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The NAIC’s Capital Markets Bureau monitors developments in the capital markets globally and
analyzes their potential impact on the investment portfolios of US insurance companies. A list of
archived Capital Markets Bureau Special Reports is available via the index

Municipal Bonds in U.S. Insurer Portfolios, Year-End 2015
Municipal bonds are an integral part of the U.S. insurance industry's investments, and with historically
low default rates, they can provide portfolio diversiﬁcation through high-quality investments. U.S.
insurer holdings of municipal bonds have increased annually at least since 2011, to a book/adjusted
carrying value (BACV) of $556 billion at year-end 2015 from $467 billion at year-end 2011. This
translates into a combined increase of $89 billion or an aggregate change of 19%.
The distribution of municipal bond holdings among the ﬁve major insurer types is shown in Table 1.
Since 2011, property/casualty (P/C) companies have remained the largest holders of this asset class,
followed by life companies, health, fraternal and title. P/C companies have tended to be more active in
the municipal bond market due to the tax-exempt status of most municipal bonds. While life insurers
are not excluded from the tax beneﬁts of municipal bonds, they generally have lower taxable income
(that is, their taxable income is reduced by the amount credited to policyholders). As such, P/C
companies are more attracted to the tax beneﬁts of municipal bonds than life companies; the after taxyield of tax-exempt municipal bonds is generally not high enough for life companies to ﬁnd them
competitive with taxable investments. P/C companies' municipal holdings, as a percentage of total U.S.
insurer municipal bond exposure, have declined year-over-year (YOY), retreating to 62% in 2015 from
71% in 2011. Life companies' exposure, meanwhile, increased to 32% in 2015 from 24% in 2011. The
largest YOY increase for life companies, to 29% in 2012 from 24% in 2011, was, in part, due to increased
purchases of taxable municipal bonds oﬀered under the Build America Bonds program. Changes
amongst the other insurer types were relatively minor.
Table 1: U.S. Insurer Municipal Bond Holdings 2011 - 2015, BACV $ Mil.

U.S. insurers' investments in municipal debt has accounted for less than 10% of their total cash and
invested assets in each of the past ﬁve years to 2011. As Chart 1 below shows, municipal debt as a
percentage of invested assets has ﬂuctuated between a low of 9.2% (2011) and a high of 9.9% (2012) for
the time period analyzed. For 2015, that ratio was 9.5% and closer to the ﬁve-year mid-point.
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Chart 1: Municipal Bond Holdings as a Percentage of Cash & Invested Assets and Total Bond
Holdings 2011–2015

The percentage of municipal bond holdings to each insurer statement total cash and invested assets,
for the past ﬁve years, is represented in Table 2 below. For P/C companies, municipal bond investments
have been signiﬁcant, accounting for at least 20% of their total cash and invested assets. In 2015, for
example, municipal debt for P/C companies reached $345 billion relative to total cash and invested
assets of $1.7 trillion (20.3%). While municipal debt has been at or below 5% of total cash and invested
assets for life companies, it was still substantial in dollar terms. In 2015, municipal bonds for life
companies amounted to $178 billion relative to total cash and invested assets of $ 3.8 trillion (4.6%).
Alternatively, although title companies had about 15% of their total cash and invested assets in
municipal bonds at year-end 2015, it amounted to about $1 billion relative to nearly $9 billion of total
assets.
Table 2: Municipal Bond Holdings as a % of Total Cash & Invested Assets, by Insurer Type

U.S. Insurer Exposure as of Year-End 2015
The industry's predominant municipal bond exposure, or $355 billion (or about 64%), was in revenue
and special assessment bonds. Revenue bonds are backed by income from a speciﬁc project or
resource such as bridge tolls, highway tolls or property lease fees. They are "non-recourse," meaning
that if income from the project or resource fails to meet the debt obligations, bondholders cannot seek
repayment from the general or taxing resources of the municipality or state.
https://www.naic.org/capital_markets_archive/170210.htm
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The remaining balance of the industry's municipal bond exposure of $200 billion was invested in
various types of direct and general obligations (GO) of states or political subdivisions of states. GO
bonds are backed by the "full faith and credit" of the issuer, which typically has the power to raise
income, usually in the form of taxes, to repay bondholders. Table 3 provides a BACV breakdown of
municipal holdings by bond category, by insurer statement type and as a percentage of total reported
municipal bonds as of year-end 2015.
Table 3: Municipal Bond Types, Year-End 2015, $ Mil.

Credit Quality Comparison
The vast majority of U.S. insurer's municipal bond exposure at year-end 2015, or 99.6% of total
holdings, were investment grade credit quality, evidenced by either NAIC 1 or NAIC 2 designations as
shown in Table 4. This was unchanged from year-end 2014. In 2015, 97.1% of municipal bond
investments were designated NAIC 1, down slightly from 97.9% in the prior year, while those designated
NAIC 2 increased to 2.4% from 1.7%.
Table 4: U.S. Insurer Municipal Bond Holdings by NAIC Designation, 2014–2015, BACV, $ Mil.

U.S. Insurers' Municipal Bond Maturity Proﬁle
U.S. insurers' municipal bond maturity proﬁle at year-end 2015, segregated by insurer type, is
presented below in Table 5. Note the diﬀerences in maturity distributions among the diﬀerent insurer
types. P/C companies' municipal bond maturities, for example, were mostly clustered within the more
than ﬁve years to 10-year maturity range. Life companies' municipal bonds, alternatively, were spread
between the more than ﬁve years to 20-year maturities. The diﬀerence in maturity distributions, in
https://www.naic.org/capital_markets_archive/170210.htm
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large part, was due to insurers' need to appropriately match the duration of assets and liabilities. P/C
companies, for example, have shorter-term liabilities than life companies—hence, the shorter duration
of assets.
Table 5: Municipal Bond Maturities at Year-End 2015, BACV, $ Mil.

Largest State Exposures
For year-end 2015, municipal bonds issued by Texas and its subdivisions comprised the largest singlestate holding for insurers, or 10% of all reported municipal bonds, with BACV of nearly $58 billion.
Municipal bonds issued by California and New York also accounted for a large portion of the total, at 9%
and 7% each, respectively. Table 6 identiﬁes the top 10 states' exposures by statement type and as a
percentage of total municipal bond exposure for the overall U.S. insurance industry. As the table shows,
the top 10 states accounted for half of the industry's overall municipal bond exposure at year-end 2015.
The same 10 states also comprised the bulk, or 48%, of U.S. insurer municipal bond exposure at yearend 2014.
Table 6: Ten Largest State Exposures as of Year-End 2015, BACV, $ Mil.

Credit Ratings of U.S. States
Since the end of 2015, nine of the top 10 states (excluding Illinois) have maintained their respective GO
ratings by Moody's Investors Service (Moody's), Standard & Poor's (S&P) and Fitch Ratings (Fitch). Two of
the states, Massachusetts and Pennsylvania, however, currently have negative outlooks by S&P.
Massachusetts' GO ratings (Aa1/AA+/AA+) were assigned a negative outlook in 2015 due to what S&P
stated was a "… projected decline in ﬁnancial reserves, despite a prolonged period of economic
https://www.naic.org/capital_markets_archive/170210.htm
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expansion and generally positive revenue trends." S&P maintained its negative outlook in November
2016 on the view that Massachusetts "… continues to face midyear downward revenue revisions and
spending pressures that have resulted in small budgetary gaps and reduced fund balances, even if the
budget stabilization reserves have remained fairly stable."
S&P, in July 2016, removed Pennsylvania's GO ratings (Aa3/AA-/AA-) from negative watch and aﬃrmed
the ratings with a negative outlook after the state passed a revenue package to balance the budget. The
negative outlook reﬂects S&P's view that the state's ﬁscal 2017 budget is "structurally imbalanced," and
revenue assumptions are potentially "optimistic".
In June 2016, Illinois' GO ratings, while still in investment grade range, were downgraded by Moody's to
"Baa2" from "Baa1" (which translates to NAIC 2) and by S&P to "BBB" from "BBB+" (NAIC 2); they
continue to have negative outlooks. The downgrades by Moody's and S&P reﬂect the rating agencies'
view regarding Illinois' "chronic structural" budget deﬁcit and declining pension funded levels. In
addition, on Feb. 1, 2017, Fitch lowered its rating on nearly $26 billion of Illinois GO bonds to BBB from
BBB+.
The GO ratings for most of the remaining U.S. states, as well as for the District of Columbia and Guam,
continued to equate to investment grade credit quality (i.e., reﬂected by NAIC 1 and NAIC 2
designations).
Puerto Rico's current ratings (Caa3/D/D), however, represent an in-or-near-default status (NAIC 5/NAIC
6 designation equivalents) due to the commonwealth's payment default on certain GO bonds in July
2016. Moody's currently has a developing outlook, which it assigned in July 2016 after the U.S. Senate
passed a measure (the Puerto Rico Oversight, Management, and Economic Stability Act, or PROMESA)
to create an Oversight Board to oversee Puerto Rico's ﬁscal reforms and debt restructuring. Moody's
believes that the measure "may improve aggregate investor recoveries by providing for an eﬃcient
resolution of Puerto Rico's crisis and taking steps to halt the decline of its economic base." U.S. insurers
had a relatively small exposure ($1 billion in BACV and approximately $4 billion par value) at year-end
2015; Puerto Rico's current outstanding debt, most of which is in municipal bonds, is about $72 billion.
Cities with Rating Changes
Dallas, in which insurers had an exposure of about $7 billion (BACV), had its GO limited-tax debt
downgraded by Moody's in October 2016 (to Aa3 from Aa2) on concerns regarding its growing
unfunded pension liability. Moody's further downgraded the rating (to A1 from Aa3) in December 2016
due to the "… city's ongoing challenges surrounding its poorly funded public safety pension plan and a
sizable potential liability associated with a back-pay referendum lawsuit." As of January 2017, Moody's
has the debt under review for possible downgrade. Fitch also lowered its rating of the debt obligations
by one notch (to AA from AA+) in October 2016, and S&P revised its GO rating (to AA- from AA) on Jan.
11, 2017. Both credit rating agencies maintain a negative outlook on the city's ratings. Dallas' current
ratings, however, remain equivalent to an NAIC 1 designation.
Although there were no rating changes in 2016 for Detroit (which ﬁled the largest ever Chapter 9
municipal bankruptcy in October 2013 and subsequently emerged from bankruptcy in December 2014),
in July 2016, Moody's revised its outlook on Detroit's issuer rating (B2) to stable from positive (with the
positive outlook having been assigned in July 2015), signaling that a rating improvement was now less
likely. Moody's stated that the change reﬂected its expectations that the city would not be able to fully
meet its increasing projected pension cost. Also in July 2016, S&P aﬃrmed Detroit's unlimited tax GO
rating (B, assigned July 2015) and stable outlook on the view that Detroit had "stabilized its operations
post-bankruptcy, but is still challenged to demonstrate and maintain structural balance." U.S. insurers
had approximately $1 billion in BACV (and par) exposure to Detroit's municipal debt at year-end 2015.
https://www.naic.org/capital_markets_archive/170210.htm
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2017 Outlook for Municipal Debt Ratings
According to Moody's research, its 2017 outlook for the U.S. states sector is stable based on
expectation of "modest" economic and revenue growth that will, "…keep most states in a stable credit
position, but will not be strong enough to foster broad credit improvement." In their view, some states
may experience additional credit deterioration as they continue to face major challenges, including
pension underfunding, rising health care costs, and weak oil and gas extraction revenues. S&P
research, meanwhile, stated that it expects continued "ﬁscal strain" for many states due to slow tax
revenue growth and added pressures from growing pension contribution requirements and Medicaid
expenses. S&P also expects revenue growth, for certain states, to remain below the levels of growth in
key expenditures in the coming year. Fitch research indicated that it also anticipates continued slow
economic growth for states in 2017 along with many uncertainties related to a new federal
administration.
For the U.S. local government sector, Moody's outlook is listed as stable, supported by its expectations
of strong projected property tax revenue growth of 3% to 5% in 2017. It states, however, about 5% to
10% of issuers will be exposed to "compounding pressures and credit challenges." S&P also has a stable
outlook for the U.S. local government sector, but it expects some municipalities to face budgetary
challenges. Key risks for the sector, per S&P, include possible reductions in state-shared revenues,
state-funding cutbacks, pressures from underfunded pension plans and tax reform that could reduce
the attractiveness of municipal bonds. S&P, alternatively, lists several opportunities for the sector in its
research, including continued economic recovery, potential of a federal infrastructure program and
ongoing demand for capital projects.
Conclusion
U.S. insurers' municipal bond portfolio for year-end 2015, in terms of general allocations and credit
quality, was little changed from the prior year. P/C companies remained the largest holders of insurers'
municipal debt, seconded by life companies.Municipal bonds continued to represent less than 10% of
the U.S. insurance industry's total cash and invested assets, similar to the previous four years. At yearend 2015, the majority of insurers' U.S. municipal bond holdings were considered to be investment
grade credit quality based on their NAIC designations, which was unchanged from year-end 2014.
The outlook for both the U.S. state and local governments for 2017 is expected to be stable by the three
major nationally recognized statistical ratings organizations (NRSROs). But there are concerns, however,
about slower than anticipated growth and the looming uncertainties related to a new federal
administration, which could potentially challenge certain states or municipalities. Notwithstanding, the
small proportion of U.S. insurer holdings of municipal bonds (compared to total bonds and total cash
and invested assets) and relatively high credit quality of their holdings, mitigates any concerns.
The Capital Markets Bureau will continue to monitor developments within the U.S. municipal debt
markets and report as deemed appropriate.
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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,
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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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