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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

Global Structured Finance Rating Trends and Default Rates

As a follow-up to a previous special report titled, “U.S. Corporate Bond Default and Recovery
Rates: Impact on Related Insurance Company Investments,” this special report will focus on
rating trends and default rates in global structured finance. Structured finance includes
securitized asset classes — such as asset-backed securities (ABS), mortgage-backed
securities (MBS), collateralized debt obligations (CDOs), collateralized bond obligations (CBOS)
and collateralized loan obligations (CLOs) — all of whose cash flows depend on the cash flows
of an underlying pool of assets. The three most common types of ABS are those backed by
automobile loans, credit card receivables and home equity loans. MBS are instruments whose
cash flow depends on the cash flows of an underlying pool of mortgages, either residential or
commercial. Structured credit is a subset of structured finance and, in this special report, will
include CDOs, CBOs and CLOs. The focus of this special report will be on ABS and structured
credit. Residential mortgage backed securities (RMBS) and commercial mortgage backed
securities (CMBS) are not the focus of this report, but are included in some of the statistics
provided by the nationally recognized statistical rating organizations (NRSROs).

Credit Quality Improving

The credit quality of global structured securities began to stabilize in late 2010 into 2011. Rating
downgrades subsided after a tumultuous period in 2008 and 2009, when credit quality was
severely and negatively impacted by the economic and financial crisis in the United States. For
example, on average, when Standard & Poor’s (S&P) lowered ratings of global structured
securities in 2010, they were downgraded 1.4 rating notches. This compares with 3.5 rating
notches in 2009 and 3.2 rating notches in 2008, and reflects a lower severity of credit quality
deterioration in 2010. A notch is one rating level; for example, one notch would be a downgrade
from AA to AA- or an upgrade from BBB+ to AA-. In addition, as illustrated in the chart below,
the frequency of rating downgrades remains at elevated levels, compared to downgrade activity
from 1999 through 2006, but is beginning to decline. Fitch downgraded 57% fewer structured
finance securities in 2010 than in 2009. However, with continued high unemployment rates in
the United States and weakness in the U.S. housing market, it remains to be seen whether this
trend will continue.
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Almost 75% of Fitch’s rating downgrades of structured securities in 2010 were related to RMBS
and CMBS. ABS represented only 5.6% of the downgrades and structured credit represented
20.4%.

Although ABS was affected the least by the latest credit cycle, rating downgrades for ABS
increased year-over-year (as illustrated in the following chart) primarily due to revisions in how
certain risks influence the performance of student loan ABS. However, ABS upgrades also
increased year-over-year, with the majority of the upgrades in the auto loan sector as a result of
stable collateral performance and increased credit enhancement.

Fitch Global ABS Rating Changes
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According to Fitch’s rating transition matrix for ABS below, the BB rating category experienced
the largest amount of credit quality deterioration, with 30.16% of ratings downgraded. The B,
CCC and AA rating categories followed closely behind, with 27.45%, 26.92% and 26.76%,
respectively, of ratings lowered. AA-rated ABS transactions suffered an unusually high
percentage of downgrades to BBB and BB primarily as a result of a combination of 1)
deteriorating performance in some private student loan deals and 2) revisions in how certain
risks influence the performance of Federal Family Education Loan Program (FFELP) student
loan deals. FFELP is one of the largest U.S. higher education loan programs under which



private lenders make federally guaranteed student loans to parents and students. The BBB and
AAA rating categories experienced the least amount of deterioration, with only 10.32% and
10.76%, respectively, of ratings downgraded. With the exception of the AA rating category, the
investment grade rating categories enjoyed lower negative rating volatility than the non-
investment grade rating categories.

Fitch Global ABS One-Year Transition Matrix: 2010
*)

AAA AA B BBB BB B CCC  CC and Below Total
AAA 89.25 2.26 1.94 4.19 2.37 0.00 0.00 0.00 100.00
AA 14.65 58.40 5.10 10,19 10.83 0.64 0.00 0.00 100.00
A 1.76 7.84 72,55 8.04 .33 5.29 0.39 0.78 100.00
868 0.38 0.58 4.0+ 84.62 6.35 a2 0.77 0.96 100.00
BB 0.00 0.00 3147 4.76 61.90 23.02 3.17 .97 100.00
8 0.00 0.00 0.00 3.9 0.00 68.63 17.65 9.80 100.00
ccC 0.00 0.00 0.00 0.00 0.00 0.00 73.08 26.92 100.00

Source: Fitch Ratings Global Structurad Finance 2010 Transition and Dafzult Study, March 24, 2011,
Downgrades in structured credit at Fitch declined in 2010 after three straight years of year-over-
year increases. The downgrades were attributable to 1) commercial real estate CDOs; 2) trust

referred CDOs; and 3) new ratings criteria for structured finance CDOs.
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Similar to ABS, securities with higher ratings tend to be more stable than their lower-rated
counterparts. The AAA rating category saw 25.26% of ratings downgraded, while the CCC
rating category suffered more severe deterioration, with 67.38% of ratings lowered.

Fitch Global Structured Credit One-Year Transition Matrix: 2010

™

AAA AA A Bes 88 L] CCC  CCand Below Total
ArA 74.75 9.60 379 6.06 5.05 0.76 0.00 0.00 100.00
AA 0.34 64.63 11.90 10.83 7.4 3.06 2.4 0.00 100.00
A 0.00 0.95 s2.22 15.51 1424 %.18 7.59 0.32 100.00
ses 0.00 0.00 0.25 45.54 18.07 “9n 18.07 196 100.00
] 0.00 0.00 0.00 1.53 43.77 2163 16.79 16.28 100.00
8 0.00 0.00 0.00 0.00 0.87 442 22.94 .77 100.00
ccC 0.00 0.00 0.00 0.00 0.20 0.5% .84 67.38 100.00

Source: Fitch Ratings Global Structured Finance 2010 Transition and Default Study, March 24, 2011,
Given the continued high unemployment rate and weak housing market in the United States,
collateral performance and, therefore, ratings will likely remain under some pressure.
CreditWatch information provided by S&P provides insight into potential rating behavior for the
near term. The following table shows that structured securities, in general, are at risk of
continued downward ratings migration, as the number of transactions on CreditWatch with



negative implications clearly outweighs those with CreditWatch developing or CreditWatch with
positive implications. This data would look different, however, if the outlook for global corporate
credit, unemployment rates, interest rates and/or the housing market changed dramatically.

Global Structured Finance On CreditWatch As Of March 2, 2011

Transaction-level

No. of transactions

Region/sector CreditWatch developing CreditWatch negative CreditWatch positive
US. ABS 1 144 2
LS. CDO 110 152
U.S. CMBS 0 27 1
1.S. AMBS 0 562 0
U.S. single-name synthetics 6 9 3
European ABS 0 153 0
European COO 0 283 5
European CMBS 0 124 0
European AMBS 0 490 4
European single-name synthetics 0 38 0
Asia [non-Japan) 0 20 3
Austrahia/New Zealand 0 55 4
Canada 0 3 0
Japan 0 14 0
Latin America/emerging markets 0 4 1
Total 7 2036 175

All CreditWatch placements are shown without colipasing "AAA' rated ©

ses. AMBS inciudes subprime mortgage transactions and ABS includes manutactured housing

deals. COO inchudes cash, synthetic, and market vaiue CDOs as weil as leveraged funds. CMBS includes Re-REMICS and CRE CDOs
Source: Standard & Poor's Global Structured Finance Default Study — 1978-2010; March 28, 2011.

Impairment Rates

Global structured finance impairment rates, which include securities in default or near default,
improved in 2010 as ratings volatility stabilized. According to Fitch, the impairment rate declined
to 13.43% from 24.86% in 2009, with the impairments concentrated in non-investment grade
securities. ABS experienced the lowest impairment rate of 0.94%, compared to 20.05% and
16.26% for structured credit and RMBS, respectively. The 2010 ABS impairment rate increased
from 2009’s rate of 0.68%, with investment grade ABS increasing to 0.34% from 0.14% in 2009
but non-investment grade ABS decreasing to 6.87% from 8.17%. Impairment rates for CDOs
improved to 20.05% from 23.86% the prior year, primarily due to the significant improvement in
investment grade credits from 16.70% in 2009 to just 1.06% in 2010. No impairments were
evidenced in AAA ABS or AAA structured credit.

Fitch Structured Finance 2010 Impairment Rates

AAA

Investment Grade
Hon-investment Grade
All

ABS
0.00
0.34
6.87
0.94

CMBS RMBS  Structured Credit
0.06 0.42 0.00
2.28 2.77 1.06

23.91 46.55 40.25

10.73 16.26 20.05

Source: Fitch Ratings Global Structured Finance 2010 Transition and Default Study, March 24, 2011,
Based on data provided by S&P, the manufactured housing, student loans and auto loans
subsectors within ABS were the only major subsectors to experience any default rates in 2010.
Manufactured housing had the highest level of defaults at 3.58%, while default rates on student
loans and auto loans were less than 1%. These are significantly lower than default rates for



RMBS, CMBS and structured credit. The remaining major subsectors — including auto lease,
credit card, equipment and commercial other — experienced no defaults or near defaults. CLO
performance began improving in 2010 and is reflected in the relatively low default and near
default rates in the table below.

Global Structured Finance 2010 Rating Transition By Subsectors®

Beginning no. of Near default

Subsector ratings  Stable (%)  Upgrade (%) Downgrade (%) (%)  Default (%)
ABS

Auto lease % 9158 8.42 0.00 0.00 0.00
Auto loans 6% 8.3 12,07 460 0.00 014
Credit card 686 8s.n 860 569 0.00 0.00
Commercial other 2 100.00 0.00 0.00 0.00 0.00
Commercial paper 1 100.00 0.00 0.00 0.00 0.00
Consumer other 148 9589 205 205 0.00 0.00
Covered bond 12 100.00 0.00 0.00 0.00 0.00
Equipment 199 8347 352 302 0.00 0.00
Manufactured housing 19 62.37 394 3369 0.00 358
Nonperforming 1 100.00 0.00 0.00 0.00 0.00
Other 248 87.90 887 3 0.00 040
Rental car 13 76.92 0.00 2308 0.00 0.00
RV loans 19 7368 0,00 2632 0.00 0.00
Student loans %64 8724 093 183 0.10 083
Trade receivables 22 100.00 0.00 0.00 0.00 000
Wholesale L 9348 0.00 6.52 0.00 0.00
cDo

Cash flow CBO 1% 52.04 051 4745 1020 714
Cash flow CDO of CDO 151 37.09 066 6225 464 2318
Cash flow CDO of CMBS 263 51.33 0.00 4867 1445 038
Cash flow CLO 4,062 42.00 6.08 5192 047 0.10
Cash flow emerging market CDO 28 B2.14 0.00 17.86 0.00 0.00
Cash flow high-grade COO of ABS 608 7389 0.00 2611 1.2 1264
Cash flow mezzanine COO of ABS 1,074 6089 047 3864 1359 6.89
Cash flow trust-preferred 288 34.72 0.00 65.28 521 243
Equity and hedge fund CFO LK} 75.00 0.00 2500 455 227
Hybrid CBO 27 2593 0.00 7407 370 0.00
Hybrid CDO of CDO 55 7091 000 2909 182 18.18
Hybrid CDO of CMBS 9 2.56 0.00 97.44 7436 10.26
Hybrid CLO 50 24.00 000 76.00 400 0.00
Hybrid high-grade CDO of ABS 49 61.22 0.00 3878 2M 2857
Hybrid mezzanine COO of ABS L1 75.06 0.00 2484 2.9 1753

Source: Standard & Poor's Global Structured Finance Default Study — 1978-2010; March 28, 2011.

Insurance Industry Exposure to ABS and CDOs

As illustrated in the following table, the insurance industry’s total exposure to ABS and
structured credit as of Dec. 31, 2010, is $150 billion. The table provides the exposure by type of
insurance company and by asset class. Life insurance companies account for the majority of
ABS and structured credit exposure, with $119 billion or 79.5% of the industry’s total exposure.



Sin millions Life P&C Health Fraternal Title Total
ABS
Credit Cards $20,753 $3,921 S460 S- 5288 $25,423
Auto Loans 10,406 6,400 723 4 294 17,827
Equipment 15,174 1,669 98 1 716 17,658
Student Loans 5,334 2,050 251 4 - 7,679
Aircraft 5,302 772 61 - 145 6,281
Utility 2,380 457 23 1i 121 2,981
Manufactured Housing 1,832 328 6 - 41 2,207
R Rodls, TimE 1,212 83 7 : 30 1,332
Shares
Trade Receivables 811 78 5 - - 894
Other 29,605 6,175 225 8 735 36,747
Structured Credit 26,156 3,444 123 15 794 30,532
Total $118,966 |  $25,376 $2,023 $32 $3,165 | $149,562
% of Total 79.5% 17.0% 1.4% 0.0% 2.1% 100.0%

Note: Columns and rows might not 2dd up due to rounding.

Within the ABS asset class, the top three industry exposures are in the subsectors of credit
cards, auto loans and equipment. According to the S&P data cited above, these subsectors
experienced more upgrades than downgrades in 2010, as well as minimal to no defaults. The
manufactured housing subsector’s ratings, on the other hand, saw almost 34% of its ratings
downgraded, and it had the highest default rate within ABS. The industry’s exposure to
manufactured housing totaled $2.2 billion, or 1.9% of the industry’s exposure to ABS.

As discussed in a prior special report titled, “Insurance Company CDO Exposure,” the insurance
industry’s largest exposure in structured credit is to CLOs. As of Dec. 31, 2010, almost 50% of
the industry’s structured credit exposure is in CLOs. According to the S&P default data cited
above, CLOs in general experienced lower default rates than CBOs and the majority of CDOs.
In conclusion, the insurance industry’s exposure to ABS and structured credit is comparable to
the $190 billion and $128 billion exposures to CMBS and non-agency RMBS, respectively. ABS
and structured credit, however, have experienced less ratings volatility and lower impairment
rates than CMBS and non-agency RMBS.

Current Credit Spreads and Market Trends

The ABS sector has returned solid performance thus far in 2011. Modest improvements in
employment, fewer bankruptcy filings and conservative underwriting standards have contributed
to improving credit performance. Solid and improving credit performance is evidenced by credit
spreads and trends. For example, the current indicative market spread for an AAA, fixed rate,
three-year, prime auto ABS transaction is 29 basis points (bps). This is 8 bps tighter than the
year-end 2010 spread of 37 bps and significantly tighter than the recent wide of 600 bps in
November 2008. Similarly, credit card ABS have also performed well, as the current indicative
market spread for an AAA, fixed rate, 10-year has tightened 10 bps since year-end 2010 to 45
bps from 55 bps. The recent wide for credit card ABS was 600 bps in October 2008.

Student loan ABS also has fared well. A typical AAA, 10-year FFELP student loan ABS
transaction trades at 90 bps today — or 10 bps tighter than year-end 2010 and 385 bps tighter
than the recent wide in October 2008. ABS backed by private student loans, which have no
federal guarantee, also has performed well. A typical AAA, 10-year private student loan
transaction trades at 275 bps today — or 95 bps tighter than year-end 2010 and 575 bps tighter
than the recent wide of 850 bps in October 2008.

New issuance activity in the ABS market is comparable to last year, with almost $44 billion of
new deals issued in 2010 vs. $45 billion in 2009. The majority of new issuance has been



concentrated in the auto and student loan sectors. The auto subsector alone accounts for 65%

of 2010’s year-to-date new issue volume.
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Major Insurer Bond Yields

Price Spread
Comiam' Couiou Maturity Current Change Yield | B.P. Change
Life Aflac 8.300% 5/15/2019 | $12402 ] (50.11) 4.83% | 212 9
Ameriprise 5.300% 3/153/2020 | S109.44 S042 401%| 114 2
Genworth 6.313% 5/13/2018 | $103.34 S0.44 5092% | 344 2
Lincoln National 8.7530% 7/13/2019 | $120.52 $0.25 37% | 165 6
MassMutual 8.875% 6/15/2039 | $142.49 $0.57 3.79% | 159 5
MetLife 4.730% 2/15/2021 | $103.25 $0.20 4.34% | 126 4
Mutual of Omaha 6.800% 6/13/2036 | $103.97 §130 6.32% | 230 6)
New York Life 6.750% 11/15/2039 | S118.35 S096 3.46% | 123 3
NLV Financial 7.500% 8/15/2033 | $118.33 S0.45 3599% | 213 3
Northwestem Mutual 6.063% 3/13/2040 | $109.86 §$1.02 539%| 113 0
Pacific Life 9.230% 6/13/203 $13427 | (50.32) 6.56% | 234 7
Principal 6.050% 10/15/2036 | $107.50 $096 3350% | 138 (1)
Prudential 4500% 11/15/2020 | $101.03 S0.04 4.36% | 134 5
TIAA 6.850% 12/15/2039 | $117.538 $0.85 5.61% | 139 2
P&C ACE INA 3.900% 6/13/2019 S114.34 S094 3.78% | 112 0
Allstate 7.450% 5/15/2019 | $121.97 S0.62 420% | 134 2
American Financial 9.875% 6/15/2019 | $123.99 $049 35.78% | 311 5
Berkshire Hathaway 5400%  5/15/2018 | $112.57 §0.26 3.36% 91 5
Travelers 3900% 11/15/2020 §88.33 S046 4.11% | 112 1
XL Grou 6.250% 5/15/2027 | $100.72 ] (50.27) 6.18% | 259 9
Other AON 5.000% 9/15/2020 | S104.41 $0.29 4.42% | 140 2
AIG 5.850% 1/15/2018 | $106.59 S$0.02 4.68% | 233 12
Fidelity National 7.875% 7/15/2020 | $111.13 | (50.06) 6.25% | 461 14
Hartford 3.5300% 3/15/2020 | $105.55 S0.27 4.72% | 186 5
Marsh 9.250% 4/15/2019 | $130.45 S0.83 4.59% | 195 13
Nationwide 9.373% 8/15/1939 ) $127.30 ] (5S040 10% | 289 8
Health Aetna 3.950% 9/15/2020 $89.40 S0.46 4.03% | 104 1
CIGNA 5.125% 6/15/2020 | $107.36 S$0.51 4.14% | 119 1
United Healthcare 3.873% 10/15/2020 $98.75 $0.32 4.04% | 101 3
Wellpoint 4.330% 8/15/2020 | $102.82 S$0.33 3.98% | 102 1

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.
© 1990 — 2018 National Association of Insurance Commissioners. All rights reserved.



