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Actuarial Principles, Risk Management Principles, and Insurance Principles for the Solvency &
Risk Management of Credit Default Swaps (CDS) - Why and How?

Actuaries recognize that there are acute public policy issues around the financial security provided by the CDS
market and there is a need for oversight of the accumulation of risk by the individual counterparties who are
providing financial protection. It is our experience that these issues are similar to the risk protection provided by
insurance in terms of specific capital requirements needed to back-up the contract's promise to pay when the
covered event, default, occurs.

We are not advocating what authorities or entities necessarily need to regulate the CDS market. However, we do
not see how a future CDS market can be expected to avoid collapse in a credit crisis without some form of
effective solvency requirements and risk management oversight. The example provided by insurance regulation,
with its capital requirements, solvency regulation and legislated authority in the event of insolvency is certainly
one that has much to recommend as a sound basis for any financial security system that is designed to protect the
public.

I. Challenge of CDS and Fitting Risk to Appropriate Oversight & Regulation

The failure of entities in the CDS market to provide sufficient backing for their guarantees demonstrates that
increased awareness is needed from market participants and regulators about the implications of the following
crucial distinction:

When does the market function as a price discovery mechanism versus when does the market provide
price guarantees for which specific financial backing, in terms of capital and risk management, is needed
to minimize failures from systemic risk issues?

We think this important distinction will help improve the dialogue on solutions beyond the traditional concern of
debating whether something is insurance or a financial product. The following discussion in this section focuses
on many of the characteristics and similarities that can be seen in the CDS and insurance markets as well as the
diverse “labels” that have been applied:
a. CDS exhibit certain risk characteristics that are similar, with respect to counterparty solvency risk, to

what we observe in certain insurance and financial guarantee products. Typically, CDS represent a

product that more closely resembles forward agreements rather than futures instruments:

o  Over the counter, not exchange transactions

e Heterogeneous, not homogeneous contract terms

e llliquid rather than liquid markets

b. Addressing the solvency issues for the CDS market could be accomplished in a number of ways, but it
seems clear that the current oversight of the CDS market has failed to provide an acceptable level of
financial security to the public. The insurance regulatory model has many characteristics around
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protecting the solvency of the market that could provide an excellent starting point for effective oversight
of the CDS market.

By analogy, insurance carriers (insurance risk “Intermediaries”) assume and cede financial instruments
that behave like illiquid, heterogeneous put contracts. Since Swaps exhibit similar risk characteristics,
Swap Dealers (SWAP intermediaries) create, in effect, similar solvency obligations to the Swap
participant (the “public”). This is of increased importance in the Swap Markets since Swap Dealers,
rather than Swap Brokers, predominate in the Swap distribution system.

c. A typical dictionary definition for insurance states a definition as “coverage by contract whereby one
party undertakes to indemnify or guarantee another against loss by a specified contingency or peril”.
While under commonly understood usage, this may mean that all insurance contracts meet this definition,
it does not mean that all contracts meeting this definition are considered contracts of insurance especially
since we recognize that meeting a generally understood definition of insurance is not meant to take
precedence over a legal definition. Legally, statutes have been drafted to define insurance for the
purposes of the specific regulation. However, state statutes have also addressed other products which are
often considered financial in nature (such as private mortgage insurance, financial guarantee insurance,
and long durational contracts such as home warranty and automobile warranty) and have indicated that
they should be regulated based on the same principles as have been applied to insurance.

d. Pricing for loan defaults and credit downgrades often uses similar approaches to those used for pricing
of insurance products. The “actuarial method” is a common methodology for evaluating credit risk, based
on a frequency/severity method, i.e., the probability of default multiplied by the loss given default.
Actuaries have commonly used such methods to evaluate pricing and reserving for private mortgage
insurance, financial guarantees, warranties and long duration contracts.

I1. Risk Requirements for a Sound Market — There is a long history of actuarial and risk management expertise in
the development of methodologies to address the solvency needs for a market of contracts with significant
solvency risk characteristics. Some examples include:

a. An actuarial methodology based on identifying and quantifying the amount to mature an obligation
plus a risk charge for the guarantee.
b. Recent advances include the application of Conditional Tail Expectation (CTE) combined with

scenario testing to estimate the impact of potential unknown and uncertain risks. This approach
enables an understanding as to what could happen, how it will impact the organization and how the
organization may need to limit risk given a better understanding of those risks. Basel 1l and 1AIS
(banking and insurance regulators) are beginning to advocate such approaches. These approaches
may provide a better understanding of the CDS risks by providing greater detailed quantification
affecting solvency requirements.

C. Stress/sensitivity testing of the assumptions affecting capital adequacy as part of appropriate actuarial,
risk management and insurance regulatory practices.
d. Product design should also be included as a risk management approach for CDS. Just as options have

moved to established exchanges to minimize counterparty risk, CDS may also require future product
design changes.

e. The Asset Valuation Reserve (AVR) concept, developed almost 30 years ago, is an insurance
regulatory requirement that establishes provisions for the credit risk associated with an insurer’s
invested assets.

IV. Additional discussion item - Identifying when a market of financial products needs a financial backstop to
protect the public in the event of an extensive market collapse, and determining whether a solvency
framework, similar to what exists for the insurance market, provides a model to achieve effective protection
for the public.

CDS pricing assumes no arbitrage opportunities and therefore assumes that market pricing reflects current
market conditions. For financial soundness, however, the issue seems to be whether CDS intermediaries
should come under a solvency framework that combines current mark-to-market transparency with longer
term security, including technical elements such as contingency reserves and risk-based capital
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requirements. With a CDS market dominated by Swap intermediaries (dealers), public policy concerns
would suggest the identification of sound solvency frameworks for those intermediaries. Public
confidence in the insurance industry has been achieved through the interaction among legislators,
regulators, insurer management, underwriters, accountants, actuaries, etc. Similar approaches could be
developed to advance the financial soundness of CDS intermediaries.

Summary

A market that takes on the risk of backing a credit default via CDS will need to apply solvency and risk
management principles if there is a need to provide a measure of security to those who depend on such a market
to perform adequately. These principles are well established for the insurance industry and could serve as a
model for the CDS market. Actuaries have been involved for many years in recommending and developing sound
solvency requirements, particularly for insurance markets, to ensure that adequate capital is required and that
sound underwriting, system design and risk management requirements are in place. Should you wish more
information on any of these concepts as you move forward, please feel free to call upon the Risk Management and
Solvency Committee of the American Academy of Actuaries.
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