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1.
Background / Introduction

Calibration plays a key role within a risk based economic approach. Under Solvency II, companies will need to analyse their experience in order to help determine the best estimate liability and associated capital requirements.

In addition, calibration is necessary for the Standard Approach in order to obtain a parameterisation of the models, factors or scenarios used in order that the risk figures shown reflect adequately the characteristics of the business. 

The importance of calibration has been raised by the industry in the past notably in the correspondence between the President of the CEA and Chairman of CEIOPS
 and in CEA’s “Calibrating the Standard Approach” paper
.
The QIS 4 Draft Technical Specifications raised again a number of areas of concern in relation to the calibration. These are also partly described in the CEA QIS 4 Technical Specifications 
 comments.

On January 31, CEIOPS issued a QIS4 background document regarding calibration of the SCR and MCR. The main two objectives of CEIOPS background paper on calibration was to: 

(1) Provide an overview of the calibration of the SCR risk modules in QIS4 compared to QIS3 and 

(2) Explain the MCR calibration of the linear approach. 

CEA has already provided its views on the linear approach to the MCR in our response dated February 15 2008 to the EU Commission’s Draft Call for Advice on QIS4 and in our joint letter with the CRO Forum to Commissioner Charlie McCreevy dated 25 January 2008 and as such our comments herein focus on the calibration of the SCR risk modules.

It is also important to note that the comments in this document should be considered in the context of our other publications (see the Appendix). As such, the partial rejection of elements of our comments may affect the remainder of our comments.

In addition, these are CEA’s views at the current stage of the project. As our work develops, these views may evolve depending in particular, on other elements of the framework which are not yet fixed. 

2.
General Comments

We have the following general comments regarding the Document:

· While the Document provides valuable information regarding certain data sources used, it is sometimes difficult to identify the relevant data elements used and the steps taken to derive the QIS4 calibration levels.
· Certain data sets identified appeared to be unrepresentative of the market as a whole and we therefore feel that additional work is required to produce calibrations that are applicable to the majority of the industry.
· In certain instances, the Document confirms items that are already in the Technical Specifications but does not provide any additional background information. We recommend provision of rationale for the items.

3.
Specific Comments

(Our comments are not exhaustive as we have already addressed certain issues in our comments submitted to the EC as part of the Consultation on QIS4, but we address certain specific topics in the Document.)
Life Underwriting Risk – Longevity Risk

The CEA notes that the older a life is the less time they are likely to have to benefit from any medical advances that might arise and help improve longevity rates. A longevity stress that is a simple flat reduction in mortality rates does not directly recognise this.  This and the average age of companies' annuity portfolio therefore need to be taken into account when determining an appropriate longevity stress. The CEA would welcome CEIOPS disclosing how they allowed for these considerations as neither the QIS4 nor the QIS3 calibration documents explain this.
Non Life Underwriting Risk

Number of historic years - The document refers to the “Work Group report on Best Estimate in Non-Life Insurance” published by ACAM on November 21 2007 to explain how the maximum number of historic years limitations were obtained. 
However, we would appreciate clarification on the following aspects:
· How the average duration per LoB is estimated.
· Why there is a limitation to the number of historic years that can be considered.
· Why the first three years after start up of a business should not be taken into account.

Line of Business standard deviations
Given the significant impact on capital requirements, this is probably one of the most critical points of calibration. We would appreciate additional clarification about how the standard deviation was obtained for each LoB. For example, we do not know what data was used or what time horizon for development of NL claims was considered.
The factors used within the SCR non-life underwriting risk module were adjusted to reflect the relative and overall riskiness of different lines of business. Reference is made to the QIS3 calibration of premium risk in the German market; however, the QIS3 calibration paper reflects only 7 classifications for LoB – while the Technical Specifications contain 12 LoBs.
Geographical Diversification

The Document confirms that the Herfindahl index is used. We would appreciate an explanation of the rationale for the choice of the Herfindahl index.
The Document confirms the statement from the Technical Specifications that “credit and suretyship and miscellaneous” are excluded from geographical diversification but gives no background rationale.
We take it  that the rationale for capping diversification benefits at 25% is based on limited data and that once more extensive data is available the cap could be altered, i.e. there is not a specific economic rationale for the cap.
NL Cat Layer 1
The NL U/W risk sub-module seems to include CAT risk for Accident & Health LOB’s which are not included in the NL U/W risk module (please see TS.XIII.C.6). The inclusion of CAT risk of these LOB’s in the NL U/W risk module seems inconsistent with the overall structure of the SCR for QIS 4. To make the approach adopted for the QIS 4 SCR consistent, these NL CAT risk charges should either be removed or transferred to the Health U/W risk module.
Health Underwriting Risk
Regarding the proposed correlation of 25% between health and non-life, we are of the opinion that the factor is not applicable in cases such as health insurance in the Netherlands. (There is no correlation assumed between Dutch health insurance Lines of Business within Non-Life. There should be a correlation between Dutch health insurance and workman's compensation, but this could easily be negative, because one could substitute the other in certain instances.) 

Accident & Health Short Term

For Dutch health insurance, reference should be made to the local study “IBMG” which is performed under the guidance of the Dutch Central Bank. In this study, parameters are benchmarked against empirical studies.
Market Risk – Concentration Risk
To avoid double-counting in the capital charge for market concentration risk, the following items should be excluded from the scope of the calculation:

1. Investments subject to Council Directive 85/611/EEC regarding undertakings for collective investment in transferable securities (UCITS). TS.IX.G.9 provides for a look-through treatment of such investments. UCITS by definition operate on a principle of risk-spreading and are subject to European regulations to ensure this occurs. 

2. Deposits with credit institutions headquartered in the EEA and governed by Directive 2006/48/EC (the Capital Requirements Directive dated June 14 2006). Such institutions are already subject to European regulation of solvency. 

Counterparty Default Risk
In certain transactions counterparties post collateral. Examples of such transactions include a reinsurer depositing back to the company the premium it receives and ISDA arrangements on derivatives requiring mark-to-market posting of collateral. In such circumstances, the calculation of LGD should reflect the presence of pledged collateral,  which in the event of default becomes available to assist in fulfilment of contractual obligations.
Depending on the form and nature of the collateral its value might be subject to risk, e.g. financial market risk. If these risks are well captured in other parts of the solvency assessment (e.g. market risk charge for collateralised assets), the CEA strongly recommends that collateral amounts are excluded from the assessment of the financial loss to the company in the event of default. For both reinsurance and derivative contracts the loss given default should be defined as:
LGD = (1 – recovery rate) * {(Recoverables / market value – collateral) + SCRGROSS - SCRNET}
The QIS4 draft technical specifications assume a 50% recovery rate for both reinsurance and derivatives, with Footnote 46 implying that this is supported and explained by referenced S&P and Fitch papers. However, these papers do not contain additional information on this, i.e. an explanation of how the 50% factor was derived from analysis of these papers.

Also, it should be recognised that in many cases collateral is frequently updated and that the amounts posted may be linked to the rating of the counterparty, i.e. a greater proportion of the full economic value needs to be posted as collateral the lower the rating of the counterparty. Companies defaulting have typically seen their ratings downgraded prior to the default (this is what rating agencies are paid to do and what they need to do to maintain their credibility). Such arrangements therefore provide further protection against the financial losses associated with default. A very good example of this is the credit support annex to ISDA agreements on derivatives. These typically require the difference between market value and a collateral threshold (linked to counterparty rating) to be posted as collateral. A pragmatic way of allowing for this would be to increase the assumed recovery rate, e.g. assuming 75% instead of 50%.
MCR Calibration – Non Life Business

Paragraph 3 - The paper claims to have calibrated the factors applied to premiums and reserve to correspond to a 90% 1-year VaR. No explanation on how this was done is provided. The underlying data used for the analysis is not provided.
Paragraph 6 - Results suggest that for some long-tailed business the interplay between MCR and SCR will not allow for an adequate ladder of intervention.

The analysis of calibration of the MCR, based on the onerous results of QIS 3, has set the percentage to 50%. However due to changes proposed in QIS4, the calibration based on the changed factors (as proposed in the draft tech specs of QIS4) is still 50%, which seems inappropriate for some countries (e.g. Dutch Health Insurance).
About CEA

CEA is the European insurance and reinsurance federation. Through its 33 member bodies, the national insurance associations, CEA represents all types of insurance and reinsurance undertakings, e.g. pan-European companies, monoliners, mutuals and SMEs. CEA represents undertakings which account for approximately 94% of total European premium income. Insurance makes a major contribution to Europe’s economic growth and development. European insurers generate premium income of €1,065bn, employ over one million people and invest more than €6,900bn in the economy.
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� This correspondence, dated 21 April 2006 and 8 May 2006, is available on the CEIOPS website (www.ceiops.org).


� ECO7032 


� CEA spreadsheet for comments no QIS4 TS
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