed by the 
national regulator as part of the approval process, such 
as any change of control issues arising if the Ancillary 
Own Funds item is called, any cross-border insolvency 
or regulatory constraints that could prejudice the 
counterparty’s ability to respond to any calls under the 
Ancillary Own Funds structure, and whether there are 
potential conflicts of interest between management of 
the insurer and the counterparty in calling the Ancillary 
Own Funds item.

3) Where would Ancillary Own Funds sit within the existing 
capital structure? When would it be “called”? 
Another key aspect of any Ancillary Own Funds 
application is an explanation of where the capital item 
would fit within the existing capital structure and when 
the insurer would expect to call it. Although Ancillary 
Own Funds must be callable “on demand”, national 

regulators will expect the insurer to have considered 
when it would expect to call the Ancillary Own Funds 
item to create Basic Own Funds capital and thereby 
restore or preserve its capital position.

4) How long does it take to obtain approval? 
Under the new Solvency II regime, regulators can 
take up to three months – and up to six months in 
“exceptional circumstances” – to approve applications. 
Given that this is a nascent area of capital, national 
regulators are inevitably keen to ensure that approved 
structures are consistent with the approvals of similar 
structures in other jurisdictions, and the new statutory 
regime and EIOPA guidance relating to Ancillary Own 
Funds. Approvals to date have (insofar as we are aware) 
taken up to six months.

Our experience
Although an innovative area of capital, we have already 
gained extensive knowledge having advised a UK insurer 
on the approval of an Ancillary Own Funds structure by the 
Prudential Regulation Authority (one of only two successful 
applications in the general and life insurance sectors of 
which we are aware at the time of writing) and an Irish 
insurer on the approval of a bespoke Ancillary Own Funds 
structure by the Central Bank of Ireland.

NOTES
 1  For further details, see our briefing “Solvency II – an introduction to 

ancillary own funds” (May 2015) on ashurst.com.
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Insurance companies with asset management businesses or 
real estate funds will be interested in the latest EU decision 
on special investment funds. The Court of Justice of the 
European Union (CJEU) has ruled in the Dutch case of Fiscale 
Eenheid (C-595/13) that regulated property funds can be 
“special investment funds” within the meaning of the VAT 
Directive, and therefore the fees chargeable by investment 
managers to such funds in respect of the selection, 
acquisition and sale of a fund’s real estate assets, along with 
administration and accounting tasks, are VAT exempt and 
not subject to VAT. This brings the VAT position of investment 
manager fees of property investment funds in line with 
the current VAT position for fees charged by investment 
managers to regulated investment funds which invest in 
debt and equity. 

Regulated property funds and their investment managers 
may need to review their VAT treatment of any investment 
management services in the light of this decision.

EU

VAT and property 
fund management
By Nicholas Gardner and Caroline Page
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What services did the investment manager 
provide?
A Dutch investment manager (Fiscale Eenheid) provided a 
variety of investment management services to three Dutch 
companies (the SPVs) which were founded by a number of 
pension funds. The SPVs pooled capital from the pension 
funds with the object of purchasing, managing and selling 
real estate assets in order to obtain maximum profit. 
The services which Fiscale Eenheid provided to the SPVs 
included:

(a)  the selection, acquisition and disposal of properties;

(b)  administrative and accounting services (including 
financial reporting, data processing and internal audits); 
and

(c) property management services (property asset 
management services) encompassing:

(i)  arranging ordinary and major maintenance work and 
supervision thereof;

(ii)  inspection of the properties and supervision of the 
properties and their use;

(iii) implementation of rent increases and dealing with 
tenancy agreements; and

(iv) administration in respect of the above. 

Fiscale Eenheid provided all of these services under a single 
contract. Fiscale Eenheid did not charge VAT on these 
services on the basis that the SPVs were covered by the VAT 
exemption for special investment funds.

The Dutch courts referred whether the SPVs were special 
investment funds and, if they were, whether the services 
were of the sort which should be VAT exempt, to the CJEU.

Was the investment manager a special 
investment fund?
The CJEU recalled that for the fund to be a special 
investment fund it must be a collective investment 
undertaking (within the meaning of the UCITS Directive) or 
equivalent to such an undertaking (a collective investment 
undertaking is equivalent to a collective investment scheme 
in the UK). A fund is equivalent to such an undertaking if it is 
subject to a national regulatory regime (and the CJEU gave 
very little guidance as to how this is determined), and either: 

(a)  has identical characteristics to, and carries out the same 
transactions as, a collective investment undertaking; or 

(b)  displays sufficiently comparable features to be in 
competition with a collective investment undertaking.

In this case, the CJEU held that the fund was comparable to 
a collective investment undertaking as:

(a) investors purchased participation rights in the fund;

(b) the return on investments depends upon the 
performance of the investments made by the managers 
over the period for which investors hold rights; and 

(c) investors are entitled to profits or bear the risk 
connected with the management of the fund.

Whether it was subject to a national regulatory regime was 
a question for the Dutch courts to decide.

Are the investment manager fees standard rated 
or exempt for VAT purposes?
The CJEU held that the selection, acquisition and sale of the 
fund’s real estate assets, and administration and accounting 
tasks were all specific to, and essential for, the management 
of the fund and thus were VAT exempt activities. However, 
the fees charged for providing property asset management 
services were VATable as they were not specific to the 
management of the fund itself.

What does this mean for property investment 
funds?
Up until now, investment managers have generally charged 
VAT on all of their services provided to onshore property 
investment funds. While this VAT may not be a cost for 
commercial property investment funds which recover the 
VAT on the basis that their rental supplies are also subject 
to VAT (assuming options to tax have been exercised), it is 
an absolute cost for residential property investment funds 
and commercial property funds with VAT exempt tenants, 
such as banks, pension funds and insurers who are unable to 
recover VAT.

This decision may therefore have a positive impact for 
onshore residential property funds and funds with VAT 
exempt tenants, as they should no longer be charged 
irrecoverable VAT on fees charged for the acquisition and 
disposal, and administration and accounting services of the 

5



fund. They may, in certain circumstances, be able to recover 
VAT which has been incorrectly charged on these supplies. 
However, any VAT incurred by the fund on property asset 
management services will remain a cost.

What does this mean for investment managers?
Historically, the VAT charged on investment management 
services provided to onshore property investment funds has 
generally been recoverable by the fund, and the investment 
manager has been able to recover VAT on services supplied 
to it by reference to those services. Going forwards, this 
decision does not impact investment managers in relation 
to their business of providing property asset management 
services as this position has not changed. However, it may 
have a negative impact for investment managers in relation 
to their business of providing selection, acquisition, disposal, 
administration and accounting services. This is because the 
investment manager would no longer be able to recover 
VAT which it is charged on supplies which it receives in 
connection with this aspect of its business. This may need 
to be factored into an investment manager’s pricing, 
and consideration may need to be given to agreeing an 
appropriate partial exemption methodology with HMRC. 
Alternatively, it may be possible to structure the supplies in 
such a way that there is a composite supply which is taxable.

Next steps
While the CJEU has been clear in confirming that property 
asset management services (as set out above) which are 
supplied to certain regulated property investment funds 
should attract VAT, because of the complexities of property 
investment holding structures, place of supply rules, and 
varied contractual arrangements for how investment and 
property asset management services are supplied, the 
VAT treatment of property holding structures still remains 
complicated. This is particularly so as the CJEU did not 
consider whether, when these services are all supplied 
under one contract, such as Fiscale Eenheid in this case, the 
services should be split into single supplies or be treated as a 
composite supply for VAT purposes.

We would recommend that, going forwards, close attention 
be given to how these services are documented in order 
to optimise the VAT recoverability position for all parties 
concerned.
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EU

Solvency II treatment of 
insurance company investment in 
securitisation, CLOs and credit funds
By Anne Tanney

What you need to know
•	 Solvency II has applied to EU-based insurance and 

reinsurance investors since 1 January 2016.

•	 Capital requirements for financial assets will depend 
upon diversification within the insurer’s investment 
portfolio – removing the concept of investment 
limits.

•	 Capital risk factors for direct holding of loan assets 
or investment in loan funds will depend on rating 
and maturity, while holding of securitisation 
positions can be capital-intensive.
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Now that Solvency II is finally “live”, arrangers and 
managers need to be aware of how the new rules apply to 
insurance investors in securitisations, managed CLOs and 
credit funds, including the treatment of these assets in the 
insurer’s capital calculation and how managers should cater 
for the capital impact when structuring transactions.

While the actual capital calculation depends on an insurer’s 
entire investment portfolio, in this article we aim to give an 
overview of the framework to assist with understanding the 
capital drivers which impact investment decisions.

Solvency II
The new capital regime is found in EU Directive 2009/138/EC 
on the taking up of insurance business (Solvency II), which 
started to apply to insurance and reinsurance companies 
on 1 January 2016. Delegated acts setting out the detailed 
capital treatment of financial assets held by insurers (the 
Delegated Acts) came into force on 18 January 2015.

Under Solvency II, insurance companies must hold eligible 
“own funds” equal to the Solvency Capital Requirement 
(SCR) to cover the amount of unexpected losses arising 
both from their underwriting business and the assets in 
which they invest. Essentially, own funds will be equal to 
the amount of the insurer’s assets in excess of its liabilities, 
together with items which can be called up to absorb 
losses (such as unpaid share capital). Own funds are further 
classified into tiers, according to their loss-absorbing 
capability, and there are limits on the amount of each tier 
that can be used to meet the SCR.

SCR calculation
In calculating the SCR, the balance sheet is divided into 
five “risk modules”. Each of the five risk modules involves 
a calculation resulting in the capital requirement for that 
module and the five are input into the calculation of the 
SCR. The SCR is calculated as the square root of the sum 
of the products of the capital charges for each possible 
combination of two of these five risk modules, each 
combination being first adjusted by a correlation parameter 
reflecting the risk correlation between those two modules. 
The capital charge for each module can be calculated 
using an insurer’s own internal model if approved by its 
supervisor but, in the absence of such approval, Solvency II 
sets out standardised formulae for the calculation of capital 
requirements.

Market risk module
The “market risk module” calculates capital requirements 
covering the market risk of financial assets, i.e. the value at 
risk in a stressed market for that asset, rather than assessing 
the credit risk of the exposure. The market risk module is 
further divided so that financial assets are grouped together 
in buckets or sub-modules, such as equities, interest rates, 
property, currency, concentration and spread risk. Under 
Solvency II there is no longer any limit on the proportion of 
the insurer’s balance sheet which can be invested in each 
bucket. However, the correlation between buckets is a factor 
used in calculating the capital charge across the entire 
market risk module.

Loan assets, bonds and other securitised assets are all 
assessed in the “spread risk” bucket, which assigns standard 
“stress factors” to the asset, depending on the type of 
asset, its modified duration1 and its rating. The capital 
requirement for the spread risk on the asset is equal to the 
loss in the insurer’s own funds which would result from 
an instantaneous decrease in the value of the asset in a 
stress scenario. This decrease is presumed to be equal to the 
relevant standard stress factor.

Thus, in each case, an insurer applying the standard formula 
to calculate its capital requirement for market risk will be 
looking at:

(a) the size of the stress factor applicable to that asset; and

(b) the correlation between:

(i)  the assets in the relevant bucket (in this case, spread  
 risk); and

(ii)  the other buckets of assets in its portfolio.

The diagram opposite demonstrates this.

The “look through” approach versus 
securitisation charges
Loans, bonds, securitised assets and credit derivatives are 
all assessed within the spread risk bucket and the capital 
charge for these assets is aggregated before the correlation 
with other buckets (such as equities, property assets, 
currency and interest rate risk, and concentration risk) is 
assessed. The stress factor applicable to direct investment 
in loan or bond portfolios versus securitisations of the same 
loan or bond portfolio is therefore an important driver in the 
decision as to which of those assets an insurer should hold.
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*  Insurer’s overall SCR reflects the correlation 
between sub-modules in black.

†  Market Risk SCR reflects the correlation 
between sub-modules in teal.

‡  Spread SCR is the aggregate of capital 
charges for the assets in green.

Life Risk Non-Life Risk Health Risk Counterparty Risk Market†

SCR*

Spread‡ Concentration Currency Property Interest Rates Equities

Bonds & Loans Securitised Assets (e.g. CLOs) Credit Derivatives
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Insurers investing in funds are required to “look through” 
the fund to the underlying assets in determining the 
applicable capital requirements. Investment in the fund will 
therefore attract the same charges as a direct investment in 
a portfolio of those assets.

Table A below shows the stress factor applicable to a loan or 
bond portfolio.2

A “securitisation” for these purposes is defined in the same 
way as in the Capital Requirements Regulation (which 
determines the capital charges applying to banks investing 
in securitisations). That definition includes any transaction 
in which the credit risk of an exposure or pool of exposures 
is tranched and losses on the pool are distributed according 
to the subordination of tranches. Thus, a single tranche 
fund will not be seen as securitisation, but a fund with more 
than one tranche of credit risk – which may not be clear 
from the debt structure but may arise from other credit 
enhancement within the transaction such as guarantees or 

Table A
Stress Factor applicable to rated loans and bonds

Rating AAA AA A BBB BB B or less

Modified Duration in years (duri) Stress Factor ai(%) bi(%) ai(%) bi(%) ai(%) bi(%) ai(%) bi(%) ai(%) bi(%) ai(%) bi(%)

Up to 5 bi∙duri - 0.9 - 1.1 - 1.4 - 2.5 - 4.5 - 7.5

More than 5 and up to 10 ai +bi∙(duri - 5) 4.5 0.5 5.5 0.6 7.0 0.7 12.5 1.5 22.5 2.5 37.5 4.2

More than 10 and up to 15 ai +bi∙(duri - 10) 7.0 0.5 8.4 0.5 10.5 0.5 20.0 1.0 35.0 1.8 58.5 0.5

More than 15 and up to 20 ai +bi∙(duri - 15) 9.5 0.5 10.9 0.5 13.0 0.5 25.0 1.0 44.0 0.5 61.0 0.5

More than 20 min[ai +bi∙(duri - 20);1] 12.0 0.5 13.4 0.5 15.5 0.5 30.0 0.5 46.5 0.5 63.5 0.5

NB: Unrated loans/bonds have different stress factors according to whether the borrower has posted collateral. 

over-collateralisation – will be treated as a securitisation  
and the securitisation stress factors will apply. CLOs will  
be categorised as securitisations as they issue their bonds  
in tranches.

Solvency II also distinguishes between “Type 1” 
securitisations, which are considered to be “high-quality” 
and given lower stress factors under the standardised model 
and “Type 2” securitisations, which are given significantly 
higher stress factors. “Type 1” securitisations for this purpose 
include asset classes such as prime residential mortgages, 
loans to SMEs, auto-loans and consumer credit. They do not 
currently include managed CLOs or other securitisations 
of corporate loans. Identifying whether a transaction is a 
securitisation, and whether or not it is “high quality” for 
Solvency II purposes, is therefore a critical exercise for insurer 
investors. Besides belonging to one of the accepted “Type 
1” asset classes, Type 1 securitisations will also have to meet 
certain eligibility criteria in relation to the legal structure 
of the transaction, loan-to-value ratios, credit quality of the 
underlying assets, etc.
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Table B shows the stress factor for a securitisation of 
“Type 1” assets such as certain prime residential mortgage 
securitisations.

Table B
Type 1 Securitisation Stress Factor = lower of i) X x modified 
duration and ii) 100%

Rating AAA AA A BB

Where X = 2.1% 3% 3% 3%

Table C shows the stress factor for a “Type 2” securitisation 
position, such as a CLO portfolio.

Table C
Type 2 Securitisation Stress Factor = lower of i) Y x modified 
duration and ii) 100%

Rating AAA AA A BBB BB B <B

Where Y = 12.5% 13.4% 16.6% 19.7% 82% 100% 100%

So, by way of example, under the standard formula a AAA-
rated loan with a modified duration of four years will have a 
stress factor of 3.6 per cent3 while a AAA-rated high-quality 
or “Type 1” securitisation exposure with a four-year modified 
duration will have a stress factor of 8.4 per cent.4 Other 
non-high-quality or “Type 2” securitisation tranches with the 
same rating and duration attract a huge stress factor of 50 
per cent of notional.5

Clearly, a direct comparison between the stress factor 
applied to a CLO tranche versus holding the underlying loan 
portfolio can only be done on a case-by-case basis, as each 
individual loan in the portfolio would need to be assessed – 
a six-year BBB loan, for instance, will attract a stress factor of 
14 per cent – but it can be seen that very different results will 
be achieved according to whether loans are held directly or 
through exposure to securitisation.

Conclusion
Portfolio managers must now consider the impact of 
Solvency II on insurer investors and are factoring it into 
structuring their loan funds. This article demonstrates that 
there are several factors that have to be taken into account, 
the most pertinent being whether a fund structure is a 
securitisation or whether a “look through” approach can 
be taken. For CLOs, the Type 2 securitisation treatment 
appears unavoidable. While the proposed EU regulation 
on securitisation may mean some changes to the Solvency 
II designation, CLOs are unlikely to benefit – they remain 
Type 2 securitisations for the time being, and attract the 
higher stress factors. The actual capital calculation, however, 
is always dependent on an insurer’s entire investment 
portfolio and is something that insurers will be calculating 
themselves as part of their investment decision.

NOTES
1  The “modified duration” of a bond for Solvency II purposes is not defined 

but we assume it has the standard meaning, being the period in which 
the cashflows on the bond discounted to the date of purchase will equal 
the price of the bond, such period being adjusted for price sensitivity to 
changes in interest rates.

2  NB: All ratings used in these tables are based on the ESA’s 11/11/15 final draft 
implementing technical standards  for the allocation of credit assessments 
of ECAs to an objective scale of credit quality steps under Article 109(a) of 
Solvency II, using S&P ratings as an example.

3  i.e. under Table A bi x duri = 0.9% x 4 = 3.6%.

4  i.e. under Table B X x modified duration = 2.1% x 4 = 8.4%.

5  i.e. under Table C Y x modified duration = 12.5% x 4 = 50%.
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UK

Supreme Court
reformulates the test  
for contractual penalties
By Patricia Wade

A clause in a commercial contract that requires 
a party in breach of its obligations to pay a 
particular sum to the non-breaching party by 
way of compensation for that breach is generally 
enforceable if it is drafted in a manner that complies 
with the law. However, as a matter of public policy, 
such a clause will be completely unenforceable if it 
goes beyond compensating the injured party for the 
actual loss suffered and acts as a contractual penalty.

On 4 November 2015, the Supreme Court delivered 
its judgment in Cavendish Square Holding BV -v- El 
Makdessi [2015] UKSC 67, having considered an appeal 
relating to whether certain contractual clauses were 
unenforceable penalties.

The facts
Mr Makdessi agreed to sell to Cavendish a controlling 
stake in his advertising and marketing business. 
The acquisition agreement, which was extensively 
negotiated between the parties and drafted by 
highly experienced commercial lawyers, contained 
restrictions aimed at preventing Mr Makdessi from 
competing with the business post-sale.
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The clauses in question essentially provided that if Mr 
Makdessi breached the non-compete restrictions following 
the sale of the business to Cavendish, he would:

•	 lose his entitlement to the two final instalments of the 
purchase price due to him; and

•	 be obliged to sell his remaining shareholding to 
Cavendish at a price which excluded the value of the 
goodwill of the business.

Did the penalty rule apply to these clauses? 
There was no reason in theory why the penalty rule could 
not apply to clauses providing for the transfer of assets 
or the forfeiture of money paid (as well as to the more 
commonly seen liquidated damages sums). The penalty rule 
could therefore potentially bite on these clauses. However, 
the clauses were effectively price adjustment mechanisms, 
reflecting the reduced consideration that Cavendish was 
prepared to pay for the business without the loyalty of Mr 
Makdessi. As such, despite being triggered by a breach, the 
clauses were primary obligations and not subject to the 
penalty rule. Consequently, the Supreme Court upheld the 
validity of the clauses.

What is the reformulated test  
for contractual penalties? 
The Supreme Court has reformulated a narrower test for 
determining if a contractual clause is a penalty. In their 
leading judgment, Lords Neuberger and Sumption stated 
that “the true test is whether the impugned provision is a 
secondary obligation which imposes a detriment on the 
contract-breaker out of all proportion to any legitimate 
interest of the innocent party in the enforcement of the 
primary obligation”.

The reformulated test for determining whether a clause is a 
penalty applies to secondary obligations in a contract (that 
is, those obligations which come into play when primary 
obligations are breached) and not the primary obligations 
themselves.

In his judgment, Lord Hodge noted that “the correct test 
for a penalty is whether the sum or remedy stipulated 
as a consequence of a breach of contract is exorbitant or 
unconscionable when regard is had to the innocent party’s 
interest in the performance of the contract”.

Therefore, if the relevant clause is a secondary obligation 
and it imposes a detriment on the breaching party which 
is out of all proportion to the innocent party’s legitimate 

interest in enforcing the primary obligation, then it will be a 
penalty and consequently unenforceable.

Avoiding a clause being construed as a penalty
Despite Lord Neuberger and Lord Sumption’s description 
of the penalty rule as “an ancient, haphazardly constructed 
edifice which has not weathered well”, it is very much alive 
and an important aspect of contractual remedies and 
performance regimes.

The Supreme Court’s reformulated test is unlikely to have 
a significant bearing on a simple liquidated damages 
clause where a breach triggers a straightforward payment. 
However, the points noted below could be relevant in trying 
to ensure that a more complex clause is not construed as an 
unenforceable penalty.

•	 To minimise the risk that a court might construe the 
relevant clause as a secondary obligation (and therefore 
capable of amounting to a penalty), structure the 
clause as a primary obligation rather than as a remedy 
for breach. Although the courts will, as always, look at 
the substance of the clause rather than its form, such 
an approach may help to persuade the court that the 
penalty rule should not be engaged at all on the basis 
that the clause is a primary obligation.

•	 Add an express statement that the clause in question 
has been agreed by the parties to protect a legitimate 
commercial interest and, where possible, specify the 
nature of that interest. Furthermore, ensure that the 
sanction that the clause imposes on the breaching party 
is not “unconscionable” or “extravagant” by, for example, 
splitting out less serious breaches (and providing less 
stringent remedies) or by adopting what is considered 
as normal or standard in the relevant industry sector. 
Such measures might help if the clause is construed as 
a secondary obligation and capable of amounting to a 
penalty.

•	 Create and keep a paper trail showing how the contract 
price was agreed (supported by extrinsic evidence if 
possible) and reflect this in the contract.

•	 Confirm in the contract that the parties are operating 
at arm’s length, have comparable bargaining power 
and have each been advised independently by their 
own experienced lawyers. In relation to this point, Lords 
Neuberger and Sumption recognised that a penalty rule 
in any form is “an interference with freedom of contract” 
and acknowledged that the court should not strive to 
identify a clause as penal.
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UK 

Pension reform
By Adam Levitt

Ashurst gave a presentation at an Institute and Faculty 
of Actuaries conference in February on pension reform. It 
covered the FSA’s and FCA’s work on annuity sales practices, 
“framing” effects and behavioural economics, as well as the 
outcome of the market study into the retirement market. 

The UK Government’s reform in April 2015, allowing people 
to extract any amounts of cash from their personal pension 
products, occurred at a time when the FCA was already very 
focused on the annuity market – for example, why so many 
consumers roll over into an annuity from the insurer which 
had provided their personal pension rather than exercising 
their “open market option”, and why there was not more 
take-up of “enhanced” annuities by those with relatively 
short remaining lifespans.

The presentation also covered the proposed rule changes 
(in CP 15/30), which are extensive and would require all 
communications about accessing pension pots to warn 
about the danger of running out of money. The proposed 
rules, about allowing consumers to come to informed 

decisions about “lifestyling” (switching out of volatile assets 
in the run-up to retirement), are perhaps unlikely to work in 
practice, given the array of possible outcomes people now 
face as to when and how to access pension pots.

The biggest forthcoming structural change is the proposal 
that holders of annuities should be able to sell their income 
streams. The most recent Government paper favours 
providers being able to buy back their own annuities, in 
spite of the asymmetry in pricing knowledge between 
consumer and provider. The presentation deals with two 
areas that have not been thought out properly: (i) how to 
protect dependants, and (ii) how the FCA expects its online 
tool to provide consumers with a reliable estimate of the 
cash value of their annuity, when they will face advice costs, 
and providers levying administration costs on the transfer 
(where they do not veto the sale in the first place, which 
some providers may).

If you would like to be sent the presentation, please email 
laura.freedman@ashurst.com.
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The recent reforms of Spanish insurance legislation, which 
were enacted in the context of Solvency II implementation, 
were expected to improve the liquidity features of pension 
plans and, consequently, foster their underwriting among 
the Spanish population. However, as we will analyse below, 
the legal changes made so far have been too limited to 
achieve significant results.

The three-pillar system
Spain has a traditional three-pillar pension system, in which 
the first pillar – the statutory public pillar, operated by the 
public social security system – is the most dominant one. 
This public pension system has been subject in recent years 
to intense reforms, in particular through an Act passed 
in 2011, which are aimed at ensuring its sustainability. 
However, despite recent legal developments in respect of: (a) 
retirement age; (b) the time period to use as a basis for the 
calculation of pension benefits; (c) increasing the number of 
years of contributions to the system required to receive the 
maximum allowance; and (d) restrictions on the possibility 
of early retirement, there is still a large question mark 
about the capacity of the system to provide an acceptable 
substitution rate to pensioners in the near future.

The second pillar (funded by employers and usually with 
a possibility for employees to co-fund through their own 
contributions) is relatively underdeveloped, especially when 
compared with other European countries. The instruments 
used within this second pillar are: (a) group life insurance 
policies, including a specific type of group insurance contract 
known as “corporate social provision schemes” (planes de 
previsión social empresarial); and (b) employment pension 
plans (planes de pensiones de empleo), together with (c) 
certain schemes managed by mutual social provision 
companies (mutualidades de previsión social).

SPAIN

Early withdrawal rights for  
Spanish personal pension plans
Another lost opportunity to develop the third pillar
By María José Menéndez and Francisco de León
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Finally, the third pillar, as in other jurisdictions, comprises 
a vast variety of contracts and financial instruments: (a) 
individual insurance policies, including annuities and 
assured provision plans (planes de previsión asegurados, 
commonly known as PPAs); and (b) individual pension plans, 
long-term savings plans (planes individuales de ahorro 
sistemático, known as PIAs), reverse mortgages, etc.

Pension plans
Spanish pension plans are, from a legal perspective, 
“multilateral contracts”. In the case of employment pension 
funds, the parties to the contract are the participants of the 
plan (employees) and the promoter (the employer).  
In individual pension plans, however, the parties to the 
contract are, on the one hand, the promoter (always a 
financial entity, such as a credit institution or a life insurance 
company) and, on the other hand, the participants of  
the plan.

All assets of a pension plan must be contributed to a 
pension fund, which is a non-profit entity with no legal 
personality, that use their investments and the yields arising 
out of them exclusively to face the pension obligations set 
out under the pension plans.

One of the main incentives to participate in a pension 
plan is the tax benefits for the participant in respect of 
contributions made to the plan, as these contributions 
(which includes contributions made by the employer to the 
employment pension plan) are annually deducted from the 
tax liability for Personal Income Tax. However, the maximum 
combined employee/employer annual contribution is 
limited to €8,000 (it was €10,000 until 2014) and the 
maximum tax benefit is limited to €8,000 (also €10,000 
until 2014) or 30 per cent of the earnings of the participant, 
whichever is lower (with higher limits for disabled people, 
and the possibility for relatives to make contributions to the 
pension plans of these disabled people).

Although the average contribution to employment and 
pension plans is well below these limits, they have been 
criticised by the industry, which identified them as one 
of the reasons for the relatively low development of the 
pension plan market.

Payment of benefits and  
exceptional withdrawal rights
Another reason identified as an obstacle for the 
development of the pension plan market is the illiquidity of 
pension plans, as compared with other competing products.

The general rule under the law governing pension plans 
is that participants are not entitled to early withdrawal of 
their benefits under any pension plan.

Such benefits are only payable once one of the situations 
covered by the pension plan occurs. These situations are 
basically the same ones that the public pension system 
covers: (a) retirement; (b) different types of disability – as 
they are defined in the public social security system; (c) 
death of the participant or of a beneficiary (widow’s, 
orphan’s or other type of survivor’s pension); and (d) severe 
or high dependency, as defined in the Spanish Personal 
Autonomy and Dependency Care Act.

Among these situations, the Pension Plans and Pension 
Funds Act only contemplates two special situations in which 
the participants of a pension plan (either an individual or 
an employment plan) are entitled to withdraw (i.e. collect 
payment of) their accrued amounts under the plan:

(i)  a period of long-term unemployment (also   
applicable to the self-employed, provided that they   
meet certain requirements); and

(ii)  in the case of serious illness/disease.

These situations are defined in the Act as “exceptional 
liquidity cases”.

More recently, Act 1/2013 of 14 May included an additional 
“exceptional liquidity case”, allowing participants in pension 
plans to cash their accrued rights under their pension plans 
in the event of initiation of foreclosure proceedings over 
their main residence, provided that certain requirements 
were met: (a) that the foreclosure proceedings trigger 
the sale of the participant’s main residence; (b) that the 
participant has no other sufficient assets, rights or income 
to fully pay the debt; and (c) that the net amount of the 
participant’s accrued benefits under the plan are enough to 
avoid the sale of the main residence. This withdrawal right 
was initially only applicable for a limited period of time 
(until 15 May 2015), but Act 25/2015 of 28 July extended its 
effectiveness until 15 May 2017.

The new liquidity case for individual pension 
plans: benefits applicable to contributions ten 
years or older
The Pension Plans and Pension Funds Act was amended in 
November 2014 with new provisions that introduced the 
possibility for participants in individual pension plans (third 
pillar) to exercise a limited right of withdrawal, only to cash 
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out those accrued rights corresponding to contributions 
which are ten years or older.

The plan was to make individual pension plans more 
attractive, in particular to young people, who could be 
discouraged from participating in individual pension plans 
given their illiquidity. The idea was also to replicate a similar 
provision existing in the Basque Country mutual entities, 
bearing in mind that the degree of use of mutual pension 
protection among the population of this region is broader 
than in the rest of Spain, and the ability to cash out these 
amounts had never caused any massive withdrawals of 
funds by participants there.

However, the lack of any further development of this legal 
reform and its very limited scope suggests it is difficult for 
the amendments to yield any positive effect in the individual 
pension plan market.

On the one hand, the legal amendments contemplated 
that the Spanish Government would approve the necessary 
regulations to set out in the conditions, terms and limits 
according to which this early withdrawal right would be 
applicable. The whole industry expected that these new 
rules would be introduced in the Regulations approved 
on 20 November 2015, which implemented the Act on 
Ordination, Supervision and Solvency of Insurance and 
Reinsurance Undertakings (the Insurance Regulations; this 
Act and the Insurance Regulations have implemented the 
Solvency II Directive), but the Government postponed the 
development of the legal reform. The Insurance Regulations 
approved in November have only introduced certain ancillary 
rules about the transfer of rights from one pension plan to 
another pension plan (or equivalent instrument).

In addition, it must also be noted that accrued rights 
corresponding to any contributions made until 31 December 
2015 cannot be withdrawn until 1 January 2025.

Therefore, the terms and limits of the new early 
withdrawal right remain undefined and will not foster the 
commercialisation of individual plans until the necessary 
regulations are approved by the Government.

As a result, the impulse for the pension plan market that this 
legal reform was seeking (particularly among young people, 
in order to make the pension plans appear as a more liquid 
product and to incentivise contributions to pension plans at 
an early stage of working life) will have to wait at least until 
the necessary regulations implementing this legal reform 
are approved – which is difficult to predict when, given the 
current Spanish political scenario.
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The Federal Government of Australia has passed legislation 
that will expand the existing unfair contracts regime in 
the country to apply to small businesses for the first time. 
Previously, this regime applied only to consumer contracts.

What you need to know
Businesses, including insurance and other financial 
services businesses, that use standard form contracts in 
their dealings with small businesses in Australia have nine 
months to ensure that none of the terms of those contracts 
are “unfair”.

Any term that is “unfair” may be declared void once the 
extended unfair contracts regime takes effect in November 
2016. However, careful drafting may avoid or mitigate this 
outcome.

Insurance policies will be exempt from the new regime, 
leaving issues of “fairness” to be assessed by reference to 
the parties’ duty of utmost good faith and other specific 
provisions of the existing Insurance Contracts Act 1984 (Cth).

Businesses that enter into contracts of employment with 
employees through corporate entities will potentially be 
caught by the expanded law, subject to the possibility that 
these may be exempted prior to November 2016.

What types of contracts will be covered?
•	 The contract is a standard form contract – there will 

be a rebuttable presumption that every contract is 
a standard form contract unless proven otherwise. 
Obvious examples are template and pro-forma contracts 
but wider categories of contract may also be caught. 
Relevant considerations will include:

•	 whether there was an opportunity to negotiate the 
contract terms;

•	 whether one party was required to accept or reject 
the terms as presented; and

•	 whether one party had “all or most of the bargaining 
power” in relation to the contract.

•	 At least one party to the contract is a small business 
when the contract is entered into – a “small business” 
is defined as a business that employs fewer than 20 
persons.

•	 The upfront price payable under the contract is lower 
than the prescribed thresholds – the upfront price is 
the consideration disclosed at or before the contract is 
entered into, but excludes any contingent consideration. 
The prescribed thresholds are:

•	 for contracts of less than 12 months – the regime will 
apply if the upfront price is AU$300,000 or less; and

•	 for contracts of 12 months or longer – the regime will 
apply if the upfront price is AU$1m or less. 

What terms will be unfair? 
A term will be “unfair” if it: 

•	 causes a significant imbalance in the parties’ rights and 
obligations under the contract; 

•	 is not reasonably necessary to protect the legitimate 
interests of the party who would benefit from the term 
(there is a rebuttable presumption that a term is not 
reasonably necessary for this purpose); and

•	 would cause detriment (financial or otherwise) to a 
party if it were relied upon. 

Existing consumer legislation in Australia provides a number 
of examples of potentially unfair terms that will be relevant 
here. These includes terms that permit only one party to 
terminate, limit, vary or renew the contract, penalise only one 
party for breach, or limit a party’s rights to sue another party. 

AUSTRALIA

An expanded regime for 
unfair contracts is coming
By Rehana Box and Philip Hopley
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What will be the consequences of using  
an unfair term? 
An unfair term in a small business contract may be declared 
void and unenforceable on application to a court, with the 
remainder of the agreement continuing to bind the parties 
if it is capable of operating without the unfair term. 

If a term is declared unfair, a party may seek an injunction 
preventing the other party from enforcing the unfair term, 
and an injured person may seek a compensation order 
against a party that attempts to enforce the unfair term. 

It remains to be seen what approach the competition 
regulator will take to enforcement under the new regime. 
However, even if the time and cost associated with court 
proceedings mean that relatively few cases under this 
regime ultimately proceed to litigation, the existence of this 
avenue will offer small businesses greater bargaining power 
in dealings with businesses using standard form contracts.

Are there exemptions?
Some types of contracts and terms will be exempt from the 
new regime. These will include:

•	 insurance contracts (plans to extend the unfair contracts 
regime to insurance policies have been dropped);

•	 constitutions of companies and managed investment 
schemes, among others;

•	 contracts for marine salvage, towage, charterparty 
contracts and contracts for carriage of goods by ship; and

•	 terms that define the subject matter of the contract or 
which set the upfront price payable, as well as those 
terms that are required or permitted by law to be 
included.

Challenges and opportunities
Businesses are likely to face some challenges in ensuring 
that they comply with the new regime. For example: 

•	 businesses will need to determine what due diligence 
or other disclosure practices to adopt when seeking to 
identify whether their counterparty is a small business. 
For example, where the counterparty is part of a larger 
corporate group; 

•	 businesses will need to consider how the regime will 
apply to existing contracts that are renewed, or terms of 
existing contracts that are varied, from November 2016; 
and 

•	 the concept of the “upfront price” will need to be 
considered carefully when forming a view on whether 
the regime will apply to particular contracts, given 
the lack of detail in the legislation concerning what 
constitutes contingent consideration, which is excluded 
from the upfront price. 

As with all regulatory change, there will be opportunities 
to streamline how business is done in order to avoid or 
mitigate the risk of a challenge to standard form contracts. 
For example:

•	 key terms should be reviewed. If they are susceptible to 
challenge under the new regime, consider making them 
mutual or provide the small business party with some 
flexibility;

•	 consider whether a single set of terms is needed across 
a business. Should they differentiate between small and 
large businesses and do they have to have a standard 
form?;

•	 consider how best to structure the length of contracts, 
pricing and supply. If the upfront price payable can be 
increased above the applicable thresholds, then the 
regime will not apply; and

•	 consider how to mitigate the risk of terms being struck 
down by ensuring, for example, that the contract is 
capable of continuing without them and that the 
contract has priced the potential risk of certain terms 
being severed.
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