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Understanding the Aircraft NPl Methodology

An application study

Scope Ratings’ Aircraft Non-Payment Insurance (NPI) methodology was published
as call for comments on 17 January 2020. This document illustrates how the
analytical approach in the proposed methodology can be applied to a hypothetical
transaction. The NPI methodology is used in conjunction with Scope’s Aviation
Finance Rating Methodology.
Example underlying transaction to be insured
Cramsacinaonens |
Airline credit quality B
Aircraft characteristics New widebody, mature phase

Debt characteristics Senior secured loan with 85% loan-to-value (LTV)

Source: Scope.

Insurance consortium (i.e. the portfolio of insurers)

Scope probability of default
Insurer 2 Share of total exposure
strength

Insurer 1 aa 50%
Insurer 2 a+ 25%
Insurer 3 a+ 25%

1 Scope PD strength represents an assumption about the time structure of defaults of an issuer or instrument.
Source: Scope.

Assumption about loss given insurer default

The methodology assumes that the severity of an insurer’s default is 100% (i.e. no partial
payments from the insurer are available in case of default—the most severe possible
assumption).

We encourage market participants and insurance industry representatives to provide
feedback and data that they have available to contradict this assumption during the call-
for-comments period. We are aware that some recovery from a defaulted insurer is likely
because insurers are regulated, have minimum levels of capital and their exposures are
collateralised. However, data on recovery from defaulted insurers in the market are
limited.

Analysis of the example underlying transaction before NPI

We will assume that the result of analysing the underlying transaction with our Aviation
Finance Rating Methodology (AF methodology) would have a quantitative outcome of
BBB- before the NPI protection. The corresponding expected loss is 1.71%. The
expected loss in the AF methodology is calculated by adding all products obtained by
multiplying the probability of default of the contract with the loss given default of the
contract for each of the months in the life of the transaction.

Analysis of the protection provided by non-payment insurance

The NPI methodology calculates the severity reduction that results from the protection
provided by insurers. We assume no protection is available from an insurer if it has
defaulted in the time elapsed from the moment of the analysis to the time of default.

For this, the NPI methodology uses a stressed assumption about the share of the
exposure covered by insurers that would not be protected.
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This stressed assumption is a function of rating level. For testing a ‘B’ category rating, we
use the cumulative mean default rate (DR) of the portfolio of insurers making up the
consortium.

The default rate we consider is rating conditional because the scenarios that would result
in the highest aircraft-value losses will also have the highest probability of insurers
defaulting. In other words, both aircraft values and insurer defaults are expected to
worsen simultaneously during periods of stress.

The expected loss calculated with the AF methodology is further reduced with the
application of the NPI protection. The methodology document shows the following
relationships:

ELrating = ?zl[PD(i) X LGD;‘:‘;ting (")] X LGDrly:tIing @

LGD}ing (D) = DR g (D)

After applying the NPI methodology to the example transaction the quantitative outcome
increases to A+ from the initial value of BBB- before the NPI protection was considered.
The NPI protection therefore contributes with a 5-notch uplift to the transaction. The
expected loss of the transaction decreases to 0.06% from 1.71%.

Sensitivity to airline credit quality

The credit risk of an NPI transaction depends on the credit quality of the airline in the
transaction. Of course, the higher the credit quality of the airline the higher the credit
quality of the NPI transaction because the expected loss would be lower via lower
probability of default on the months of the transaction.

The table below shows how the analysis result after NPI protection. For example, an
airline with a credit quality of BB- in the example transaction, would result in AA a
quantitative result considering the protection from the example consortium of insurers.

Airline credit quality Quantitative outcome after NPI

CcCccC A
B- A+
B A+
B+ AA-

BB- AA

Source: Scope.

Sensitivity to the credit quality and number of insurers

The credit quality of the insurers in the consortium has the highest impact on credit
quality the transaction after NPI protection. Weak insurers are more likely to default
during the transaction life, which will reduce the effective protection available because
NPl protection is usually structured without the joint liability of the insurers. The
transaction will then experience a loss even when the other insurers may be performing.

The expected loss approach takes into consideration the severity-mitigation of an
increased number of insurers. The more insurers in the transaction, the higher the
probability that anyone of them may default. However, the loss of protection after an
insurer default is lower the more insurers are in the consortium.

An NPI transaction reflects the benefit of a diversified consortium over one with a
concentrated portfolio. The table below shows the sensitivity to the number and quality of
insurers considering the case of either 10 or 2 insurers in the consortium, and all of them
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either with a PD strength of a- or aa+. The bigger uplift is of course for the case of 10
insurers, all assumed to have a PD strength of aa+.

Number of insurers Scope’s PD strength Insurer share Quantitative
of the insurer outcome
10 AA-

all a- 10% each
2 all a- 50% each A+
10 all aa+ 10% each AA+
2 all aa+ 50% each AA

Source: Scope.
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Disclaimer

© 2020 Scope SE & Co. KGaA and all its subsidiaries including Scope Ratings GmbH, Scope Analysis GmbH, Scope Investor
Services GmbH and Scope Risk Solutions GmbH (collectively, Scope). All rights reserved. The information and data supporting
Scope’s ratings, rating reports, rating opinions and related research and credit opinions originate from sources Scope considers
to be reliable and accurate. Scope does not, however, independently verify the reliability and accuracy of the information and
data. Scope’s ratings, rating reports, rating opinions, or related research and credit opinions are provided ‘as is’ without any
representation or warranty of any kind. In no circumstance shall Scope or its directors, officers, employees and other
representatives be liable to any party for any direct, indirect, incidental or other damages, expenses of any kind, or losses arising
from any use of Scope’s ratings, rating reports, rating opinions, related research or credit opinions. Ratings and other related
credit opinions issued by Scope are, and have to be viewed by any party as, opinions on relative credit risk and not a statement of
fact or recommendation to purchase, hold or sell securities. Past performance does not necessarily predict future results. Any
report issued by Scope is not a prospectus or similar document related to a debt security or issuing entity. Scope issues credit
ratings and related research and opinions with the understanding and expectation that parties using them will assess
independently the suitability of each security for investment or transaction purposes. Scope’s credit ratings address relative credit
risk, they do not address other risks such as market, liquidity, legal, or volatility. The information and data included herein is
protected by copyright and other laws. To reproduce, transmit, transfer, disseminate, translate, resell, or store for subsequent use
for any such purpose the information and data contained herein, contact Scope Ratings GmbH at Lennéstral3e 5 D-10785 Berlin.

Scope Ratings GmbH, LennéstralBe 5, 10785 Berlin, District Court for Berlin (Charlottenburg) HRB 192993 B, Managing
Director: Guillaume Jolivet.
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