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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

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.


https://www.naic.org/members_capital_markets_bureau.htm
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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)



% Total

MAIC 2
Bond Type Life P/C  Fraternal Health Title Total Exposure
Corporate 840,904 130,399 34,659 15,047 1,081 1,022,000 a0, 9%,
Structured Securities 46,449 5,073 853 266 0 22,646 4, 7%
Sovereign/Other Government 11,670 2,863 18 113 17 14,680 1.3%
rAunicipal 6,033 6,311 206 1,021 a0 13,621 1.2%
Other 18,446 2,850 174 306 33 21,815 1.9%
Total 923,502 147,495 35,921 16,753 1,181 1,124,852 100.0%
% Total NAIC 2 Exposure B2.1% 13.1% 3.2% 1.5% 0.1% 100, 0%

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)

Cash and Invested Assets Life PfC  Fraternal Health Title % Total
< 250mm 0.5% 6. 1% 3.2% 17.5% 8.1% 1.5%
Between 5250mm and S500mm 0. 6% 5. 3% 3.4% 14, 6% 0.0% 1.5%
Between 5500mm and 518 1.1% 5, 2% 2, 4% 20.5% 16.5% 2,0%
Between 51B and 52.5B 3.3% 15.0% 9.8% 26.1% 759.5% 5. 4%
Between 52.5B and 55B 4,6% 14.0% 1.5% 8.3% 0.0% 5.8%
Betwesn 558 and 5108 7.0% 9.9% 0.0% 12.9% 0.0% 7.2%
Greater than S10B 83.1% 44, 6% 79, T 0.0% 0.0% 76 6%

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).

Table 3: U.S. Insurance Industry NAIC 2 Bond Exposure as of Dec. 31, 2016 (BACV % of

Total)

Credit Quality Category Life P/C  Fraternal Health Title Total
BEB+ 30. 7% 33.2% 32.0% 34.9% 36.5% 31.2%
BEB 37.5% 35.1% 40.0% 33.3% 33.8% 37.2%
BEB- 31. 7% 3L.7% 28.0% 31.8% 29.8% 31.8%

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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Major Insurer Share Prices Change % Prior
Close Week QTD YTD Week Quarter Year
. |
Life &flac $91.68 59 4.4 44 $a6.a1 $87.78 $87.78
Atmetiprise 1a1.11 70 4.5 (4.9 150.60 160 47 169 47
Cretrarorth 313 122 0.a 0a 279 an an
Linezoln TET1 70 24 24 T3.53 T6HET T6ET
IetLife 47 24 54 (3.4 (5.4 4538 50.56 50 .56
Principal 6305 41 (1060 (106 6056 70 56 70 56
Prudential 110.30 50 417 4.1 10508 11498 11498
NI 51.19 4.7 (] . 4290 5420 5420
PC &xis Capital 5517 144 93 93 48 22 5026 50.26
Allstate 06 .03 54 (E3cy] 2.3 0112 104.71 104.71
Arch Capital 2207 23 (3.0 (3.0 26.05 o077 o077
Cincitinati 704 432 28 1B PERCK 497 T497
Chubh 144.00 30 (1.5 (1.3 13250 146.13 146.13
Ewerest Re 26262 103 187 187 23805 22126 221268
Progressive 60 37 42 T2 T2 5T A 5632 56 .32
Travelers 14230 3l 40 449 13759 13584 13564
WE Betkley 7199 57 0. 0.5 6211 T165 T165
ZL 5567 283 583 583 43309 35.16 35.16
e ________________________ ____________________|
Other AC0H $l4z.03 7.6 1035 0.5 $137.52 $134.00 $134.00
A0 5657 10 (3.1 5.1 56.00 59 58 59 58
Agsurant o0 g1 6.3 (9.5 (2.0 2540 100.24 100.84
Fidelity MNatiotal 3EA2 1.4 (1.8 (1. 32009 3024 3024
Hartford 56.13 0z (0.5 (0.3 51.40 56 .28 56 28
Iarsh 2587 4.7 3.5 55 22.00 21309 21.309
Health Setna F17738 04 (1. (1.7 17675 $18039 $180.39
Cigna 17336 (2.5 (14.6 (146 19223 20309 2053.09
Huriana 272.50 la 0z 0E 26824 24207 24807
United 22543 0.4 23 23 22456 22044 22046
Ionoline Assured $35.50 22 4.3 43 $34.72 $33.87 $33.87
MELA 856 6.2 lao 169 206 732 732
LICIC 1474 6.3 4.5 4.5 1357 1411 1411
Radisn 22 Th TE TE 2064 2061 2061
HL Capital 5567 283 583 583 43309 35.16 35.16
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Major Market Variahles Change % Prior
Close Week TD TID Week uarier Year
Do Jones Ind 2533574 36 2.5 2.5 24.453.40 2471922 2471922
&P 500 2,786 57 40 42 42 2679 ES 2673681 267381
S&P Financial 49213 50 6.1 6.1 48872 463 .94 463 .94
S&P Insurance 406 56 56 1.2 1.2 38330 40208 402.08
e ______________________________ ________________|
U3 Dollar § Change %o Prior
fEuto $123 (Y] 26 2.6 $1.23 $1.20 $1.20
FCrade Oi bkl 62.09 13 33 33 61.30 60.11 60.11
fGold oz 1,324.20 0.0 1.5 1.5 1,323 80 1,305.20 1,305.20
. _______________________ _______________|
Treasury Vids % o Change bp % % %
1 Yeat 203 (0.0 028 0.2z 2.0 175 175
10 Yeat 2.80 0.0 0.49 0.4 285 241 241
30 Year 3.6 0.04 0.42 0.42 3.13 2.74 2.74
. ____________________________ ____________________|
Cotrp Credit Bpreads -bp Change %o Prior
CDEIG 5434 (4.3 109 10.9 6.7 4502 45.02
March 9, 2018
Major Insurer Bond Yields Weekly Change YTD
Price Spread over UST Spread
Company Coupon  Maturity | Current  Change Yield B.P. Change | Change
—
Life Ameriprise AMP 3.700% 10/15/2024] 510147 3.45% 63 0 1
Lincoln National LNC 3.330%  3/9°2023 507.73 3.72% 87 (3] 4
MMassMutual MASSMU 3.600%  4/9°2024] 510134 0.27 3.350 39 1 3
MetLife MET 4030% 37172043 595.88 431% 118 (2) 14
New York Life NYL 2330%  7/14/2026 501.73 3.30% 64 0 g
Pacific Life PACLIF 3.125%  1/30/2043] 510688 0. 4.65%) 132 2 £y
Principal PEG 6.030% 10/15/2036] S121.73 0.37 4.33% 130 1 7
Prudential PRU 4.600% 5/15/2044] 510323 50.0 427% 114 7
—
Allstate ATL 4300% 6/15°2043] 510363 4.14% 102 3
Betkshire Hathaway BEK 4300% 5/15/2045] 510423 1.03%) 02 1 2
Travelers TRV 4.600%  8/1°2043] 510693 4.16% 103 - g
HL Group XL 6.230% 5/15/2027] 511606 50.03 4.13%) 122 9)
—
Other AON AON 4250% 12/12/2042 505.90 5013 4.353% 141 () 2
AlG AIG 6.820% 11/15/2037] 512332 0.36) 4.80% 173 0 14
Hartford HIG 4300% 4152043 59933 50.02 4.34% 122 (3) T
Nationwide NATMUT 5300% 11/18/2044] 510898 50 4.70% . 2) 10
—
Health Aetna 6.730% 12/15/2037] 512363 4.74% 169 24 30
CIGNA C1 6.130% 11/15/2036] 511848 4.66% 161 9 4
United Healthcare UNH 4.730% 71572045 51083 4.22% 108 0 11

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, COMPLETENESS, MERCHANTABILITY OR FITNESS FOR ANY
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PARTICULAR PURPOSE OF ANY OPINION OR INFORMATION GIVEN OR MADE IN THIS
PUBLICATION.
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