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U.S. Insurance Industry’s Exposure to Bonds with NAIC 2 Designations
by Michele Wong
In December 2017, the Capital Markets Bureau (CMB) published a report titled, “U.S. Insurers’ High-Yield
Exposure on the Rise,” which highlighted a gradual increase in the U.S. insurance industry’s high-yield
bond exposure over the 2004 to 2016 period. As a follow-up to that report, the CMB took a closer look
at the industry’s exposure to bonds with NAIC 2 designations—or the BBB-rating category as assigned
by nationally recognized statistical rating organizations (NRSROs)—to determine if similar trends were
evident at the lower end of the investment grade credit quality spectrum. The industry has experienced
a steady increase in NAIC 2-designated bonds in terms of book/adjusted carrying value (BACV) and as a
percentage of total bond exposure over time. Bonds with NAIC 2 designations increased to 27.5% of
total bonds as of year-end 2016 from under 20% before the ﬁnancial crisis.
The increase in the U.S. insurance industry’s exposure to NAIC 2-desginated
bonds over the past decade can be attributed to insurers taking additional
credit risk during the prolonged low interest rate environment, as well as a
reﬂection of the supply of available bonds in the market.
Over the past 10 years, NAIC 2 exposure (measured as a percentage of total
bonds for each insurer type) more than doubled at property/casualty (P/C),
health and title companies.
The industry’s NAIC 2 exposure is well-balanced within the credit quality
category, with no concentrations evident at the lower end (or riskiest segment)
of the category.
As of year-end 2016, the industry held $1,125 billion of bonds with NAIC 2 designations, almost double
the $628 billion owned at year-end 2007 (see Chart 1). Over this 10-year time period, NAIC 2 exposure
grew at an average annual growth rate of 6.8%, while total bond exposure grew at 2.8%. The faster
growth rate for NAIC 2 exposure can be partially attributed to insurers taking additional credit risk as
they allocated greater dollars to NAIC 2 bonds at the expense of NAIC 1 bonds during the prolonged
low interest rate environment. Bonds with NAIC 1 designations represented 66.6% of the industry’s
total bonds as of year-end 2016, a decline from 75.5% as of year-end 2007.
Chart 1: Total U.S. Insurance Industry Exposure to Bonds with NAIC 2 Designations, 2004–2016
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By insurer type, exposure to bonds with NAIC 2 designations also grew—some more than others (see
Chart 2). Life and fraternal companies had the largest exposures to NAIC 2 bonds, with 32% and 35% of
total bonds as of year-end 2016, respectively. Life companies maintained their NAIC 2 exposure at a
relatively stable rate, increasing only three percentage points over the 2004 to 2016 time frame, while
fraternal companies increased their exposure by 10 percentage points. As of year-end 2016, bonds with
NAIC 2 designations represented a relatively smaller portion of P/C, title and health companies’
investment portfolios, at 15%, 23% and 16% of total bonds, respectively. However, as a percentage of
total bonds, exposure doubled at P/C and health companies and tripled at title companies.
Chart 2: Industry Exposure to Bonds with NAIC 2 Designations by Insurer Type, 2004–2016
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The increase in NAIC 2 exposure over time in part suggests a subtle reach for yield by insurers given the
prolonged interest rate environment. However, the increase is also a function of the bond market
structure and the supply of available bonds. According to Standard and Poor’s (S&P) Global Ratings data
published in the report titled, “Analyzing the Size and Structure of the U.S. Rated Corporate Debt
Market in the Second Half of 2017,” BBB-rated corporate debt represented 40% of total U.S. corporate
debt rated by S&P as of June 30, 2017—an increase from 27.5% as of Dec. 31, 2013.
A Closer Look at Year-End 2016 NAIC 2 Bond Exposure
The U.S. insurance industry had exposure to bonds with NAIC 2 designations totaling $1,125 billion as
of Dec. 31, 2016 (see Table 1). The majority, or 91%, were corporate bonds traded both in the public
and private markets. Life companies owned the majority of the NAIC 2 exposure, or 82%, while P/C
companies owned 13% of the industry’s exposure. This is consistent with the overall proﬁle of the
U.S. insurance industry’s total cash and invested assets, whereby bonds represent the majority of the
industry’s assets and life companies account for the largest bond exposure by insurer type.
Table 1: U.S. Insurance Industry Exposure to NAIC 2 Bonds as of Dec. 31, 2016 (BACV $ millions)

Note: The "Other" category includes hybrid bonds, exchange-traded funds, bond mutual funds and
aﬃliated bonds.
Table 2 shows the distribution of the industry’s NAIC 2 bond exposure is relatively consistent with that
of the industry’s total assets, whereby the large insurers (those with greater than $5 billion in cash and
invested assets) and the small insurers (those with less than $1 billion in cash and invested assets) hold
approximately 80% and 5%, respectively, of the total NAIC 2 bond exposure.
Table 2: U.S. Insurance Industry NAIC 2 Bond Exposure by Insurer Asset Size as of Dec. 31, 2016
(BACV % of Total)

Reported year-end 2016 data was also analyzed to determine if there was any evidence of U.S. insurers
skewing the distribution within the NAIC 2 designation category; that is, whether there was a
concentration of investments at the lower end of the credit quality category, or BBB- rated bonds,
which typically carry higher relative risks in exchange for additional yield. Our analysis shows the NAIC 2
exposure is well-balanced across the NAIC 2 credit quality category for the industry, as well as for each
insurer type (see Table 3).
https://www.naic.org/capital_markets_archive/180313.htm
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Table 3: U.S. Insurance Industry NAIC 2 Bond Exposure as of Dec. 31, 2016 (BACV % of Total)

The Capital Markets Bureau will continue to monitor trends in the U.S. insurance industry’s exposure to
NAIC 2-designated bonds, looking for indications of risk-taking, if any.
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Questions and comments are always welcome. Please contact the Capital Markets Bureau at
CapitalMarkets@naic.org.
The views expressed in this publication do not necessarily represent the views of NAIC, its oﬃcers or
members. NO WARRANTY IS MADE, EXPRESS OR IMPLIED, AS TO THE ACCURACY, TIMELINESS,
https://www.naic.org/capital_markets_archive/180313.htm
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COMPLETENESS, MERCHANTABILITY OR FITNESS FOR ANY PARTICULAR PURPOSE OF ANY OPINION OR
INFORMATION GIVEN OR MADE IN THIS PUBLICATION.
© 1990 – 2018 National Association of Insurance Commissioners. All rights reserved.
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