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Brussels, 12.07.2010

Working document EIOPC/SEG/IM42/2010, 
DRAFT COMMISSION DOCUMENT ON 
RULES RELATING TO THE COUNTERPARTY DEFAULT RISK MODULE OF THE STANDARD FORMULA UNDER THE SOLVENCY II DIRECTIVE 2009/138/EC

Important note: This document is a working document of the Commission services for discussion. 

It does not purport to represent or pre-judge the formal proposals of the Commission
Having regard to the Treaty (…),

Having regard to the Directive 2009/138/EC (…), and in particular Article 111 thereof,

Whereas:

(1) The counterparty default risk module of the Solvency Capital Requirement calculated with the standard formula should be based on the assumption that, for exposures that may be diversified and where the counterparty is likely to be rated (type 1 exposures), counterparties which do not belong to the same group are independent.

(2) The counterparty default risk module of the Solvency Capital Requirement calculated with the standard formula should be based on the assumption that in case of default of a counterparty the insurance or reinsurance undertaking directly liquidates or retains the assets that are held as collateral on the corresponding exposures before pursuing other remedies.

TITLE S

INSURANCE AND REINSURANCE UNDERTAKINGS

CHAPTER SCR

RULES RELATING TO THE SOLVENCY CAPITAL REQUIREMENT STANDARD FORMULA

SECTION XX

COUNTERPARTY DEFAULT RISK MODULE 

SUBSECTION GP
General provisions
Article CDR1

(Art. 105(6) of Directive 2009/138/EC)

Scope
1. The capital requirement for counterparty default risk shall be equal to the following: 
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where SCRdef denotes the capital requirement for counterparty default risk, SCRdef,1 denotes the capital requirement for counterparty default risk on type 1 exposures as referred to in paragraph 2, SCRdef,2 denotes the capital requirement for counterparty default risk on type 2 exposures as referred to in paragraph 3.
2. Type 1 exposures are exposures in relation to:

(a) Risk mitigation contracts including reinsurance arrangements, securitisations and derivatives; 

(b) Cash at bank; 

(c) Deposits with ceding undertakings, where the number of single name exposures is less than 15;
(d) Unpaid equity instruments, unpaid subordinated liabilities, unpaid initial funds, members' contributions or the equivalent basic own-fund item for mutual and mutual-type undertakings, guarantees, letters of credit, any future claims which mutual or mutual-type associations may have against their members by way of a call for supplementary contributions, as well as any other commitments received by the insurance or reinsurance undertaking which have been called up but are unpaid, where the number of single name exposures is less than 15; and

(e) commitments which the undertaking has provided and which depend on the credit standing of a counterparty including guarantees, letters of credit, letters of comfort which the undertaking has provided.

3. Type 2 exposures are all credit exposures which are not covered in the spread risk sub-module and which are not type 1 exposures, including:

(a) Receivables from intermediaries; 

(b) Policy holder debtors, including mortgage loans; 

(c) Deposits with ceding undertakings, where the number of single name exposures is greater than 15; and 

(d) Unpaid equity instruments, unpaid subordinated liabilities, unpaid initial funds, members' contributions or the equivalent basic own-fund item for mutual and mutual-type undertakings, guarantees, letters of credit, any future claims which mutual or mutual-type associations may have against their members by way of a call for supplementary contributionswhich have been called up but are unpaid where the number of single name exposures is greater than 15.

4. Insurance and reinsurance undertakings may consider all exposures referred to in points (c) and (d) of paragraph 3 as type 1 exposures, regardless of the number of single name exposures.
5. The counterparty corresponding to an exposure secured by a letter of credit, guarantee or equivalent arrangement that meets the requirements of Articles SCRRM1 to SCRRM8 [of IM25] may be considered as the provider of that letter of credit, guarantee or equivalent arrangement. 

6. The following credit risks shall not be covered in the counterparty default risk module:

(a) the credit risk transferred by a derivative, 

(b) the credit risk on debt issuance of a special purpose vehicle
(c) the underwriting risk of credit insurance as referred to in Class 14 of Annex I of Directive 2009/138/EC.
7. Guarantees provided by a third party to policy holders on insurance contracts shall be treated as derivatives in the counterparty default risk module.
Article CDR2
(Art. 105(6) of Directive 2009/138/EC)

Loss-given-default
8. The loss-given-default on a single name exposure shall be equal to the sum of the loss-given-default of each of the individual exposures to the counterparty. The loss-given-default shall be net of the liabilities towards this single name exposure provided that those liabilities and individual exposures can be set off in case of default of the single name exposure and the requirements of Articles SCRRM1 and SCRRM2 are met.

9. The loss-given-default of a reinsurance arrangement or securitisation shall be equal to the following:
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where LGD denotes the loss-given-default of the reinsurance arrangement or securitisation, Recoverables denotes the best estimate of amounts recoverable from the reinsurance arrangement or securitisation and the corresponding debtors, RMre denotes the risk mitigating effect on underwriting risk of the reinsurance arrangement or securitisation and Collateral denotes the risk-adjusted value of collateralin relation to the reinsurance arrangement or securitisation.

Where the reinsurance arrangement is with a reinsurance undertaking or third country reinsurance undertaking and at least 60% of the assets of this undertaking are held as collateral, the loss-given-default shall be equal to the following:
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10. The loss-given-default of a derivative shall be equal to the following:
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where LGD denotes the loss-given-default of the derivative, MarketValue denotes the value of the derivative according to Article 75 of Directive 2009/138/EC, RMfin denotes the risk mitigating effect on market risk of the derivative and Collateral denotes the risk-adjusted value of collateral in relation to the derivative.

11. The loss-given-default of cash at bank, a deposit with a ceding undertaking, an item listed in Article CDR1(2)(d) , a receivable from an intermediary or policyholder debtor shall be equal to its value according to Article 75 of Directive 2009/138/EC.

12. The loss-given-default of a commitment which the undertaking has provided and which depends on the credit standing of a counterparty such as a guarantee, a letter of credit, a letter of comfort which the undertaking has provided shall be equal to the difference between its nominal value and its value according to Article 75 of Directive 2009/138/EC.

Article CDR3
(Art. 105(6) of Directive 2009/138/EC)

Risk mitigating effect
1. The risk-mitigating effect on underwriting and market risks of a reinsurance arrangement, securitisation, derivative or the assets held as collateral is the difference between the following capital requirements:

(a) the hypothetical capital requirement for underwriting and market risk of the insurance or reinsurance undertaking if the risk mitigation technique did not exist; and 
(b) the capital requirements for underwriting and market risk of the insurance or reinsurance undertaking.

2. The risk-mitigating effect on currency risk of the assets held as collateral  shall be calculated by comparing the currency of the assets held as collateral against the currency of the corresponding exposure.

Article CDR4
(Art. 105(6) of Directive 2009/138/EC)

Risk adjusted value of collateral
1. The risk-adjusted value of a collateral shall be equal to the difference between the value of the assets held as collateral in accordance with Article 75 of Directive 2009/138/EC and the risk mitigating effect on market risk of the assets held as collateral  provided the following requirements are met requirements:

(a) the legal mechanism by which collateral is pledged or transferred should ensure that the insurance or reinsurance undertaking has the right to liquidate or take legal possession of the collateral, in a timely manner, in case of any default event related to the counterparty  ("the counterparty requirement"), and
(b) the legal mechanism by which collateral is pledged or transferred should ensure that the undertaking has the right to liquidate or take possession of the collateral, in a timely manner, in case of any default event related to a third party holding the collateral ("the third party requirement"). 

2. Where the requirement (a) of paragraph 1 is met but the requirement (b) of paragraph 1 is not met, the risk-adjusted value of a collateral shall be equal to 90% of the difference between the value of the assets held as collateral according to Article 75 of Directive 2009/138/EC and the risk mitigating effect on market risk of the assets held as collateral.
3. Where the requirement (a) of paragraph 1 is not met or the requirements in SCRRM7 are not met, the risk-adjusted value of a collateral shall be nil. 
Article CDR5
(Art. 105(6) of Directive 2009/138/EC)

Other risk-mitigation techniques
1.  Segregated assets that meet the requirements of Article SCRRM8 [of IM25] shall be treated in the same manner as assets held as collateral for the purposes of calculating the counterparty default risk module.
Article CDR6
(Art. 105(6) of Directive 2009/138/EC)

Probability of default
13. Single name exposures for which a credit assessment by a nominated ECAI is available shall be assigned a probability of default according to the following table in accordance with the assignment by the supervisory authorities of the credit assessments of eligible ECAIs to seven steps in a credit quality assessment scale.

	Credit quality step
	1A
	1B
	2
	3
	4
	5
	6

	Probability of default PDi
	0.002%
	0.01%
	0.05%
	0.24%
	1.20%
	6.04%
	30.41%


14. Single name exposures for which such a credit assessment is not available and which are insurance or reinsurance undertakings shall be assigned a probability of default according to the following table in accordance with their last available solvency ratio:

	Solvency ratio
	>200%
	]175%,200%]
	]150%,175%]
	]125%,150%]

	Probability of default PDi
	0.025%
	0.050%
	0.1%
	0.2%


	Solvency ratio
	]100%,125%]
	]90%,100%]
	]80%,90%]
	≤80%

	Probability of default PDi
	0.5%
	1%
	2%
	10%


15. Notwithstanding paragraph 2, single name exposures which are insurance or reinsurance undertakings and which do not meet their Minimum Capital Requirement shall be assigned a probability of default of 30%.

16. Single name exposures for which a credit assessment by a nominated ECAI is not available, which are third country insurance or reinsurance undertakings, situated in a country whose solvency regime is deemed to be equivalent to that laid down in Directive 2009/138/EC in accordance with Articles 172 or 227 of Directive 2009/138/EC and which comply with the solvency requirements of those equivalent third-countries, shall be assigned a probability of default of 0.5%. 

17. Single name exposures for which a credit assessment by a nominated ECAI is not available, which are credit institutions and financial institutions within the meaning of Article 4(1) and (5) of Directive 2006/48/EC and which meet the requirements of Directive 2006/48/EC shall be assigned a probability of default of 0.24%.

18. Single name exposures other than those identified in paragraphs 1 to 5 shall be assigned a probability of default of 10%.

19. The solvency ratio referred to in paragraph 2 is the ratio of eligible own funds to the Solvency Capital Requirement.

20. The probability of default on a single name exposure shall be equal to the average of the probabilities of default of the individual exposures to the counterparty, weighted by the loss-given-default in respect of that exposure to that counterparty.

21. The probability of default on an exposure secured by a letter of credit, guarantee or equivalent arrangement that meets the requirements of Articles SCRRM1 to SCRRM8 [of IM25] shall be equal to the probability of default of the provider of that letter of credit, guarantee or equivalent arrangement. 
22. Notwithstanding paragraphs 1 to 9, the probability of default of a single name exposure shall never be higher than 4.175%.
23. Notwithstanding paragraphs 1 to 10, the probability of default on receivables from intermediaries which are due for more than 3 months shall be equal to 90% and the probability of default on other type 2 exposures shall be equal to 15%.
SUBSECTION T1

Type 1 exposures

Article CDR7
(Art. 105(6) of Directive 2009/138/EC)

Type 1 exposures
1. Where the standard deviation of the loss distribution of type 1 exposures is lower than 7.5% of the total losses given default on all type 1 exposures, the capital requirement for counterparty default risk on type 1 exposures shall be equal to the following:
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where SCRdef,1 denotes the capital requirement for counterparty default risk on type 1 exposures and σ denotes the standard deviation of the loss distribution of type 1 exposures.

2. Where the standard deviation of the loss distribution of type 1 exposures is higher than 7.5% of the total losses given default on all type 1 exposures and lower than 20% of the total losses given default on all type 1 exposures, the capital requirement for counterparty default risk on type 1 exposures shall be equal to the following:
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where SCRdef,1 denotes the capital requirement for counterparty default risk on type 1 exposures and σ denotes the standard deviation of the loss distribution of type 1 exposures.

3. Where the standard deviation of the loss distribution of type 1 exposures is higher than 20% of the total losses given default on all type 1 exposures, the capital requirement for counterparty default risk on type 1 exposures shall be equal to the total losses given default on all type 1 exposures.

4. The standard deviation of the loss distribution of type 1 exposures shall be equal to the following:
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where σ denotes the standard deviation of the loss distribution of type 1 exposures and V denotes the variance of the loss distribution of type 1 exposures as referred to in Article CDR3.

Article CDR8
(Art. 105(6) of Directive 2009/138/EC)

Variance of the loss distribution of type 1 exposures
1. The variance of the loss distribution of type 1 exposures as referred to in paragraph 4 of Article CDR7 shall be equal to the sum of the following:
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where 
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 denotes the variance of the loss distribution of type 1 exposures distributed by probabilities of default of the corresponding counterparties, LGDPDj and LGDPDk denotes the total losses given default on all type 1 exposures from counterparties bearing a probability of default PDj and PDk respectively and where the sum denotes all possible pairs (j,k) of probabilities of default of counterparties corresponding to type 1 exposures.
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where 
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 denotes the variance of the loss distribution of type 1 exposures from counterparties having the same probabilities of default, 
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denotes the loss-given-default on the type 1 exposures from the counterparty i bearing a probability of default PDj and where the sum on i denotes all independent counterparties and the sum on j denotes all possible probabilities of default of counterparties corresponding to type 1 exposures.

SUBSECTION T2

Type 2 exposures

Article CDR9
(Art. 105(6) of Directive 2009/138/EC)

Type 2 exposures
24. The capital requirement for counterparty default risk on type 2 exposures shall be equal to the loss in the basic own funds that would result from an instantaneous decrease in value of the type 2 exposures of an amount equal to the product of the losses-given-default and the probabilities of default of the type 2 exposures.
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