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CEIOPS welcomes comments from interested parties on “Draft Advice to the European 
Commission in the framework of the Solvency II project on Safety measures”.  

Due to the increase in Consultation Papers in 2006 because of the need to give further 
detailed advice to the European Commission in addition to the answers to the three 
waves of Calls for Advice CEIOPS considers it necessary to shorten the consultation 
period under its consultation policy to two and a half months. 

Please send your comments to CEIOPS by email (Secretariat@ceiops.org) by 
12 January 2007, indicating the reference “CEIOPS-CP-05/06". 

CEIOPS will make all comments available on its website, except where respondents 
specifically request that their comments remain confidential. 

 



 

 

 

Style convention 

The following has been adopted for this document: 

Advice appears in shaded (blue) boxes, headed CEIOPS’ Advice 
  
Descriptive headings are used (such as 'Background', 'Explanatory text' etc.) in 
an attempt to improve the navigability of the answers. 
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Introduction 
 
1.  The European Commission has requested CEIOPS to advise on the 

development of a new solvency regime for insurance and reinsurance 
undertakings in the EU. 

 
2.  CEIOPS has submitted its Advice in the form of answers to three waves of 

Calls for Advice from the European Commission and following public 
consultation1. 

 
3.  Unless expressly stated otherwise, the advice in these three documents 

stands. For convenience, this paper occasionally summarises parts of the 
advice previously given as 'background information,' but the omission of 
other parts should not be viewed as a retraction 

 
4.  CEIOPS’ Advice includes several references to the supervisory tool “Pillar II 

capital add-on”. Until now this tool has been only broadly defined by 
working definitions and general assumptions on its application. 

 
5.  CEIOPS has further developed principles for the formulation and application 

of the tool.  
 
6.  They cover: 

 
• The aim of a capital add-on; 

 
• The scope of the Internal Risk and Capital Assessment; 

 
• Harmonised steps on potential implementing measures; 

 
• Transparency issues; 

 
• Capital add-on in a group context. 

 
7.  CEIOPS has set out its explanations and Advice according to those headings. 

The draft Advice is to be taken together with CEIOPS’ answers to the first, 
second and third waves of Calls for Advice as well as its subsequent 
Consultation Papers2. 
 

                                                 
1   Answers to the European Commission on the first wave of Calls for Advice (CEIOPS-DOC-03/05), Answers to the 

European Commission on the second wave of Calls for Advice (CEIOPS-DOC-07/05) and Answers to the European 
Commission on the third wave of Calls for Advice (CEIOPS-DOC-03/06), available at www.ceiops.org. 

 
2  Avaialable at: http://www.ceiops.org/content/view/14/18/.  
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Section 1 
 

Background 
 

1.1  For a safe transition to the new risk based Solvency II supervisory regime 
CEIOPS decided to adopt a prudent person plus approach3. 

 
1.2  The prudent person rule says in principle that a fiduciary must discharge his 

or her duties with the care, skill, prudence and diligence that a prudent 
person acting in a like capacity would use in the conduct of an enterprise of 
like character and aims. This implies that safety, yield and liquidity of the 
investment must be secured and that it must be diversified and adequately 
spread. 

 
1.3  Historically this regulatory approach was taken only by some Member 

States often supplemented by a few quantitative limits. On the other hand 
many other Member States relied mainly on a large number of quantitative 
limits which explicitly described the borders of a prudent investment 
strategy. 

 
1.4  The present limits are part of the current Solvency I system. This paper 

discusses the “plus” in the prudent person plus approach in the context of 
the overall review of the Solvency system. CEIOPS envisages Solvency II as 
an overall system built upon, inter alia4: 

 
• Realistic economic valuation; 

 
• Appropriate risk based capital requirements; 

 
• Internal models and the power to require an internal model;  

 
• A range of qualitative requirements; 

 
• Internal Risk and Capital Assessments performed by the companies; 

 
• A range of disclosure requirements; 

 
• A well structured Supervisory Review Process; 

 
• Harmonised set of supervisory powers and tools; 

 
1.5  This paper discusses a possible role for quantitative limits within Solvency II. 

CEIOPS stresses in this respect that asset related risks are envisaged to be 
captured by the Solvency Capital Requirements, but are equally subject to 
the range of qualitative and disclosure requirements and supervisory review. 

 
1.6  The presumption is that a more risk-sensitive approach would largely deal 

with a majority of risks. Where issues are too complex to be dealt with by 
formulae, then other solutions to cope with them need to be found. 

                                                 
3  See CEIOPS’ Answers to the first wave of Calls for Advice, para. 104. available at: 

http://www.ceiops.org/content/view/14/18/. 
 
4   See CEIOPS Answer to CfA 9 para. 9.61, CEIOPS-DOC-07/05, available at: 

http://www.ceiops.org/content/view/14/18/#CP7. 
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Aim of this consultation paper 
 
1.7  In order to achieve a high level of harmonisation having a common 

definition of the “plus” in the prudent person plus approach is essential. The 
following questions need consideration within this context: 

 
• Which risks are not or not sufficiently depicted in the Solvency Capital 

Requirements, determined by standard formula or a full or partial 
internal model, and might pose a threat to the solvency position; 

 
• Which assets could pose a threat to the solvency position and need 

therefore a safety net; 
 

• How should companies using internal models be treated? 
 

• Should there a possibility to waive certain limits, on individual companies, 
on a case-by-case basis, and if so, under what conditions? 

 
• How should any limits relate to the role of the qualitative requirements 

and Supervisory Review Process? 
 

• Might there be a role for a transition period, in order to smooth the 
changeover to a proper risk-based Solvency II? 

 
• How should reinsurers be treated in this context? 
 

1.8  This paper combines and structures the findings of the current discussions 
and offers first possible solutions. These however may change in the course 
of the ongoing discussion and especially in the light of the results of QIS2 
and QIS3. 
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Section 2 
 

Cross sectoral comparisons  
 

2.1  In order to secure cross sectoral consistency CEIOPS considered equivalent 
provisions in other financial sectors which follow similar targets and aim at 
preventing roughly the same problems. This chapter seeks to outline areas 
where similarities have been identified and to highlight which conclusions 
have been drawn.  

 
2.2  Following from this CEIOPS will obviously only look into similar provisions 

for issues dealt with in this paper, i.e. measures to deal with risks not or not 
adequately captured by the standard formula as formulated in para. 4.4. 

 
2.3  To facilitate this exercise CEIOPS decided to split insurance products into 

three broad parts, namely: 
 

• insurance products in which the investment risk is held by the 
policyholder (e.g. unit linked life insurance) 

 
• insurance products in which the investment risk is held by the insurance 

undertaking (life insurances with a fixed yield, capitalization contracts, 
accident insurances with premium refund, substitutive health insurance). 

 
• insurance products which do not incur investment risk for the 

policyholder at all (mainly non life). 
 
Nevertheless it is understood that insurance products could also consist of 
combinations of these approaches.  

 
2.4  CEIOPS stresses however that the exact nature and significance of risk 

factors such as liquidity risk may differ between financial sectors, and 
indeed between insurance products. Such differences should duly be taken 
into account in designing a risk sensitive Solvency II system. 

 
Which references seem appropriate? 
 
2.5  Products mentioned in the first bullet point have similarities with UCITS. 

Both emphasize a long term investment process which aims at a certain 
return. Special provisions are made in the UCITS Directive 5  for 
concentration risk (Article 22) and liquidity risk (Article 19). Nevertheless 
UCITS are not obliged to hold regulatory capital for a certain risk. The 
provisions are made with regard to the prudent management of the 
investment fund. Insurance undertakings will have to calculate a SCR but as 
the investment risk will be born by the policyholder it cannot endanger an 
undertaking’s regulatory capital. 

 
2.6  Products falling under the second bullet show similarities with banking 

products. Both guarantee a certain return for a certain amount of money. In 
both cases a regulatory capital is be sustained by insurers and banks. The 

                                                 
5  COUNCIL DIRECTIVE of 20 December 1985 on the coordination of laws, regulations and administrative provisions 

relating to undertakings for collective investment in transferable securities (UCITS) (85/611/EEC). 
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banking directive 6 , Articles 106 - 119 contain only special provisions 
regarding concentration risk with respect to large exposures. Nevertheless it 
has to be acknowledged that the business models of banks and insurance 
undertakings differ significantly: usually banks will use the money received 
to sell loans which earn a higher yield than the guarantees given. Whereas 
the insurance undertakings will invest the premiums on the capital market 
to receive higher returns than the guarantees given. Coming to a conclusion 
the requirements of the UCITS Directive regarding concentration and 
liquidity risk mentioned under 2.5 seem to fit better in this special case. The 
investment process inherent in UCITS shows more similarities to the 
insurance needs than the process of producing loans. 

 
2.7  With respect to products falling under the third bullet point the following 

applies: the provisions of this paper will also be valid for them, i.e. even 
though no investments are managed directly for policyholders the assets 
covering SCR, MCR and technical provisions carry risks which are not, or not 
adequately, captured by the SCR. So these risks (see para. 24.4) might 
need additional requirements to capture the risk. The solutions mentioned 
in section 4 seem to fit also for these circumstances. 

 
What provisions can be applied? 
 
Insurance in which the investment risk is held by the policy holder 
 
2.8  Generally the idea of these contracts is to provide policyholders with the 

opportunity to select return and risk of their insurance contract on their own 
and simultaneously have certain risks insured. By choosing an insurance 
contract for the investment, policyholders express their wish for a more 
long term investment combined with safe and stable insurance cover. 

 
2.9  Risks arising from these sorts of insurance contracts are covered by the 

SCR formula, apart from the investment risk. As the investment risk is 
willingly born by the policyholder in order to receive the freedom to achieve 
his investment targets no undue restriction to his investment decisions 
should be made.  

 
Insurance in which the investment risk is held by the insurer 
 
2.10  With regard to the risks mentioned in para. 24.4 concentration risk is dealt 

with in the UCITS Directive, Article 22. In particular the rule that an UCITS 
may invest no more than 5 % of its assets in transferable securities issued 
by the same body which might be raised under certain circumstandes 
equals similar provisions in the current Insurance Directives. 

 
2.11  With regard to liquidity risk the UCITS Directive limits investments in 

transferable securities not dealt with on a regulated market generally up to 
10%. For other risk as set out in para. 24.4 no references appear to be 
obvious. 

 

                                                 
6  DIRECTIVE 2006/48/EC OF THE EUROPEAN PARLIAMENT AND OF THE COUNCIL of 14 June 2006 relating to the 

taking up and pursuit of the business of credit institutions (recast). 
 



 

 9 

Insurance which do not incur investment risk for the policyholder at all 
 
2.12  The solution set out in paras 2.10 - 2.11 seem also appropriate for mainly 

non-life products where there is no investment risk for the policyholder at 
all. 
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Section 3 
 
Limits on assets  
 
Insurance in which the investment risk is held by the undertaking 
 
3.1  At present many supervisory authorities apply investment rules which 

consist of a large number of quantitative limits whereas some others rely 
mainly on the prudent person approach. 

 
3.2  The advantage of applying quantitative limits is that they present an 

obvious borderline easy to supervise which place maximum thresholds 
acceptable to the supervisory authority on investments. This way limits 
create security on the actual size of the playing field for investments 
activities. Nevertheless all undertakings are still required to apply a sound 
and prudent investment strategy within the borders set.  

 
3.3  Some examples may be given below, which are often quoted for and 

against maintaining additional limits: 
 
In favour of maintaining additional limits 
 

• Counterparty risk, via exposures to a single counterparty. A limit may 
prevent major problems in case of default or difficulties with the 
counterparty. 

 
• Liquidity risk, large holdings in same counterparty or one asset class 

may be difficult to liquidate.  
 

• Additional limits may secure transition from a more limit-based system 
to a more risk-based system. 

 
• Additional limits may produce an easy to monitor borderline for 

investments generally regarded as prudent. 
 

• Additional limits may reduce arbitrariness as all undertakings are treated 
in the same manner throughout all Member States. 

 
• Undertakings in Member States which have previously applied mainly 

qualitative requirements may either act too cautiously or take too much 
risk. Quantitative limits could ease this danger by providing some sort of 
guidance to the undertakings, at least for a transitional period. 

 
Against maintaining additional limits 

 
• General limits may not reflect the company’s individual situation, are 

inflexible and may be unduly restrictive in certain circumstances. 
 
• Requiring undertakings simply to comply with additional limits could 

mean that there could be less emphasis on good investment 
management and risk management techniques, which are key aspects of 
a risk-based regime. 
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• The necessity to have additional limits may not be consistent with the 
concept of a risk-based regime where the focus is on capital charges 
rather than rule based limitations. 

 
• New solvency requirements may expect the undertaking to hold capital 

against market risk and thus the systems sets limits for risk taking. 
 

• The coexistence of a capital charge to some risks and quantitative limits 
to avoid the same type of risks may be a heavy burden on the 
companies; 

 
• The existence of limits may put in the same area the companies with 

good risk management and internal controls without giving benefits to 
the good management. Encouraging good management should be one of 
the main goals of Solvency II; 

 
3.4  Three measures could be considered to take into account that limits might 

not be needed any more, either on an individual basis or generally: 
 

• the possibility for the supervisor to waive some of the limits to some 
companies if the company proves that the risk is being well 
hedged/mitigated and appropriately covered; 

 
• the possibility for the supervisor to waive or change to less restrictive 

terms the limits if a particular internal model is approved and is 
considered by the supervisor as adequate to capture a type of risk for 
which safety measures exist; 

 
• the option of maintaining some limits during a transitional period, until 

the new supervisory system and the new SCR formula have proved their 
worth and supervisors are satisfied that quantitative limits are no longer 
needed as a safety net. 

 
Insurance in which the investment risk is held by the policyholder 
 
3.5  Regarding the insurance contracts where the investment risk is held by the 

policyholders CEIOPS believes that the prudent person principle implies a 
greater freedom of investment than in the case where the investment risk is 
held by the undertaking. This means that all the qualitative requirements on 
investments should apply but there should be no restriction on the type of 
investments and no limits as the investments should be in accordance with 
contractual obligations.  

 
3.6  In order to have a proper application of the prudent person principle the 

policyholder disclosure requirement of these products should be higher than 
in traditional insurance. 

 
3.7  In cases where the contracts include a guarantee of investment 

performance or some other guaranteed benefit, the corresponding 
additional technical provisions and SCR shall be subject to the provisions 
described in section 4 of this document. 
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Section 4 
 

What could the “plus” comprise for direct insurers?  
 
Starting point 
 
4.1  The current developments under Pillar I provide a good starting point when 

assessing whether limits would be necessary in the new risk based solvency 
system. 

 
Basic principles 
 
Scope of Application of the Safety Net 
 
4.2  The insurance directives currently apply investment rules only on assets 

covering technical provisions. CEIOPS recommends that, in principle, any 
limits be applied to investments covering technical provisions and the SCR, 
although there may be a need for some exceptions for some types of 
business7.  

 
4.3  If risks are only partially (not sufficiently) covered by the SCR calculation, 

any Pillar II measure should take the result of the SCR calculation into 
consideration in order to prevent double counting of risks. 

 
Risks not adequately captured by the SCR (standard formula/internal model) 
 
4.4  In the process of building the SCR standard formula/internal model CEIOPS 

identified certain areas which the standard formula/internal model might 
not be able to capture adequately. Pillar II areas identified are: 

 
• Concentration risk; 
 
• Liquidity risk; 

 
• Complex relationships between different risks; 

 
• Undertaking-specific risk characteristics of liabilities not captured by the 

SCR calculation; 
 

• Undertaking-specific risk characteristics of assets not captured by the 
SCR calculation; 

 
• Non-linearity not captured by the SCR calculation. 

 
The following section will present the concepts discussed by CEIOPS in order 
to conclude in which way to deal with it and whether safety measures used 
in the current Insurance Directives might be necessary in a changed or 
unchanged way, or whether they could be abandoned at all. 

 

                                                 
7  CEIOPS-DOC-03/05, Answers to the European Commission on the ‘first wave’ of Calls for Advice in the framework 

of the Solvency II project, para. 106 
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A. Limits – narrower context 
 
Concentration Risk 
 
4.5  CEIOPS identified six different characteristics in which this risk can arise: 
 

• Too much invested in a single company; 
 
• Too much invested in the same group; 

 
• Too much invested in a single asset; 

 
• Too much invested in companies of the same industry; 

 
• Too much invested in companies of the same geographic area; 
 

4.6  A concentration risk model is being developed for the SCR calculation. At 
the moment it will probably capture the concentration risk in one single 
company and the concentration risk in one single group, but it is not quite 
sure if it will also capture the concentration risk in one single asset (e.g. 
property). Also the model is at a preliminary stage. It has not been tested 
out in QIS2. It must be tested in QIS38.  

 
4.7  In its current stage the concentration risk model foresees a capital charge 

for the part of the exposure to a single issuer that exceeds x% of total 
investment. Quantitative limits can work under certain circumstances as an 
incentive for companies to invest up to the limit. The approach currently 
taken under the SCR calculation may therefore be an incentive for insurers 
to invest up to the 5 % limit. 

 
4.8  As for some jurisdictions, concentrations up to the limit are unlikely because 

of the impact of the qualitative tools used for limiting the concentration risk, 
the x% limit could be envisaged, as it apparently is only relevant in a 
number of jurisdictions with a particular market structure. 

 
4.9  In most currency zones investments up to a x% limit will not be in line with 

the principle of prudence and therefore the x% limit will probably be too 
high. However, there are within the European Economic Area currency 
zones where a x% limit will be, given the limited investment opportunities, 
probably too low a figure. 

 
4.10  The concentration risk model, which has still to be tested under QIS3, 

calculates the capital charge for concentration risk. In addition it is an 
important part of risk management that companies should consider for 
themselves how to manage their concentration risk, including risk based 
internal limit-setting processes. Supervisory authorities will develop the 
Supervisory Review Process under Pillar II to assess insurers’ concentration 
risk management policies and procedures. 

 
4.11  Supervisory authorities rather than Member States, should be given the 

power to set limits, impose requirements on the management and control of 

                                                 
8  For further details, see CEIOPS-CP-09/06, Consultation Paper on further Pillar I issues, available at: 

http://www.ceiops.org/content/view/14/18/. 
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concentration risks, or apply capital add-ons to mitigate concentration risks 
on a case-by-case basis, where the company has not satisfied qualitative 
standards to be established by CEIOPS with the aim of ensuring 
harmonisation between supervisory authorities. 

 
4.12  Ultimately this approach is expected to be sufficient in a risk-based 

Solvency II system without the imposition of standardised limits on all 
companies. However, Member States should be allowed the option to 
introduce the following general concentration limits for a transitional period 
of a maximum five years: 

 
• 10% of the company’s SCR and gross technical provisions in any one 

piece of land or building, or a number of pieces of land or buildings close 
enough to each other to be considered effectively as one investment; 
(only if the Pillar I test results confirm that this concentration is not 
captured); 

 
• X% (see para. 5.198 and especially footnote 99 to be related to the 

percentages mentioned in CP 209) of the company’s SCR and gross 
technical provisions in one single issuer (except government bonds and 
similar to be determined). 

 
• With respect to alternative investments (hedge funds, private equity 

funds, currency overlays, etc.) and structured products which are linked 
to alternative investments:  

 
• The value to be considered per alternative investments as a whole 

may not exceed 10% of the company’s SCR and gross technical 
provisions. 

 
• The value to be considered per single fund may not exceed 1% of the 

company’s SCR and gross technical provisions; 
 

• The value to be considered per fund of funds construction may not 
exceed 5% of a company’s SCR and gross technical provisions10 

 
4.13  Whether or not Member States exercise their option to introduce general 

limits, the supervisory authorities should have in place from the first year of 
implementation, qualitative standards against which the concentration risk 
management of insurers should be assessed.  

 
4.14  If Member States do exercise the option they can abolish the limits at any 

time. With the prior consent of the supervisory authority on a case-by-case 
basis, all limits could be breached, where the company demonstrates that it 
fulfils all quantitative and qualitative requirements. 

 
4.15  At the end of the transitional period the discussion about setting limits 

should be reopened in order to assess whether the limits are still needed or 
should be abolished. If the standard formula and the qualitative 

                                                 
9  CEIOPS-CP-09/06, Consultation Paper on further Pillar I issues, available at: 

http://www.ceiops.org/content/view/14/18/. 
 
10  See additional regulation in addition to the Swiss Solvency Test. 
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requirements are assessed as working, the option to impose standardised 
limits on all companies will lapse. 

 
4.16  CEIOPS believes that all the other types of concentration should be dealt 

within the practical application of the prudent person principle and the 
Supervisory Review Process.  

 
Liquidity risk  
 
4.17  As already stated liquidity risk is not covered by the SCR standard formula. 

However the qualitative requirements on the investments clearly assure 
that the company should take into consideration the liquidity risk. In 
addition it is an important part of risk management that companies should 
consider for themselves how to manage their liquidity risk, including having 
a liquidity contingency plan and liquidity stress testing (see para. 9.145 of 
CP 711) taking into account the structure of the liabilities and the assets as 
well as the liquidity management tools (e.g. risk based internal limit-setting 
processes) in place. 

 
4.18  Supervisory authorities rather than Member States should be given the 

power to set limits or impose other requirements on the management and 
control of liquidity risks on a case by case basis where the company has not 
satisfied qualitative standards to be established by CEIOPS with the aim of 
ensuring harmonisation between supervisory authorities. 

 
4.19  Ultimately this approach is expected to be sufficient in a risk based 

Solvency II system without the imposition of standardised limits on all 
companies. However, Member States should be allowed the option to 
introduce the following general liquidity limit for a transitional period of a 
maximum five years: 

 
• 10 % of the company’s SCR and gross technical provisions in shares, 

other securities treated as shares and debt securities which are not 
admitted to trading on a regulated market or are admitted in a market 
with very low liquidity.  

 
4.20  Whether or not Member States exercise the option to introduce this general 

limit, the supervisory authorities should have in place from the first year of 
implementation, qualitative standards against which the liquidity risk 
management of insurers should be assessed.  

 
4.21  If Member States do exercise the option they can abolish the limit at any 

time. With the prior consent of the supervisory authority on a case-by-case 
basis, the limit could be breached, where the company demonstrates that it 
fulfils all qualitative requirements. 

 
4.22  At the end of the transitional period the discussion about setting limits 

should be reopened in order to assess whether the limit is still needed or 
should be abolished. If the qualitative requirements are assessed as 
working, the option to impose standardised limits on all companies will 
lapse. 

 
                                                 
11  CEIOPS’ answer to the second wave of calls for advice, available at: 

http://www.ceiops.org/content/view/14/18/#CP7 . 
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B. Limits – broader context 
 
4.23  CEIOPS agrees that limits on concentration and liquidity risk should rather 

be considered in a broader frame than in the aforementioned narrower 
context. CEIOPS therefore decided to link the concept of technical 
provisions to limits on assets. All in all, the new framework should be 
viewed as a totality:   

 
4.24  Being a corner stone of technical provisions the best estimate must be 

based on a reliable actuarial method. More work should be dedicated to 
define harmonized criteria in close cooperating with the Groupe Consultative 
on level 3. Whenever there is more that one reliable and relevant actuarial 
method for the portfolio to calculate the best estimate the one with the 
highest result shall be retained allowing also for non-life discounting 
together with claims specific inflation figures. In the absence of relevant 
statistical observations actuarial methods can be completed by a case by 
case approach as a proxy for the best estimate valuation. 

 
4.25  For hedgeable risks market consistent values should be based on deep 

liquid and transparent markets. At the same time the risk of fluctuation of 
market prices of hedges is to be reflected in the SCR. Again CEIOPS has to 
dedicate more level 3 work on the definition of deep liquid and transparent 
markets in close cooperation with the other level 3 committees taking into 
account the evolving nature of capital markets. 

 
4.26  For non-hedgeable risks the cost of capital approach should be used12 under 

certain preconditions to be defined in the Framework Directive. 
 
4.27  Reflecting existing market uncertainties the cost of capital must consist of a 

conservative market value margin that meets the objectives either to 
transfer the portfolio to a third party or to recapitalize the company to 
ensure a proper run-off scenario by the original undertaking. 

 
4.28  The calibration of a conservative market value margin must not be left to 

the discretion of undertakings but key parameters and assumptions should 
be prescribed by supervisors on level 3 using historical volatilities in credit 
spreads for a BBB rating (corresponding to a 99,5 % confidence level) or 
applying current credit spreads for BBB but adding a stress scenario to also 
be developed on level 3. 

 
4.29  From a procedural as well as legal point of view supervisors must be in a 

position to quality check the method and level of technical provisions at any 
time. That is why the burden of proof should be with the company to defend 
its technical provisions. In addition to that supervisors should have the 
power to strengthen provisions on demand as part of the future pillar II tool 
kit. 

 
4.30  The concept of technical provisions may also be linked with some limits on 

assets. While the SCR is not reflecting concentration risks CEIOPS supports 
to define concentration and liquidity limits (e.g. for concentration risk:10 % 
or less of the company’s SCR and gross technical provisions in any piece of 
land or building, X% (depending on the percentage chosen by Pillar I) of the 

                                                 
12  For long tail non-life business further analysis is needed.  
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company’s SCR and gross technical provisions in one single issuer, 1 % 
single hedge fund limit, 5 % fund of funds concentration, 10% per 
alternative investments as a whole; for liquidity risk: 10% of the company’s 
SCR and gross technical provisions in shares, other securities treated as 
shares and debt securities which are not admitted to trading on a regulated 
market or are admitted in a market with very low liquidity) for a transitional 
period of time (5 years followed by revision clause).  

 
Non-linearity risk: new financial instruments / derivatives 
 
4.31  A risk measure considered in the SCR may provide a misleading measure of 

the risk, in the case of derivatives not proportional to the value of the 
underlying assets. 

 
4.32  This non-linearity may not be covered by the SCR and the fact that the 

derivatives and similar financial instruments may have a leverage effect 
that could lead to a higher risk if not dealt within a prudent person principle. 
Companies should assess the extent to which they are exposed to non 
linear risk and develop an appropriate risk based approach to measure such 
risk and quantifying the amount of capital needed to cover it and/or the use 
of other mitigation techniques. The adequacy of this assessment will be 
reviewed under the Supervisory Review Process. 

 
Undertaking-specific risk characteristics of assets (and liabilities) 
 
4.33  It is recognised that specific risk characteristics of assets and liabilities 

cannot be covered by a standard formula. However, CEIOPS believes that 
these specific characteristics, including complex relationships between 
different risks, should not also be tackled by the imposition of quantitative 
limits.  

 
4.34  CEIOPS believes that the qualitative requirements at a first step and the 

power to require a company to develop an internal model, are the 
appropriate tools to deal with these risks. 

 
Standard Formula/Internal Model 
 
4.35  CEIOPS recommends that, in principle, the same limits should apply to 

investments covering technical provisions and the SCR, regardless of 
whether the SCR is calculated using the standard formula, partial internal 
models or full internal models13. However, if a particular approved internal 
model (partial or full) is considered by the supervisor as adequate to 
capture a type of risk for which safety measures exist (e.g. limits), the 
requirement for complying with such safety measure may be waived or 
changed to less restrictive terms by the supervisor, reflecting the 
improvement on the risk capture. 

                                                 
13  CEIOPS-DOC-03/05, para. 106. 
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CEIOPS’ Advice 
 
Applicable to direct insurers 
 
What could be included in the plus of the “prudent person plus” approach? 
 
4.36  The “plus” should cover the risks which will not be sufficiently captured in 

the SCR formula. It comprises qualitative requirements and quantitative 
limits which function as a safety net. 

 
4.37  If risks are only partially (not sufficiently) covered by Pillar I any Pillar II 

measure should take the Pillar I result into consideration in order to 
prevent double counting. 

 
Standard Formula/Internal Model 
 
4.38  Any general limits should be applied regardless of whether the SCR is 

calculated using the standard formula, partial internal models or full 
internal models14. However, if an internal model takes sufficiently into 
account the risk associated with some assets and/or some categories of 
assets, the corresponding rule could be waived totally or partially, on a 
case-by-case basis. 

 
Insurance in which the investment risk is held by the policyholder 
 
4.39  CEIOPS considers that in this case the prudent person principle implies a 

greater freedom of investment than in the case where the investment risk 
is held by the undertaking. This means that all the qualitative 
requirements on investments should apply but there should be no 
restriction on the type of investments and no limits as the investments 
should be in accordance with contractual obligations. 

 
4.40  In cases where the contracts include a guarantee of investment 

performance or some other guaranteed benefit, the corresponding 
additional technical provisions and the SCR shall be subject to the 
provisions described in chapter 4 of this document. 

 
Proposal for a minimum set on investment limits (the “plus”) 
 
4.41  CEIOPS agrees that limits on concentration and liquidity risk should be 

considered in a broader frame. CEIOPS therefore decided to link the 
concept of technical provisions to the safety measures. All in all, the new 
framework should be viewed as a totality. In this light, the concept of 
technical provisions may also be linked with some limits on assets. 

 
4.42  Therefore the broader context of limits recommended in paras. 4.23 – 4.30 

applies. 
 
Concentration Risk 
 
4.43  The concentration risk model which has still to be tested under Pillar I 

calculates the capital charge for concentration risk. In addition it is an 

                                                 
14  CEIOPS-DOC-03/05, para. 106 



 

 19 

important part of risk management that companies should consider for 
themselves how to manage their concentration risk, including risk based 
internal limit-setting processes. Supervisory authorities will develop the 
Supervisory Review Process under Pillar II to assess insurers’ 
concentration risk management policies and procedures.  

 
Liquidity Risk 
 
4.44 As already stated by CEIOPS liquidity risk is not covered by the SCR 

standard formula. However, the qualitative requirements on the 
investments clearly assure that the company should take into 
consideration the liquidity risk, see CEIOPS’ Answer to the first wave of 
CfAs, paras. 98 – 10315.   

 
Non-linearity risk: new financial instruments / derivatives 
 
4.45 A risk measure considered in the SCR may provide a misleading measure 

of the risk, in the case of derivatives not proportional to the value of the 
underlying assets. 

 
4.46  This non-linearity may not be covered by the SCR and the fact that the 

derivatives and similar financial instruments may have a leverage effect 
that could lead to a higher risk if not dealt within a prudent person 
principle. Companies should assess the extent to which they are exposed 
to non-linear risk and develop an appropriate risk based approach to 
measure such risk and quantifying the amount of capital needed to cover it 
and/or the use of other mitigation techniques. The adequacy of this 
assessment will be reviewed under the Supervisory Review Process. 

  
Undertaking-specific risk characteristics of assets (and liabilities)  
 
4.47  It is recognised that specific risk characteristics of assets and liabilities 

cannot be covered by a standard formula. However, CEIOPS believes that 
these specific characteristics, including complex relationships between 
different risks, should not be dealt with by the imposition of quantitative 
limits.  

 
4.48  CEIOPS believes that the qualitative requirements at a first step and the 

power to require a company to develop an internal model are the 
appropriate tools to deal with these risks. 

                                                                                                                                                                  
15  Available at: http://www.ceiops.org/content/view/14/18/#cp4. 
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Section 5 
 

How should reinsurers be treated? 
 

Background: current situation  
 
5.1  While it might be assumed that most professional reinsurers will be on an 

internal model approach, the standard formula may be needed for direct 
insurers who write some reinsurance and for those professional reinsurers 
whose internal models do not meet the criteria for recognition (see chapter 
10 of Consultation Paper 20 on further Pillar I issues16 ). The following 
reflections assume that the standard formula can also be applied to 
reinsurers. CEIOPS notes that reinsurers will also be allowed to use internal 
models. 

 
5.2  With the adoption of the Reinsurance Directive 2006/68/EC in 2005 

European regulation on the management of assets covering technical 
provisions have been introduced in the reinsurance sector17. They comprise 
a set of principles which can be referred to as prudent person rules as they 
describe qualitative requirements on the asset management. In addition to 
that a Member States option exists which allows introducing up to three 
additional quantitative limits on asset concentration and diversification if the 
application seems appropriate under a prudential point of view. 

 
Shall the rules for direct and reinsurers be harmonised under Solvency II? 
 
5.3  The European Commission states that “Solvency II should take due account 

of the particularities of reinsurance undertakings” 18. Furthermore “the aim 
to attain an appropriate level of harmonisation that is at the same time 
higher than the present one should be reflected by solvency rules which do 
not need additional requirements. The new solvency system should provide 
for uniform application ….”19 

 
5.4  Considering these statements it can be concluded that the rules concerning 

the management of, and the limits on, assets do not necessarily need to be 
equal in the direct insurance and reinsurance.  

 
5.5  Insurance investment activities and their impact on policyholders’ rights, 

especially for life insurance contracts, present essential differences from 
those genuine of reinsurance activities. In the case of reinsurance activities, 
it is also obvious that the relationship between reinsurer and reinsured 
entities are quite different from the relation between a direct insurer and an 
individual. The balances of a reinsurance treaty are not directly dependant 
on the investment the reinsurer maintains. 

 
5.6  Summarising one can state that direct insurance, coming from a system 

relying on a great number of quantitative limits and aiming at a high degree 

                                                 
16  Available at: http://www.ceiops.org/content/view/14/18/. 
 
17  Article 34, Directive 2005/68/EC of the European Parliament and of the Council of 16 November 2005 on 

reinsurance amending Council Directives 73/239/EEC, 92/49/EEC as well as Directives 98/78/EC and 2002/83/EC 
 
18  cp. para 15, MARKT/2515/06, Amended Framework for Consultation on Solvency II. 
 
19  cp. para 8, MARKT/2515/06, Amended Framework for Consultation on Solvency II.  
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of policyholder protection, undergoes evolution by moving to the prudent 
person plus approach. Whereas reinsurance could only undergo evolution by 
abandoning the options currently included in the reinsurance Directive. 

 
Shall the requirements on asset management for reinsurers be changed? 
 
5.7  CEIOPS believes that its advice for direct insurers achieves a high level of 

harmonization with the Reinsurance Directive.  
 
5.8  In order to achieve full harmonization, the option included in the 

Reinsurance Directive must be reviewed in the same timeframe as proposed 
for direct insurers.  

 
CEIOPS’ Advice 

 
Limits on assets for reinsurers 
 
Shall the rules for direct and reinsurers be harmonised under Solvency II? 
 
5.9  Direct insurance, coming from a system relying on a large number of 

quantitative limits and aiming at a high degree of policyholder protection, 
undergoes evolution by moving to the prudent person plus approach. 
Whereas reinsurance could only undergo evolution by abandoning the 
options currently included in the reinsurance Directive. 

 
Shall the requirements on asset management for reinsurers be changed? 
 
5.10  CEIOPS believes that its advice for direct insurers achieves a high level of 

harmonization with the current reinsurance Directive. 
 
5.11  In order to achieve full harmonization, the option included in the 

Reinsurance Directive must be reviewed in the same timeframe as 
proposed for direct insurers. 

 
 


