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U.S. Insurance Industry Exposure to the Financial Sector in 2014

Insurance companies are connected to other entities in the financial sector in many ways: as
investors in their debt and equity securities, as short-term depositors, and as counterparties in
financial transactions. The degree to which insurers are interconnected with other financial
institutions is not as high as it is among banks and broker-dealers, but this exposure to so-called
systemic risk—the risk that the failure of one financial institution could cause other
interconnected institutions to fail and harm the economy as a whole—has been a concern for
insurers and regulatory authorities since the 2008 financial crisis. With that concern in mind,
since publishing its first special report on financial institutions exposure in May 2011 titled
“Financial Institutions Exposure of U.S. Insurance Company Investments,” the NAIC Capital
Markets Bureau has continued to monitor the U.S. insurance industry’s exposure to financial
institutions, especially corporate debt holdings. This special report focuses on the U.S.
insurance industry’s long-term corporate bond investments in the financial sector as of year-end
2013 and mid-year 2014, and discusses recent fundamental and credit trends in the bank, non-
bank financial and insurance industries.

Financial Sector Exposure: A Big Part of the Investing Landscape

Financial institutions comprise a significant, albeit decreasing, portion of the U.S. corporate
credit market. According to a report by Fitch Ratings, as of Sept. 30, 2014, the financial sector
accounted for $1.5 trillion, or 29%, of the $5.1 trillion of total corporate bonds outstanding.
Financial sector debt outstanding has fallen roughly 20% since year-end 2007, when it
accounted for $1.9 trillion, or 50.6%, of the $3.8 trillion total for all sectors. Even so, financial
institutions continue to account for a significant share of new corporate debt supply. According
to the same Fitch Ratings report, new corporate debt issuance by financial institutions in the first
nine months of 2014 totaled $255 billion, or 35% of total supply. In 2013, financial companies
issued $276 billion of paper, accounting for 30% of the $923 billion total corporate issuance for
the year.

Corporate Bonds

Table 1 illustrates the U.S. insurance industry’s total exposure to the long-term debt of financial
sector companies as of Dec. 31, 2013, and Table 2 illustrates the exposure as of June 30, 2014.
For simplicity, we have divided the financial sector into three major categories: banks, insurance
companies and other non-bank financial companies. Based on the data, in the first six months
of 2014, the insurance industry increased its total exposure to the financial sector in terms of
book/adjusted carrying value (BACV) by 1.9% to approximately $329.1 billion. Among the
insurance industry segments, property/casualty (P/C) insurers increased their financial sector
holdings 3.9%, raising their share of total industry corporate bond exposure to the financial
sector to 24.3%. Life and fraternal insurance companies’ exposure grew a respective 1.7% and
1.9% in the first half of 2014, so their respective shares of total industry financial sector
exposure were virtually unchanged at 69.6% and 2.7%. Health and title insurers reduced their
financial institution exposure by 6.6% and 6.7%, respectively, so their share of total industry
exposure to the sector declined slightly over the first six months of 2014.
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Table 1: U.S. Insurance Industry Financial Sector Exposure: Long-Term Corporate Bonds

as of Dec.31, 2013

% of
Insurance
Industry % of
Financial |Insurance
Sector | Industry
Corp. Total
Bond Lorp.
Year-end 2013 BACY [Smil.} Life P/C Health |Fraternal Tide Total Exposure | Bonds
Bank 108,354.7 42,7391 59163 | 34236 3555 160,789.3 49.5% 8.1%
Insurance 6B, 770.5 11,281.2 1886.6 2,758.8 147 82,8315 25.6% 4.2%
MWon-bank Financial 50,666.9 22,3385 37139 | 2413.2 E 79,487 2 24 6% 4.0
Total Financial Sector 2257922 76,358.9 11,516.8 8,601.6 7955 313,069.1 100.0% 16.5%
% af Insurance Industry Financial
Sectar Carp. Band Expasure 69.9% 23.6% 3.6% 2.7% 0.2% 100.0%
% af Insurance Industry Tatal
Carporate Bonds 14.3% 24.5% 33.1% 14.1% 29.5% 16.3%
% af Insurance Industry Cash
and Invested Ascets 6.3% 4.6% b.6% 7.5% 9.5% 5.5%

Table 2: U.S. Insurance Industry Financial Sector Exposure: Long-Term Corporate Bonds

at Jun. 30, 2014

Mid-year 2014BACY (Smil.)

Life

% of

P/

Health

Fraternal

Title

Total

Insurance
Industry
Finanda
Se ctor
Corp.
Bond
Exposure

Bank

1116308

44 9726

5,704.3

35,4509

308

165,089.4

S0.5%

| nsur ance

66,8607

11,530.6

16323

28239

1192

83,025.7

5.2%

M or- bank Financid

51,022 4

228514

3,3720

2,430.2

264

80,032.3

24.3%

Total Financial Se ctor

22,52.9

79,354.5

10, 758.6

8, 765.1

746.3

39,174

100.0%

Note: Aggregate Corporate Bond and Cash & Invested Assets data as of mid-year 2014 were
not available as of the date of publication of this report.

Banks make up the lion’s share of financial sector exposure for the insurance industry,
accounting for nearly 51% as of mid-year 2014, while insurance companies and other non-bank
financials account for about 25% and 24%, respectively. Large financial institutions—especially
banks—are among the most prolific issuers of investment-grade corporate debt, and they tend
to issue bonds across the maturity spectrum, providing investors with an array of choices to
meet their duration needs.

Geographic Distribution

The insurance industry’s financial sector corporate bond exposure remains highly concentrated
in the U.S., which accounted for $267.0 billion, or 81%, of total BACV as of Jun. 30, 2014. Aside
from the U.S., Europe accounted for $36.7 billion (11%), while Asia and Latin America
accounted for only $3.8 billion and $2.4 billion, respectively, or 1.2% and 0.7%; the largest
single-country exposures within the financial sector were the United Kingdom, with $13.3 billion
(4.1%), and Canada, with $11.5 billion (3.5%).

Credit Quality Distribution

Overall, the credit quality of insurers’ exposure to the financial sector is strong. As Table 3
shows, approximately 97% of total financial sector corporate bond BACV was deemed



investment grade (NAIC designation 1 or 2) as of June 30, 2014. That percentage is virtually
unchanged from year-end 2013, as are the weights of NAIC 1- and NAIC 2-designated holdings,
which were 65% and 32%, respectively. Approximately 96% of life companies’ financial sector
corporate bond holdings were investment grade as of June 30, 2014, virtually unchanged from
Dec. 31, 2013. P/C companies had 97% of financial sector corporate bond holdings
concentrated in investment-grade issues as of mid-year 2014, unchanged since the end of
2013. Health, fraternal and title companies’ financial sector corporate holdings were even more
heavily weighted in investment-grade credits. At the other end of the credit spectrum, the
insurance industry’s holdings of the lowest-rated bonds (NAIC designation 5 and 6) remained
minimal, accounting for just 0.1% of total financial sector corporate bond BACV at mid-year
2014.

The credit quality distribution of the insurance industry’s financial sector holdings is slightly
stronger than the overall distribution for the industry’s total bond holdings, which were 95%
weighted in NAIC designation 1 or 2 as of Dec. 31, 2013.

Table 3: U.S. Insurance Industry Financial Sector Credit Distribution (Long-Term
Corporate Bonds) at June 30, 2014



MAIC3I-
MAICH
BACY (5 mil.) as of Jun. 30,2014 MNAIC1 | NAICZ |and Nf&| Total %
Life
Bank 73,697 31,703 4,269 | 111,631 | 49%
Mon-hank Financial 36,329 12,236 2,457 51,022 | 22%
Insurance 28,723 37,364 T2 66,870 | 29%
Total Financial Sector - Life 140,709 81,305 7,509 | 229,523 [100%
% of Financial Sector - Life 61% 35% 3% 100%
PfC
Bank a6, 726 6,844 1,403 44,973 | 7%
Bon-hank Financial 17,156 4,753 942 22,851 | 29%
Insurance £,135 5,081 295 11,531 | 15%
Total Financial Sector - PfC 60,036 16,679 2,639 79,355 [100%
% of Financial Sector - P/C FE% 21% 3% 100%
Health
Bark 4,694 944 BB 5,74 | 53%
Mon-bank Financial 2,445 820 106 3,372 | 31%
Insurance 2855 796 3l 1,682 | 16%
Total Financial Sector - Health 7,094 2,961 203 10,759 |100%
% of Financial Sector - Health TR 24% 2% 100%
Fraternal
Bark 2,506 aaz 63 3,451 | 39%
Mon-bank Financial 1,538 559 93 2,490 | 25%
Insurance 1,133 1,621 (13 2,824 | 312%
Total Financial Sector - Fraternal 5,482 3,061 222 8,765 [100%
% of Financial Sector - Fraternal 63 35% 3% 100%
Title
Bark 284 43 3 331 | 44%
Mon-bank Financi al 217 74 1 206 | 40%
Insurance 75 44 - 119 | 16%
Total Financial Sector - Title 576 166 4 746 |100%
% of Fimancial Sector - Title T 22% 0% 100°%
Total
Bark 113,867 an,4148 5,804 | 166,089 | 50%
Mon-bank Financial 57,986 | 12,447 3,599 | 80,032 | 24%
InsUurance 36,945 44,907 1,174 83,026 | 25%
Total Financial $ector - Insurance Industry | 214,798 | 103,773 | 10,577 | 329,147 [100%
% of Finandal - Insurance Industry £S5 32% 3% 100%

The overall stability of the credit quality distribution for the first half of 2014 (i.e., compared to
that as of year-end 2013) suggests that insurance companies did not take on additional credit
risk in their financial sector corporate bond investments as some appeared to be doing to a



modest extent in 2012, when the Capital Markets Bureau last analyzed financial sector
exposure for the industry. The data show that insurance industry portfolios’ credit quality with
respect to financial sector holdings changed little, on balance, over the first six months of 2014.
However, while credit quality within the insurance industry’s financial sector corporate bond
holdings changed little in the first half of 2014 with respect to NAIC designation, there have
been more subtle changes in credit rating migration within the financial sector, and differing
credit rating trends between financial sector industry groups. Standard & Poor’s (S&P) data
show that, in aggregate for financial institutions around the globe (including insurance
companies), the number of rating upgrades exceeded downgrades in each quarter of 2014,
reversing the negative trend observed in 2011 — 2013. Credit rating trends within the financial
sphere were mixed, however, as insurance company credit quality improved in each quarter of
2014 to date, more than offsetting ongoing credit deterioration in the banking sector through the
third quarter of last year. Chart 1 shows the credit rating migration over the past five quarters for
financial institutions (including insurers) by sector, based on S&P data.

Chart 1: Financial Institutions Rating Migration (Standard & Poor’s), Q4’13 to Q4’14
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Key Sector Credit Trends

Banks

Moody's Investors Service (Moody’s) changed its outlook on the U.S. banking system to stable
from negative in May 2013, reflecting “continued improvement in the operating environment and
reduced downside risks to the banks from a faltering economy.” The outlook had been negative
since 2008. The outlook revision was based on their view that sustained GDP growth and an
improving employment situation would help banks protect their balance sheets. Indeed, U.S.



economic growth accelerated in 2014 following the weather-depressed first quarter: Charge-offs
and delinquencies fell during the year and remain low, banks’ capital positions continued to
improve during 2014 due to regulatory changes, and funding and liquidity remained strong.
Moody’s cited the low interest rate environment as the single most important driver of U.S.
banks' performance through 2014, because low rates promote private-sector employment
growth, and also helped banks improve their asset quality metrics such as net chargeoffs. The
downside of low rates, however, is that they put pressure on banks' net interest margins, and
also encourage looser loan underwriting standards as banks reach for yield by increasing risk.
Combined with price competition, Moody’s warns, this will result in greater credit costs,
particularly in commercial and industrial loan books, that will weigh on earnings; a protracted
slackening of underwriting standards would be the most likely factor that could lead them to
revert to a negative outlook on U.S. banks.

In a Dec. 15, 2014, report on the U.S. banking outlook, S&P expects greater stability in bank
ratings and outlooks in 2015. S&P cited several indicators that show improvement in U.S.
banking industry fundamentals: Balance sheets are stronger; loan growth is accelerating,
especially commercial and industrial; capital ratios are stabilizing at higher levels; deposit
growth has remained steady; asset quality has held up well; and earnings are growing despite
the headwinds created by the low interest-rate environment, thanks to expense management
and reserve releases. Much of the regulatory framework is in place now, giving bank
managements and investors greater certainty, and the macroeconomic outlook for U.S.
consumers and business investment looks favorable. Hence, S&P sees consistent positive
operating leverage for the U.S. banking industry in 2015, for the first time since 2008, although a
few uncertainties remain. First, the Federal Reserve has yet to finalize detailed requirements
concerning the proportion of long-term debt banks will have to maintain at the holding company
level to absorb potential losses from operating subsidiaries. This concern is a key reason for the
negative outlooks S&P has maintained on the eight U.S. bank holding companies that they
deem as having high systemic importance. In addition, although a widely anticipated rise in
short-term interest rates should benefit most banks, there could be adverse effects of a rate rise
associated with longer-duration investments, slowing deposit growth and shifts in deposit mix,
and possibly increased need for wholesale funding. Rising interest rates could also trigger
adverse credit development in leveraged loan, construction loan and home equity loan portfolios
as loans reprice.

In Europe, the credit outlook for banks is more negative. In April 2014, S&P issued broad
actions on dozens of European banks, including a lowered outlook on 15 institutions, many of
which are deemed systemically important by government regulators. S&P said it sees
government support for banks diminishing as European authorities are taking steps to require
creditors, rather than taxpayers, to bear the risk of bank failures by imposing new capital
requirements on banks so that investors—including bondholders—will bear losses in the event
of a failure. While in the near term, S&P expects governments will mostly remain supportive of
senior unsecured creditors for the largest banks, beginning in 2016, the rating agency expects
there will be changes to how financial support is structured. The Eurozone crisis raised concern
about national governments' ability to pay their debts due to the great cost of bank bailouts,
causing sovereign debt prices to fall. European banks, with large sovereign debt holdings,
suffered. As European lawmakers and national governments try to reform and centralize the
monitoring of banks, the links between weak banks and their governments are likely to be
severed, with more risk falling on bank bondholders. European bank corporates accounted for
approximately $35.4 billion, which accounts for 1.8% of the insurance industry’s total corporate
bond exposure as of Dec. 31, 2013, and 10.3% of total financial sector corporate bond
exposure.

Non-Bank Financials



This segment includes all non-bank and non-insurance financial services companies, so broad
credit trends for the segment are difficult to isolate. That is, this segment includes broker-
dealers, non-bank lenders, securities exchanges and investment companies whose credit
profiles may vary.

Maturity Distribution

Chart 2 and Table 4 detail the maturity distribution of financial sector corporate bond holdings of
the insurance industry, by industry segment. As one would expect, the maturity distribution for
life companies is fairly spread out, but with 64% concentrated between the >1- to 5-year and >5-
to 10-year buckets (30% and 34%, respectively). This is consistent with the somewhat longer
duration profile for their liabilities. In the first half of 2014, life companies extended their financial
sector maturities, reducing their holdings in the shortest maturity buckets (0-1 and >1-5 years)
by a respective three and one percentage point, while increasing exposure by one to three
percentage points in the three longer-dated buckets (more than five years). P/C companies,
conversely, have a shorter duration liability profile and, therefore, have two-thirds of their
holdings maturing in five years or less, with 56% in the >1- to 5-year bucket. In the first six
months of 2014, P/C insurers showed no change in maturity profile within their financial sector
corporate bond holdings except for a three percentage point shift from the >1- to 5-year bucket
to the 0-1 year segment, which could simply represent the roll-down of certain bonds into the
shorter bucket. Health insurers—who also tend to have a shorter-duration liability stream and
whose financial sector corporate bond exposure fell overall by $758 million—reduced their
short-dated (0-1 year) financial holdings by three percentage points, and increased the >1- to 5-
year and >20-year buckets by one percentage point each. Fraternal companies’ maturity
distribution of financial sector corporate bond holdings was little changed except for what
appears to be some roll-down between maturity buckets, while title companies—whose financial
institution corporate holdings declined by $53 million—increased the portion of these holdings
maturing in less than one year to 26% from 11% at year-end 2013.



Chart 2: U.S. Insurance Industry Financial Sector Maturity Distribution (Long-Term
Corporate Bonds), By Company Type, as of June 30, 2014
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Table 4: U.S. Insurance Industry Financial Sector Maturity Distribution (Long-Term
Corporate Bonds) at June 30, 2014

haturity Bucket
=1 -5 #B-10  =0-20

IAid-year 2014 BACY (5 mil.) 0-1 Years Years Years Years =20Years Total %
Life
Bank 4,723 40,335 36,278 13,87 16,397 | 111,631 | 49%
Mon-kbank Financial 1,740 | 17,025 | 20,033 5,831 6,394 | 51,022 | 22%
Insurance 1,733 10,843 21,977 9,073 23,188 66,870 | 29%
Financial Sector - Life 8246 | 68,228 | 78,288 | 28,783 | 45,978 | 229,523 [100%

% of Financial Sector - Life 4% 30% 34% 13% 20% 100%
PfC
Bank 5,945 25,641 10,963 882 1,541 44,973 | 97%
Mon-bank Financial 1,994 13,194 £,282 648 734 22,851 | 29%
Insurance T35 9,322 4,080 263 1,071 11,531 | 15%
Financial Sector - PfC 8,734 44,157 21,325 1,793 3,36 79,355 |100%

% of Financial Sector - PfC 11% 56 279 2% 4% 100%
Health
Bank 379 3,664 1,328 154 179 5,704 | 53%
Mon-bank Financial 263 2,091 826 96 96 3,372 | 31%
Insurance 113 915 503 13 133 1,682 | 1%
Financial Sector - Health 739 6,670 2,607 268 408 10,759 (100%

% of Financial Sector - Health T B2% 25% 2% 4% 100%

Fraternal
Bank 445 1,220 1,1e2 356 268 3,451 | 39%
Mon-bank Financial 170 283 975 215 247 2,490 | 28%
Insurance 220 590 887 394 733 2824 | 32%
Financial Sector - Fraternal 835 2,603 3,024 954 1,248 8,765 |100%
% of Fimancial Sector - Fraternal 10% 31% 35% 11% 14% 100%
Title
Bank 29 191 ol (0] 1] 331 | 44%
Mon-bank Financial a4 177 35 1 0 296 | 40%
Insurance 22 &0 3l 4 2 119 | 16%
Financial Sector - Title 195 428 117 4 3 Fa46 | 100%

% of Financial Sector - Title 26% 57% 16% 1% 0% 100%

It is likely that the maturity extension in the life segment is consistent with the pattern that has
been observed in recent years among life companies of increasing portfolio duration in pursuit
of greater investment income. In addition, corporate new issuance has trended toward longer
average maturities in recent years. As Chart 3 shows, corporations have been taking advantage
of the multi-year decline in long-term interest rates by issuing longer maturities in order to lock in
low rates. At this juncture, however, assuming the U.S. economy continues to strengthen, it will
become increasingly likely that the Federal Reserve will begin to tighten monetary policy within
the next 12 months and that long-term inflation expectations will increase, at least to a level



approaching the Fed’s long-term target of 2%. As U.S. interest rates begin to rise, the behavior
of corporate issuers and investors may change, both in terms of maturity preference and total

supply and demand.
Chart 3: Average Maturity and Volume of New U.S. Corporate Bond Issuance From 2000-

2014 Compared to Long-Term Interest Rates
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Equities and Equity-Like Investments

In addition to corporate bonds, insurance companies also invest in the equity securities of
financial institutions, although equities as a whole comprise a relatively small portion of total
cash and invested assets. Tables 6 and 7 illustrate the U.S. insurance industry’s respective
common and preferred equity holdings of financial institutions as of year-end 2013.



Table 5: U.S. Insurance Industry Financial Sector Exposure, Common Equity Holdings
(Unaffiliated)

% of Total
Financial

Sector |[% of Total
Commnon | Connammon

Equity Equity
Year-end 2013 BA O { Smil. ) life P/C Health | Fratemal Title Total Exposure | Exposure
Bank 1,506 38 719 459 169 41 41,193 59 5% B 2%
Insurance 1,480 7, 464 453 a1 & 9483 13.7% 1.4%
Morr bank Financid 591 17, 653 237 76 1 1854 26.8% 28%
Total Financial Sector 3877 | 63820 1,149 326 B|| 69221 1000 104%
% of Tatal Financid Sectar 5.6% Q2 7% 17% 0.5% 0.1% 100, 0%
% of Common Equity Exposure 2.5% 13.5% 3.1% 10.3% 29% 10, 4%
% of Cash and Invested Assets 0.1% 3.8% 1.0% 0.2% 0.6% 12

Table 6: U.S. Insurance Industry Financial Sector Exposure, Preferred Equity Holdings
(Unaffiliated)

% of Total
Fmancia

Sector |% of Total
Preferred | Preferred

Equity | Equity

Year-end 2013 BAOY { Smil.) life P/C Health | Fratema | Title Total | Exposure | Exposure
Bank 2187 5, 076 123 125 132 7,643 77.68% 36636
Insurance 592 540 71 32 & 1,192 12 1% 5.7%
Morrbank Financid 47 391 20 29 S 992 10.1% 4.7%
Total Anancial Sector 3,325 6, 007 164 186 145 9,827 100. 0% 47.0%
% of Total Financid Sector 33.8% 6l.1% 1.7 1.9% 1.5% 100, 08e

% of Preferred Equity 40,09 51.4% 41 R 60.1% 7309 4706

% of Cash and Invested Assets 0.1% 0.4% 0. 1% 0.1% 1.7% 0. 2%

The U.S. insurance industry’s total financial institutions equity exposure was $79 billion as of
Dec. 31, 2013, or 1.4% of total cash and invested assets. The industry’s exposure was
composed of $69.2 billion of unaffiliated common stocks and $9.8 billion of unaffiliated preferred
shares. P/C companies held the bulk of the common equity positions, with $63.8 billion (92% of
the total for the industry), and also held a majority of the preferred investments, with $6 billion
(61% of the industry total). P/C companies tend to allocate a greater portion of their invested
assets to equities than life companies because common stocks’ superior liquidity better matches
P/C insurers’ shorter-duration liabilities, and because P/C company balance sheets tend to have
a higher proportion of equity capital supporting their assets relative to reserves and other
liabilities. Life companies, by contrast, tend to hold less common stock, as their yield- and
spread-oriented product mix tends to fit better with fixed-income investments and allows for
more financial leverage.

Significant Single-Name Exposures

The insurance industry has significant investment exposure to certain large financial institutions,
many of which have been deemed SIFls by the Financial Stability Board or national regulators.
New regulations under Dodd-Frank legislation mandate that SIFls will have to meet higher
capital standards and develop contingency plans for potential future failures. The 10 largest
exposures (corporate bonds and equities) are listed below in Table 8. The list includes five
banks designated as globally systemically important (G-SIB); two globally systemically important
insurers (G-Sll); two banks determined to be domestically systemically important (D-SIB); and



one globally systemically important non-bank, non-insurer (NBNI G-SIFI). It is not surprising that
all of the industry’s largest financial holdings are in systemically important names since size is a
primary consideration in determining which institutions receive this designation.

Table 7: Insurance Industry’s Largest Single-Name Financial Institution Exposures

(Debt as of mid-year 2014, equity as of Dec. 31, 2013)

Debt Equity

Name (BACY, 5 mil.) (BACY, 5 mil.) Total

Wells Fargo (G-5SIB) 8,189 24,844 33,034
Bank of America (G-51B) 10,082 3,581 13,662
GE Capital (MBMI G-5IF1) 11,7349 206 11,965
Goldman Sachs [G-51B) a,642 2,571 11,213
JP Wargan Chase [5-51B) 12,274 1,467 13,741
Citigroup (G-51B) 8,563 602 3,171
Metlife (G-511) a,702 333 6,037
LS Bancarp (D-51B) 4,058 5,218 9,277
PHC (D-5IB) 9,273 £33 3,910
Prudential Financial [G-511) 4,711 334 5,044

Counterparty Risk: Relatively Modest Exposure for Insurers

Insurers also are exposed to financial institutions through counterparty risk, which arises as a
result of the derivatives transactions insurers enter into from time to time for risk management or
investment purposes. Counterparty risk is a sub-class of credit risk; it is the risk of failure by the
counterparty to meet its obligations under the terms of a financial contract. Insurance
companies face counterparty risk primarily when entering into derivatives contracts (such as
swaps, forwards and options) that are traded over the counter (OTC). Counterparty risk became
more of a concern in the wake of the global financial crisis, when some participants in OTC
derivatives markets failed and others came under severe stress because of risk management
failures relating to derivatives. The Group of Twenty (G-20) countries responded by agreeing to
mandate central clearing of all standardized OTC derivatives and to increase capital
requirements on non-cleared OTC derivatives. As a result, reporting, clearing and settlement
functions are shifting to more tightly regulated Swap Execution Facilities (SEFs). As of Feb. 15,
2014, three categories of USD and Euro-denominated interest rate swaps are subject to central
clearing mandates and must be traded by the parties on a SEF. Currently, there are 22 separate
SEF entities registered (on a temporary basis) with the U.S. Commaodity Futures Trading
Commission (CFTC).

Systemic concerns aside, insurers’ counterparty exposure via derivatives contracts is relatively
small, even though the total notional value of the industry’s counterparty exposure as of Dec.
31, 2013, was $1.79 trillion, or 32.4% of total cash and invested assets. It is important to
remember that although market participants typically refer to notional values when reporting on
derivatives activities, the significance of notional value differs depending on the type of
derivative contract. In the case of interest rate swaps, which are the largest derivatives
exposure for the insurance industry, notional value is simply a reference figure representing the
principal value of the underlying asset in a derivatives transaction upon which future payments
are based. The notional value itself is never exchanged, and it far exceeds the total credit
exposure in the event of a counterparty default. Currency swaps, however, do involve the
exchange of notional amounts at both the inception and beginning of the contract, and thus
entail greater counterparty risk. For other derivative contracts such as credit default swaps, total
return swaps and options, the counterparty exposure depends on the specific contracts and
positions involved.



Counterparty credit risk (CCR) for OTC derivatives has two components: current exposure and
potential exposure. Current exposure, which is reported by insurers in their annual statutory
financial statements, is for the most part shown as the net BACVs of all derivative contracts with
each counterparty, less any acceptable collateral posted by that counterparty; hence, this tends
to be a comparatively small number. Potential exposure is a statistically derived measure of the
potential increase in the instrument’s credit risk exposure, for instruments that generally do not
have an initial cost paid or consideration received, resulting from future fluctuations in the
underlying interests upon which the derivative instrument is based. Table 9 shows the insurance
industry’s current, potential and total CCR exposure to financial institutions, which amounted to
$35.1 billion as of Dec. 31, 2013.

Table 9: Insurance Industry Counterparty Credit Risk Exposure at Dec. 31, 2013 ($ mil.)

Total CCR Total CER as % of
Year-2nd 2013 CER | Current Exposure Potzntial [Current + Cash & Invested
Bxpasure [5 mil.} [Falir Value} Exposure Potentiall | % of Total CCR Assets
Life 2,186 30, 894 33080 94, 1% 0 9%
RiC B 1,965 2,049 0.8% 0. 1%
Health 4 3 7 0¥ 0. 0B
Fraternal 3 g5 a8 048 0.8
Title - - - 0¥ 0, ¥4
Total 2276 32 867 35143 100 ¥4 0 5%

The vast majority of the insurance industry’s derivatives exposure—and, hence, CCR
exposure—resides in the life insurance segment, which accounted for 94% of insurers’ total
counterparty credit exposure as of Dec. 31, 2013.
Large financial institutions are typically the most common counterparties in the derivatives
market. Similar to the derivatives market in general, counterparty exposure in the insurance
industry is concentrated in a small number of financial institutions. Table 10 illustrates the
notional value of insurance industry exposure to the top 10 counterparties at the end of 2013.
The 10 counterparties listed in the table represent 71.6% of the notional value outstanding in the
insurance industry. Citigroup was the largest counterparty to the insurance industry,
representing 13% of the industry’s total notional value outstanding as of year-end 2013.
Deutsche Bank and Goldman Sachs were the second- and third-largest counterparties, with
10% and 8%, respectively, of the notional value outstanding.



Table 10: Industry Exposure to Top Ten Derivatives Counterparties at Dec. 31, 2013
(notional, $ mil.)

% of
Industry
Notional
Counterparty Fraternal Health Life P/C Total Value
Citigroup 21 75 159,927 77,296 237,319 13%
Deutsche Bank AG - 20 160,535 23,622 184,177 10%
Goldman Sachs - 1 147,797 1,521 149,318 8%
Bank Of America Merrill 48 B 115,051 1678 116,777 %
Credit Suisse - 4 110,551 2,150 112,705 6%
Barclays PLC - 141 108,439 1,880 110,460 6%
1P Margan Chase 59 B 104,526 5311 109,895 6%
BNP Paribas - 0 104,763 280 105,043 6%
Morgan Stanley - 4 100,934 1275 102,212 6%
HSBC - - 56,185 772 56,957 3%
Total 128 204| 1168707| 115787 | 1284866 72%
Summary

The financial sector exposure of the insurance industry—which accounted for approximately
16% of the industry’s corporate bond holdings, 10% of common equity investments and 47% of
preferred stock holdings as of Dec. 31, 2013—appears to have remained relatively stable in the
first half of 2014 with respect to corporate bonds, which comprise the lion’s share of the
industry’s financial sector investments. In fact, the financial sector was under-represented in
insurance company corporate bond portfolios relative to the U.S. corporate credit market's 29%
financial sector share of total U.S. corporate bonds outstanding. Within insurer corporate bond
holdings, banks continued to be the largest sub-sector at about 51% of total BACV, followed by
insurers (25%) and other non-bank entities (24%). The credit-quality distribution of the industry’s
financial sector corporate bonds was 97% investment grade quality as of the first half of 2014,
with 65% and 32%, respectively, concentrated among NAIC-1 and NAIC-2 designated holdings.
Only a small extension of maturities among corporate bonds in the financial sector was
apparent among life companies. Equity investments in financials comprise a small portion of
total cash and invested assets (1.4% as of Dec. 31, 2013), and accounted for a respective 10%
and 47% of total insurance company common and preferred equity investments. Counterparty
exposures among insurers, which are heavily concentrated in the life segment, had a total
counterparty credit risk for the industry amounting to approximately $35 billion as of Dec. 31,
2013, or 0.6% of industry cash and invested assets.

The NAIC Capital Markets Bureau will continue to monitor financial sector exposure and publish
additional research as deemed appropriate.



February 6, 2015
Major Insurer Share Prices Change %o Prior
Close Week QTD YTD Week Quarter Year
. |
Life Aflac $61.28 T4 03 03 $57.08 $61.09 $61.09
Ametiprize 13479 o 19 19 12494 13225 13235
Germarorth TF6 112 (2.7 (2.7 6.08 2.50 8.50
Lincaoln 5320 114 3.2 3.2 49 92 5TET STeT
I etl ife 49 A0 6.7 (2.3 (2.3 46.50 5409 5409
Principal 49 /5 5B (4.4 (4.4 46 03 5194 5194
Protective 69 55 oo 04 04 6505 L] 69 65
Prudential T7ED 25 (14m (14 7528 00.44 00 44
THIRI 33.56 20 31.06 3488 3428
BC ACE $11288 44 (1.7 y $107 26 $l14288 $l14.28
Axis Capital 5074 (0.5 (0.7 (0.7 5090 5109 5109
Allstate T0.93 1.4 1.0 10 6570 F0.25 T0.25
Arch Capital 60.01 35 1.5 1.5 5797 5910 59.10
Ciricituati 5194 18 02 02 50.51 5183 5123
Chubb 10022 30 (2.6 (2.6] o720 103.47 10247
E-rerest Re 18242 alla] T2 T2 17138 17030 170.30
Progressive 26 38 1.7 2.3 2.3 25095 2699 2699
Travelers 107 .20 43 13 13 10222 10525 10525
WEH Berkley 49 51 1.1 (3.4 (3.4 4% 09 5126 5126
L 3580 38 432 42 34.49 3437 3437
Other A0N 506 .42 7.1 1.7 L7 $00.05 453 $04.83
AIG 5210 6.8 (7.0 (7.0 48 27 5601 56101
& gaurant i 35 4.5 (3.0 3.0 63.51 6243 6243
Fidelity Mational 3577 19 3B 3B 35.10 3445 34.45
Hartford 4028 35 (3.4 (3.4 3200 41 69 41 69
Iarsh 5543 3.1 . 5377 5724 57.24
Health Aetna §04.54 30 6.4 6.4 §91.82 $a8 83 fEEEs
Cigna 111.70 44 25 25 106 23 10291 10291
Humatia 14774 09 29 29 146.44 143 63 143 63
United 107 &0 1.3 6.4 6.4 106.25 101 .09 101.09
Monoline Assured $25.50 44 1.5 (15 Fad4.42 F25.00 $25.00
MEBELA 268 82 (2.0 (2.0 202 0.54 054
MAGIC o0z 59 3.3 3.4 a5 032 032
Radisn 16.96 Ta 14 1.4 1576 1672 16.72
HL Capital 3580 3B 42 42 34.49 3437 3437




February 6, 2015
Major Market Variahles Change %o Prior
Close Week TD TTD Week uarier Year
Diow Jones Ind 17,324.20 3B oo 0o 17,164.95 17,823.07 1782307
&P 500 2,055.47 30 (0.2 (0.2 1,004 99 205290 2,052.90
S&F Finaneial 32493 42 2.3 2.3 31001 33332 33332
S&F Insurance 20473 5.1 4, 4, 280.42 307 .04 307.04
U3 Dollar § Change %o Prior
fEuro $1.13 03 (6.4 (6.4 $1.13 121 $1.21
FCrade Oil bkl 5213 01 3.3 3.2 47 76 5383 5323
fGold oz 1,236 60 44 44 1,224.00 1,182.10 1,122.10
Treasury Yids % %0 Change hp % %o %
1 Vear 025 0.10 003 0.0z 0.15 022 022
10 Year 1.96 032 020 0210 1é5 217 217
30 Vear 2.53 0.31 2 2 2.23 275 275
Cotp Credit Spreads -bp Change %o Prior
CDEIG 12.00 (7.7 7 a7 13.00 11 69 1169
February 6,2015
Major Insurer Bond Yields Weekly C e YTD
Price Spread over UST | Spread
Compan Coupon  Mahoi Current C e Tield BP. Change | Change
Life Aflac 500%  SA5/2019] $12591 #07T 211% 74 (17 (17
Ameriptize 5300% 34520200 $114.71 lom 2.33% 5 (160 ()]
Cretvwotrth 6.515%  5/5/2018] $101.19 d03% A.11% 405 (16 58
Lincoln Mational BI50%  TAS2019] $125.49 d0oey  2.53% 111 (1 ()]
Masshlutual 22759 A&/5/2039) $le6.34 F4Th 438% 195 (113 1
MetLife 4750%  2A5/2021] $11295 dlah 2.42% 74 (1 ()]
Hewr ¥ork Life 6.750%  11/15/2039] §145.38 285 3E9% 130 (180 ()]
Morthwestern Mutual — 6.063% 31520400 $136.74 $0.66 37E% 13 33 (Y]
Parific Life D250%  6fla/2039] Bl63.62 (hl.7dar  4.79% 23 (260 ()]
Fiiticipal 6.050%  10/5/2036] $127.55 d303 412% 17 (7 5
Fradentia 4.500% 117520200 $110068 F0om  2.50% 3 (1% (1én
TIAA 6.E50%  12715/20539] §142.4 0. 4.11% 171 5
P&EC  ACEINA 3900%  &A5/2019] 11572 d107 2.10% £ (13 (1%
Allstate TA50%  SA52019] $121.39 dl1T 217% T2 ] (1)
American Finaneial 98T afla/2019] F12R63 102y 2.82% 1 in 1
Betkshire Hathaway 5400%  SA52018] $11268 o4 1.41% 2z (13 12
Travelers 3000% 1175720200 §$102.49 $l3d 231% 67 )] &
2L Group 6.250%  5A52027] §121.04 F231 405% 150 1
Other  AON 30009 9A520200 $112.34 dL5 283% 1m in 4
AIG 5E50%  LAS2018] $l1216 050 1.59% 5F (13 (Y]
Hattford 3.500%  SA5/2020)0 F11455 d07ar 2479 o0 (123 (7
Hatiomaride D3T5%  BAS2039] $166.51 03 475% 23
Hedth Aetna 3050% 9A5/20200 $107.75 dlady 2.45% 3 (1 (1M
CISH A 5125% GA520200 $l112.45 idlam 281% 104 ()] 10
Urited Healtheare 3875% 1015720200 $109.03 13 218% 0 1y (14
Wellnoint 4.350%  BAS20200 $110.33 F0ET 2.34% T (13 (13




Questions and comments are always welcomed. 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
PARTICULAR PURPOSE OF ANY OPINION OR INFORMATION GIVEN OR MADE IN THIS
PUBLICATION.
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