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An Update of the Insurance Industry’s Derivatives Exposure 
On June 10, 2011, the NAIC Capital Markets Bureau published a report titled, “Insights into the 
Insurance Industry’s Derivatives Exposure,” which analyzed insurance companies’ derivatives 
holdings at year-end 2010. Although the insurance industry’s investment in derivatives in terms 
of book/adjusted carrying value (BACV) is quite small ($86.3 billion, or less than 2% of $5.2 
trillion in total cash and invested assets at the end of 2011), the notional amount of that 
investment was almost $1.4 trillion. In addition, insurers’ primary use of derivatives for hedging 
purposes (94.7% of notional amount held) makes it an important investment strategy to watch. 
This special report reviews U.S. insurers’ derivatives holdings at year-end 2011, in comparison 
with the industry’s exposure at year-end 2010, highlighting any trends or changes. 
A Recap of Derivatives Reporting by Insurers 
As previously written in the above-mentioned June 2011 special report, derivative instruments’ 
holdings and activity are reported in Schedule DB of insurance companies’ quarterly and annual 
financial statements. In 2010, Schedule DB was revised to be more streamlined and yet to 
provide more detailed and useful information regarding an insurance company’s derivatives 
exposure and activity. Further enhancements were adopted in August 2012 to be effective for 
2013 reporting. Part A of Schedule DB provides positions and activity in options, caps, floors, 
collars, swaps and forwards. Exposure to, and activity in, futures contracts are reported in Part 
B. Part C provides positions and activity in replication (synthetic asset) transactions. And, finally, 
counterparty exposure is reported in Part D. 
In general, insurance companies use derivative instruments to manage and mitigate a variety of 
risks. As of Dec. 31, 2011, a total of 274 insurance companies participated in the derivatives 
market. Of this number, 152 were life insurance companies, 99 were property/casualty (P&C) 
insurance companies, 19 were health insurance companies and four were fraternal insurance 
companies. Insurance companies with derivatives exposure were domiciled in 45 jurisdictions, 
with New York, Michigan, Connecticut, Massachusetts and Iowa holding the largest notional 
amounts. Furthermore, there were approximately 60,500 individual derivative positions across 
the insurance industry. The average position size was approximately $22.8 million in notional 
value, and the largest single position was $4.9 billion in notional value. This large derivative 
position was a Consumer Price Index (CPI)-linked hedge set up by a P&C insurance company 
to manage a macroeconomic risk of consumer prices falling in a downturn. 
Insurance Industry’s Derivatives Holdings 
As of year-end 2011, the notional value of derivatives — i.e., options, caps, floors, collars, 
swaps and forwards reported in Part A of Schedule DB and futures reported in Part B of 
Schedule DB — held by the insurance industry totaled almost $1.4 trillion. This was a 
substantial 28.1% increase compared to year-end 2010, when the insurance industry held 
almost $1.1 trillion in notional value of derivatives. According to statistics compiled by the Bank 
for International Settlement (BIS), the total notional amount outstanding of all derivatives (both 
over-the counter (OTC) and exchange-traded) worldwide as of Dec. 31, 2011, was $704.3 
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trillion. The insurance industry’s derivatives holdings are merely a fraction (0.20%) of the overall 
market. 
Within the insurance industry, life insurance companies are the primary users of derivative 
instruments, representing 95.8% of the total notional value outstanding at the end of 2011, at 
$1.32 trillion (Table 1A).This represents a 29.8% increase from $1.02 trillion in notional amount 
of derivatives held by the life industry at the end of 2010 (Table 1B). Meanwhile, P&C insurance 
companies, which account for a 4.1% share of the notional amount held by the insurance 
industry, decreased their derivatives holdings by 1.9% from $57 billion to $56 billion year-over-
year, making it somewhat of an outlier among the other insurer types that increased their 
derivatives holdings between 2010 and 2011. Health and fraternal insurers accounted for 
minute (0.06% and 0.04%) shares of the overall industry’s derivatives holdings in both years; 
nevertheless, both industry types increased their total notional amounts held by 39.7% and 
28.5%, respectively, year-over-year. Title insurance companies had no derivatives exposure in 
either 2010 or 2011. 
The type of derivative contract most widely used by insurance companies is swaps, which 
represented a notional value of $796.7 billion (or 57.8%) of the insurance industry’s derivatives 
holdings as of year-end 2011. Options represented the second-largest type of derivative held, 
accounting for a notional value of $489.5 billion (or 35.5%) of the derivatives holdings. Futures 
and forwards contributed $57 billion (or 4.1%) and $35.1 billion (or 2.5%), respectively. 
Table 1A: 2011 Insurance Industry Derivatives Holdings by Derivative Type

 
Table 1B: 2010 Insurance Industry Derivatives Holdings by Derivative Type

 
Insurance Industry’s Use of Derivatives for Hedging 
Insurance companies use derivatives to implement various investment and portfolio strategies, 
such as hedging, replicating assets and generating income. As illustrated in Table 2, the primary 
use of derivatives in the insurance industry is hedging, with 94.7% of derivatives holdings at 
year-end 2011 used for hedging risk; this represents an increase from 90.1% at year-end 2010. 
However, the “other” use/purpose category decreased considerably, from 7.7% at year-end 
2010 to 3% at year-end 2011, leading us to believe that the increase in the 2011 hedging 
category is likely due to better reporting/categorization of the derivatives’ purpose by the 
insurers. Still, “other” was the second-largest derivatives’ use/purpose category in 2011, 
followed by replication (that is, synthetic creation of an otherwise permissible investment) at 
2.3% and income generation at 0.02%. Derivative transactions in the “other” category might also 
have been used for hedging purposes, but might not have fit within the strict definition of 
hedging under the statutory accounting framework. 



Table 2: 2011 Insurance Industry Derivatives Holdings by Purpose/Strategy

 
As with overall derivatives holdings, swaps and purchased options are the primary derivative 
instruments utilized by insurers to hedge various risks, as illustrated in Table 3. 
Table 3: 2011 Insurance Industry Derivatives Holdings by Derivative Type and 
Purpose/Strategy

 
Table 4 provides a breakdown of the insurance industry’s exposure to swap derivatives by type 
of contract and type of insurer. Although fraternal insurance companies did not participate in the 
swaps derivatives market in 2010, they did get involved in 2011, albeit to a limited extent and 
only in foreign exchange swaps. Interest rate swaps are the most commonly used swap 
derivative (79.4% of all swaps held by insurance companies), followed by foreign exchange 
swaps (8%) and credit default swaps (5.7%). Similar to the overall derivatives holdings, life 
insurance companies dominated the holdings of swaps, with a 97.5% share at year-end 2011. 
Table 4: 2011 Insurance Industry Swaps Holdings by Type of Contract

 
As Table 5 illustrates, hedging was the primary use for interest rate swaps, currency swaps and 
total return swaps, representing 94.7% of swaps derivatives holdings at year-end 2011; for 
credit default swaps (CDS), replication was the primary use, with hedging as a not-too-distant 
secondary use. In 2011, insurers entered into $5 billion in interest rate swaps for replication; in 
2010, however, only credit default and total return swaps were used for replication. In 2011 and 
2010, no swaps of any type were reported to be used for income generation. 



Table 5: 2011 Insurance Industry Swaps Holdings by Type of Contract and 
Purpose/Strategy

 
CDS Exposure 
As of year-end 2011, the notional value of CDS held by the insurance industry totaled $45.1 
billion. This was a 6.8% increase from $42.2 billion in notional value of CDS at year-end 2010. 
According to a market survey conducted by the International Swaps and Derivatives Association 
(ISDA), the total notional amount outstanding of CDS as of year-end 2011 was $25.9 trillion. 
The insurance industry’s exposure to CDS is merely a fraction (0.17%) of the overall CDS 
market. Interestingly, the 6.8% year-over-year growth in CDS holdings for the insurance industry 
contrasts the overall CDS market’s year-over-year 6.5% decline from $27.7 trillion as of Dec. 
31, 2010. Life insurance and P&C insurance companies were the main participants in the CDS 
market in 2011; health insurance companies did not participate in 2010, but had small holdings 
(only $30 million) at year-end 2011, while fraternal and title insurance companies did not 
participate at all. 
In the CDS market, buying protection refers to reducing credit risk, and selling (or writing) 
protection refers to assuming credit risk. Table 6 illustrates that, for year-end 2011, $31.1 billion 
(or 69%) of the $45.1 billion in insurance industry CDS exposure was to sell protection or 
assume credit risk. The remaining balance was to buy protection for a certain credit risk. In 
comparison, in the previous year, sold protection accounted for $24.9 billion (or 59%) of the 
$42.2 billion year-end 2010 CDS holdings. This absolute and relative increase in sold protection 
coincides with a shift in holding CDS more for replication use rather than hedging — a reverse 
from 2010, when the primary use of CDS was for hedging. Credit risk is typically hedged by 
buying protection on a specific entity or on a specified index. In a replication transaction that 
involves CDS, credit risk is often assumed. 
Table 6: 2011 Insurance Industry CDS Holdings

 
With the changes to Schedule DB that were implemented in 2010, hedges are classified as 
either “hedging effective” or “hedging other.” According to the Statement of Statutory Accounting 
Principles (SSAP) No. 86—Accounting for Derivative Instruments and Hedging, Income 
Generation, and Replication (Synthetic Asset) Transactions, a hedge generally is considered 
highly effective when “the change in fair value of the derivative hedging instrument is within 80 
to 125 percent of the opposite change in fair value of the hedged item attributable to the hedged 
risk.” A hedge can also be designated as effective “when an R-squared of .80 or higher is 
achieved when using a regression analysis technique.” Hedge effectiveness must be calculated 
and documented at the inception of the hedge and then monitored on a quarterly basis. It is 
typically expressed as a percentage. Insurance companies report hedge effectiveness at these 



two points in time on Schedule DB for each derivative position that is considered an effective 
hedge. In instances where hedge effectiveness cannot be specifically calculated, insurance 
companies will disclose the financial or economic impact of the hedge in the footnotes of 
Schedule DB. 
Given the strict criteria and the extensive documentation required, many hedges might not be 
deemed effective for accounting purposes but still provide strategic value. If a derivative 
instrument is entered into for hedging purposes, but the transaction does not qualify as an 
effective hedge as defined above, the hedge would be reported as “hedging other” in Schedule 
DB. Derivatives in the “hedging other” category still have the intended effect of managing and 
reducing risk, but simply do not meet the accounting and documentation requirements. 
As of Dec. 31, 2011, 94.7% (or $1.3 trillion in notional value) of the insurance industry’s total 
derivatives holdings was used for hedging purposes (Table 7). The vast majority (or 88.5%) of 
these holdings was categorized as “hedging other” and the remaining balance was classified as 
“hedging effective.” The overwhelming amount of hedges categorized as “hedging other,” as 
opposed to “hedging effective,” is likely a function of the corresponding reporting and monitoring 
requirements. Swaps represented $754 billion (or 57.8%) of the insurance industry’s derivatives 
exposure as of year-end 2011, and options represented $425 billion (or 32.6%). 
Table 7: 2011 Insurance Industry Derivatives Holdings for Hedging Purposes by 
Derivative Type

 
The insurance industry uses derivatives to hedge various risks. Some examples of risks that are 
hedged include interest rate risk, credit risk, currency risk and equity-related risk. Table 8 
illustrates that the most common risk hedged by the insurance industry is interest rate risk; 
67.4% of the total notional value of derivatives held for hedging purposes are used in mitigating 
risks resulting from volatility in interest rates. Insurance companies’ invested assets portfolios 
are exposed to interest rate risk, as they are large buyers of fixed-income instruments, which 
are highly sensitive to movements in interest rates. Notably, some insurers increased their 
interest rate hedging activity in recent years to protect their reinvestment rates in a low-interest-
rate environment following the 2008 financial crisis. 
Equity risk is the second-most common risk that the insurance industry hedges with derivatives. 
Insurance companies face equity risk as a result of the sale of certain products, such as variable 
annuities that offer guaranteed minimum withdrawal or income benefits. Other risks that are 
hedged with derivative instruments include foreign currency risk and credit risk. 
Table 8: 2011 Insurance Industry Derivatives Holdings for Hedging Purposes by Risk 

Type  
Insurance Industry’s Counterparty Exposure 



Counterparty risk is the risk faced by a party that the other party will not satisfy the obligations of 
a derivatives contract. Insurance companies face counterparty risk primarily when entering into 
derivatives contracts that are traded OTC, such as options, swaps and forwards. Although 
futures are traded through exchanges and cleared through a central clearinghouse, 
counterparty risk still exists but is considered to be minimal. 
Large financial institutions are typically the most common counterparties in the derivatives 
market. According to a report published by the Office of the Comptroller of the Currency based 
on data for the fourth quarter of 2011, “derivatives activity in the U.S. banking system continues 
to be dominated by a small group of large financial institutions. Five large commercial banks 
represent 96% of the total banking industry notional amounts and 86% of industry net current 
credit exposure.” U.S.-based financial institutions that actively participate in the derivatives 
market are JP Morgan, Citigroup, Bank of America Merrill Lynch, Goldman Sachs and Morgan 
Stanley. Non-U.S. financial institutions — such as Deutsche Bank, Credit Suisse, Barclays, BNP 
Paribas and UBS — also are active participants in the derivatives market. 
Table 10 summarizes exposure in notional value to the 10 counterparties mentioned above. 
Similar to the derivatives market in general, counterparty exposure in the insurance industry is 
concentrated in a small number of financial institutions. The 10 counterparties listed in Table 10 
represent 74.3% of the notional value outstanding in the insurance industry as of year-end 
2011. Just as it was in 2010, Deutsche Bank was the largest counterparty to the insurance 
industry, representing 11.2% of the industry’s total notional value outstanding as of year-end 
2011. Credit Suisse and Goldman Sachs were the second- and third-largest counterparties, with 
8.6% and 8.4%, respectively, of the notional value outstanding; in 2010, JP Morgan and 
Barclays were the second- and third-largest counterparties. Notably, we would expect the 
counterparty risk to change going forward when certain OTC derivatives begin to settle through 
centralized clearinghouses, a requirement of the federal Dodd-Frank Wall Street Reform and 
Consumer Protection Act. 
Table 10: 2011 Insurance Industry Exposure to Top 10 Counterparties

 
Summary 
Although the insurance industry’s investment in derivatives in terms of book/adjusted carrying 
value is quite small, the notional amount of that investment remains quite large and growing, 
making it an important investment strategy to watch. The NAIC Capital Markets Bureau will 
continue to monitor trends surrounding the derivatives market and its impact on insurance 
industry investments. We will report on any developments as deemed appropriate. 



 



 
  

 

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 
PARTICULAR PURPOSE OF ANY OPINION OR INFORMATION GIVEN OR MADE IN THIS 
PUBLICATION. 
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