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U.S. Insurance Industry CDO/CLO Update 
In February 2011, the NAIC Capital Markets Bureau published a report on the U.S. insurance 
industry’s exposure to collateralized debt obligations (CDOs), including collateralized loan 
obligations (CLOs) as of year-end 2009. CDOs and CLOs are included as part of structured 
finance securities. In this aforementioned article, we also discussed the various types of CDOs, 
including the different types of structures, trends and potential risks to investors. In general, 
CDOs are defined as structured finance securities that are collateralized by a pool of bonds, 
bank loans and/or other debt instruments. CLOs may be considered a “subset” of CDOs, in that 
they are mostly collateralized by below-investment-grade broadly syndicated bank loans 
(typically at least 90% of the underlying portfolio), while other CLOs are collateralized by middle-
market bank loans (that is, loans to companies with less than or equal to $50 million operating 
cash flow and no more than $500 million in gross revenues). Syndicated bank loans are 
generally made by a group of lenders that are typically comprised of commercial banks. 
While CDOs and CLOs comprise an extremely small portion of overall U.S. insurance industry 
investments (less than 1%), since the financial crisis, certain types of CDOs have shown to be 
volatile. In particular, CDOs collateralized by non-agency (private label) residential mortgage-
backed securities (RMBS) — also known as ABS CDOs — have experienced significant 
deterioration in terms of credit and market value due to the collapse of the U.S. housing sector. 
As a result, there has been almost no new issuance in RMBS-backed CDOs since 2008. On the 
other hand, in recent times, CLOs have proven to be the survivors, evidenced by rating agency 
upgrades, new issuance and new market participants — including insurance companies — as 
investors. 
U.S. Structured Finance Issuance and Statistics 
According to Standard & Poor’s (S&P) Structured Finance Research, since the beginning of 
2012, U.S. structured finance issuance reached a total of $28 billion as of mid-April 2012, which 
includes CDOs, CLOs and asset-backed securities (ABS), such as those collateralized by auto 
loans, credit card receivables and student loans. Included in this total was approximately $10 
billion in 23 new CLOs. Year-to-date new issuance for CLOs was $14.7 billion in 35 transactions 
as of the end of May 2012, compared to $3.5 billion in eight transactions at the same time last 
year. This is due in part to a widening investor base, which includes insurance companies, as 
well as some Japanese banks, European and U.S. banks and pension funds. In comparison, 
during 2011, new CLO issuance was approximately $13 billion, according to S&P, compared to 
$4 billion as of year-end 2010. New issuance in 2012 is expected to be around $35 billion, 
based on current and projected volume. While this increased new issuance is indicative of a 
market rebound, it is still well below the peak of $96 billion for year-end 2006. Other than CLOs, 
there has not been any meaningful new issuance with respect to other CDO types — such as 
CDOs collateralized by trust preferred securities (TruPS) — over the past few years. 
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In comparison to other structured finance securities, there has been substantially no new 
issuance with respect to private label RMBS, but there has been some new issuance in 
commercial mortgage-backed securities (CMBS) and in U.S. ABS, particularly those securitized 
by auto loans, credit card receivables and student loans. According to S&P’s weekly structured 
finance research update, CMBS year-to-date new issuance was slightly more than $16 billion 
through the end of May 2012, with a forecast of $35 billion by year-end. U.S. ABS new issuance 
was approximately $120 billion as of year-end 2011, of which $68 billion was in ABS 
collateralized by auto loans. Through the end of May 2012, U.S. ABS new issuance totaled $59 
billion according to S&P, with the majority of new issuance again in auto ABS at $41 billion, 
followed by credit card ABS at $11 billion, and student loan ABS at $8 billion. 
U.S. Structured Finance and CLO Trends and Investment Risk 
According to a global structured finance default study conducted by S&P, credit quality for 
structured finance securities in general declined for the fifth consecutive year in 2011. However, 
global ABS has exhibited more stable performance — evidenced by lower default rates than 
other structured finance sectors — “solid performance among speculative-grade corporate loan 
issuers drove the continued upgrades of U.S. CLOs.” Fitch Ratings (Fitch) also conducted a 
global structured finance default study confirming positive ratings performance for CLOs in 
2011. Corporate-backed CDOs — primarily, CLOs and synthetic corporate investment grade 
CDOs — initially experienced significant downgrades in late 2009 and early 2010 because of 
changes in rating agency criteria combined with the stressed economic environment, according 
to S&P. Synthetic corporate investment grade CDOs are structured transactions whereby the 
underlying collateral is a pool of referenced obligations (typically in the form of credit default 
swaps) rather than direct investments in corporate bonds. 
CLO debt upgrades generally began in 2010 and continued through 2011, due mostly to a 
rebound in collateral performance. More stability (as well as more upgrades to CLO tranches) is 
expected in 2012. Both S&P and Fitch studies noted that ABS CDO downgrades have, and 
continue to be, primarily attributed to significant downgrade activity relative to the underlying 
RMBS pools. The U.S. housing market-related sectors showed continued deterioration and 
ratings volatility in 2011 despite signs of recovery, including lower delinquency and foreclosure 
rates and stabilizing home sales. 



Overall, there is a correlation between a structured finance security’s initial rating level and its 
rating stability. That is, securities with higher ratings tend to be more stable or experience 
upgrades compared to lower-rated securities. As shown in the chart below, lower-rated 
securities experienced a higher percentage of downgrades in 2011 than their higher-rated 
counterparts. 

 
Additionally, in 2011, structured finance transactions collateralized by auto and corporate debt 
(i.e., corporate bank loans relative to the latter) represented a significant percentage of positive 
ratings actions, according to S&P research: “Positive performance in the auto and corporate-
related sectors helped the drop in the global structured finance’s credit quality to slow in 2011.” 
The table below shows the number of S&P ratings outstanding at the beginning of 2011 for each 
of the named structured finance sectors (and regions) along with ratings transition rates for the 
same year. There was greater volatility in ratings among U.S. CDOs, which includes U.S. CLOs. 
This was most likely attributable to negative volatility of ABS CDOs (and not necessarily CLOs). 



 
Source: Standard & Poor’s. 
S&P noted in its global structured finance default study that, since the fourth quarter of 2010, it 
has upgraded about 60% of its U.S. CLO ratings due mostly to overall sound transaction 
performance, and not necessarily due to methodology changes. The strong performance of the 
underlying loan portfolios are due, in part, to improving performance of corporate loans and a 
decrease in the leveraged loan default rate, from 11% in 2009 to 0.21% in January 2012. In 
addition, many CLOs are concluding their reinvestment periods (during which time the asset 
manager is permitted to buy and sell loans for discretionary purposes — i.e. deemed 
appropriate if the trade is considered value-added — as well as for credit risk or credit impaired 
purposes). The senior-most notes are being paid down with principal and interest proceeds 
generated from the underlying collateral rather than the collateral manager reinvesting these 
funds, which means the structures are de-levering. As of mid-April, about 40% of CLOs (rated 
by S&P) were amortizing. S&P noted that more than 60% of CLOs (approximately $48 billion) 
are expected to end their reinvestment periods (and, therefore, commence amortization of the 
rated notes) by year-end 2012. Additionally, S&P expects another $68 billion and $53 billion of 
CLO debt will begin amortizing in 2013 and 2014, respectively. Corporate default rates are 
expected to remain low in 2012, and S&P expects a moderate but steady stream of upgrades 
particularly with respect to the additional CLOs that will exit their reinvestment periods in 2012. 
CLO structures have also become more conservative since the financial crisis — perhaps 
another reason for investor attraction. Ratings criteria revisions in 2009 called for more 
subordination — or credit support — that amounts to 33%–35% of credit support below the 
AAA-rated notes, compared to 22%–25% in transactions that were originated prior to the crisis, 
according to Citigroup Global Markets research. CLO transactions are also structured with 
shorter reinvestment periods of three years, compared to five years in 2006–2007 vintages. 
Newer vintage CLO structures are also generally not permitted to invest in other structured 
finance securities. Prior to the crisis, portfolio managers were typically able to invest 5% to 10% 
of the total portfolio in such assets. This means that about 90%–95% of the CLO portfolio 
consists of senior secured bank loans, compared to having 85%–90% of the portfolio in senior 
secured bank loans in years prior. As a result, higher quality collateral and higher subordination 
level in the newer vintage transactions have reduced credit risk and, therefore, downgrade risk. 
While exposure to European corporate issuers is low, there is some expectation that the lack of 
access to bank funding in Europe could increase the presence of European issuers in the U.S. 
market, thereby increasing exposure to European credits in U.S. CLOs. Currently, S&P 
estimates that seven out of the top 100 CLO exposures are European-based. 



CLO Managers 
Pre-crisis, between 2004 and 2005, there had been an influx of new CLO managers in the 
market that were either new to CLOs or newly created asset management firms specifically 
established to manage CLOs. CLO managers are responsible for investment decisions relative 
to the underlying CLO portfolios, and they must have the appropriate infrastructure in place to 
appropriately manage these transactions. This not only includes having seasoned portfolio 
managers and credit analysts on board, but also experienced operations professionals and 
appropriate data-management systems in place. As a result of the crisis, there was significant 
consolidation among CLO managers — some of it voluntary, some of it involuntary. Most of the 
CLOs issued over the past few years are being managed by seasoned CLO managers; that is, 
those that existed prior to the crisis and demonstrated sound asset management capabilities 
throughout the crisis. According to S&P, there were more than 60 rating agency ratings 
confirmations issued relative to CLO/CDO manager replacements in 2010 and almost 30 in 
2011. This means that, in many of these cases, the majority of senior investors in a CLO voted 
to change the CLO manager, but to do so they must receive confirmation from the rating 
agencies (according to legal documents that govern the transaction) that the change in asset 
manager would not adversely affect the transactions’ ratings. In the current market environment, 
where instability persists, it makes sense that investors would derive comfort with having 
seasoned investment teams responsible for managing their money. 
During a time when attractive risk/reward opportunities may be a challenge because of the low-
interest rate environment, depending on investment strategy/philosophy, CLOs might represent 
an acceptable investment opportunity to atypical investors. Because of the higher-yielding 
nature of the underlying bank loans, even after subtracting the CLO manager portfolio 
management fees and expenses, the net yield on the rated debt could still be attractive to many 
investors. That is, due in part to the relative value of CLOs compared to other structured finance 
securities or even corporate bonds, the strong performance of the underlying bank loans 
combined with the conservative structures could present appealing investment opportunities for 
investors who had not participated in this market in the past, or perhaps participated on a limited 
basis. 
According to Fitch’s leveraged loan research, for the first quarter of 2012 there was $144 billion 
in new institutional bank loan issuance. Spreads on BB-rated bank loans and B-rated bank 
loans were 360 basis points and 560 basis points over the London InterBank Offer Rate 
(LIBOR), respectively, for primary new issuance. Bank loan spreads had tightened from the 
previous quarter due, in part, to a surge in refinancing activity. 
As discussed in our previous CDO special report, several insurance companies benefit from 
having a specialized CLO investment management subsidiary from which they may leverage 
knowledge and expertise with respect to this asset class. This includes firms such as 
MassMutual’s Babson Capital Management, Allianz’s PIMCO and New York Life’s NYLIM (New 
York Life Investment Management) to name a few. 
CLOs: Attractive Investments from a Regulatory Standpoint? 
Regulatory uncertainty continues, particularly with respect to the federal Dodd-Frank Wall Street 
Reform and Consumer Protection Act’s (Dodd-Frank Act) proposed risk retention and how it will 
affect not only the CDO and CLO managers, but also the investors. Whether the CDO/CLO 
manager will be required to retain risk in the transaction, which is proposed at 5% of the 
transaction’s par value, could influence whether an asset manager is able to market a new 
CDO/CLO. Investors also might or might not derive comfort in the CDO/CLO manager having 
an investment in their own transaction, perhaps depending on how the investment is “sliced” 
within the transaction; that is, where in the capital structure the investment is made. In the near 
term, the Dodd-Frank Act has not had any impact on issuance, as details of the plan are still 
being resolved. 
U.S. Insurance Industry Exposure 



As of year-end 2011, the U.S. industry had approximately $24.7 billion book/adjusted carrying 
value (BACV) invested in CDOs and CLOs. In comparison, as of year-end 2009, the industry 
had $23.8 billion BACV invested in CDOs and CLOs. As of year-end 2011, CLO investments 
were approximately 80% of total CDO and CLO exposure, whereas they were almost 60% of 
total exposure as of year-end 2009. Year-end 2011 CLO exposure also includes “repacks,” 
whereby certain CLO tranches managed by the same asset manager had been refinanced to 
combine their shrinking bank loan pools into one portfolio. 
U.S. Insurance Industry CDO and CLO Exposure  

 
*Includes Synthetic ABS CDOs; ** Underlying collateral is other CDOs. 
Given that CLOs constituted substantially all of any new CDO issuance in recent years, it is no 
surprise that they represent the overwhelming majority of industry CDO/CLO exposure. 
Therefore, the focus of our research relative to insurance industry CDO exposure is on the CLO 
investments. In addition to ABS CDOs, there has also been no meaningful new issuance in 
TruPS CDOs over the last few years, which is a likely explanation for the decrease in TruPS 
CDO exposure from year-end 2009 to year-end 2011. 
According to research published by Citigroup Global Markets in November 2011, insurance 
companies in 2011 increased their CLO holdings not only in the primary (new issuance) market, 
but also by investing in the secondary market. Because most insurers are yield-sensitive, they 
have been attracted to the higher coupon offered on the AAA-rated (senior-most) tranches of 
the CLOs, which was about 150–160 basis points (bps) over three-month LIBOR as of April 
2012. Higher demand for CLO paper, however, could result in spread tightening. In 2010, 
spreads on new issue AAA-rated CLO paper ranged between 150–190 bps. Some new issue 
CLOs have also issued tranches with fixed rates, which are attractive to insurance companies 
matching fixed-rate liabilities (thereby diminishing the need for an interest rate hedges for these 
particular investments). The secondary market has also offered relative value with respect to 
CLO paper, in that the shorter life of these vintage assets tend to have higher yields than their 
primary market counterparts. In comparison, spreads on AAA auto and credit card-backed ABS 
were approximately 25 bps and 10 bps over three-month LIBOR, respectively, as of May 2012, 
according to BMO Capital Markets’ U.S. Securitization Report. 



As expected, the majority of CLO investments were held by life companies (85%) followed by 
property/casualty companies (15%) as of year-end 2011. In addition, the majority, or 87%, was 
investment grade securities as indicated by the NAIC 1 and NAIC 2 designations, which is 
relatively consistent with the credit quality of the overall industry’s investment portfolio. 
CLO Exposure – year-end 2011 

 
Summary 
CLOs have resurfaced once again as attractive investment opportunities. Investor demand has 
slowly but surely increased since the financial crisis first sent investors fleeing for other, “safer,” 
investments. Part of the decrease in new issuance volume was due, in part, to a “guilt by 
association” investor viewpoint related to ABS CDOs. The recent increase in demand is not only 
due to the sound structure of these investments, which has been refined with updated criteria, 
but also due to strong performance by the underlying bank loans that serve as collateral. While 
CLO new issuance pipeline is nowhere near pre-crisis levels, at the current pace, it is at least 
encouraging. 
The Capital Markets Bureau will continue to monitor trends within the CLO market and report 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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