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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

Insights into the Insurance Industry’s Credit Default Swaps Exposure

A credit default swap, or CDS, is a derivative instrument in which there is a transfer of credit risk
from one party to another. The notional amount, representing the maximum potential exposure,
is the amount of credit risk that is being transferred. The CDS contract terminates on a
predetermined, fixed maturity date. The five-year contract is the most common — and, typically,
the most liquid — contract in the market.

The CDS refers to a reference entity that is typically a single-name entity, but can also be a
basket of single-name entities or an index. There is an upfront payment exchanged at the
beginning of the contract reflecting the current market, after which the buyer of protection pays a
guarterly fixed premium to the seller of protection in return for compensation that is contingent
upon the occurrence of a specified credit event by the reference entity. If the reference entity
has a credit event, there are two possible scenarios: physical delivery or cash settlement. Under
physical delivery, the buyer of the CDS contract delivers the bond or loan held, and the seller
delivers the notional amount of the CDS contract to the buyer. Alternatively, under cash
settlement, the seller makes a payment to the buyer that is equal to the net price of the notional
amount of the CDS and the final value of the reference entity for the same notional amount
based on market conditions at that time. The Depository Trust & Clearing Corporation (DTCC)
not only maintains details on CDS contracts, but, through central settlement, it also automates
the exchange of payments in the over-the-counter (OTC) derivatives market.

CDS contracts are traded under bilateral agreements between parties using master agreements
and documentation that generally follow standard guidelines determined by the International
Swaps and Derivatives Assaociation (ISDA). Under Title VII of the federal Dodd-Frank Walll
Street Reform and Consumer Protection Act, the U.S. Securities and Exchange Commission
(SEC) and the Commodities Futures Trading Commission (CFTC) have been charged with
developing new regulations that will likely change many past practices. Derivative contracts that
are defined as “standard” will be required to trade on an exchange and settle through a
centralized clearinghouse. This will include CDS transactions. Derivative trades that do not
occur on an exchange will have to be reported to designated trade repositories. The expectation
is that this will improve transparency in what has historically been an opaque market.

A credit event triggers the contingent payment and typically includes bankruptcy, failure to pay
and restructuring (such as a reduction of interest or principal or a maturity extension undertaken
in lieu of a default). The restructuring credit event differs from market to market. The U.S. high-
grade market, for example, uses modified restructuring in which the securities eligible for
delivery are restricted. The European market typically uses modified-modified restructuring,
which is similar to modified restructuring but allows a slightly larger range of deliverable
obligations in the event of a restructuring. Another difference in the various markets is that only
bankruptcy and failure to pay are standard credit events in the high yield market. In addition,
bankruptcy does not apply to sovereign reference entities. Obligation acceleration and
repudiation/moratorium are also credit events, but are generally only used for emerging market
reference entities.


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

In a previous Capital Markets Special Report titled, “Insights into the Insurance Industry’s
Derivatives Exposure,” it was noted that the insurance industry’s exposure to CDS as of Dec.
31, 2010, totaled $33.5 hillion in notional value and represented 7.2% of all swap derivatives.
The life insurance industry accounted for $27.1 billion (or 80.9%) of the total outstanding
notional value of CDS and the property/casualty industry accounted for $6.4 billion (or 19.1%).
Health, fraternal and title insurance companies reported no outstanding CDS as of year-end
2010.

Most recently, the NAIC adopted new guidance, referred to as the Derivatives Risk Mitigation
Project. Under the new guidelines, life insurers that choose to hedge their credit risk using CDS
will be allowed to offset a portion of the risk-based capital (RBC) charge that is associated with
the underlying asset.

This report will provide further details on the CDS exposure of the insurance industry in order to
give the reader better insights into how CDS contracts are utilized by insurance companies and
the specific profile of the CDS exposure.

CDS Exposure

As of year-end 2010, the notional value of CDS held by the insurance industry totaled

$33.5 billion. This was a 15.7% decrease compared to year-end 2009, when the insurance
industry held $39.7 billion in notional value of CDS. According to a market survey conducted by
ISDA, the total notional amount outstanding of CDS as of June 30, 2010, was $26.3 trillion. The
insurance industry’s exposure to CDS is merely a fraction (0.13%) of the overall market. In
addition, the 15.7% year-over-year decline in CDS for the insurance industry is comparable to
the overall market’s decline of 14% from $30.4 trillion as of Dec. 31, 2009.

Life insurance and property/casualty insurance companies were the only participants in the CDS
market in 2010. As in 2009, health, fraternal and title insurance companies did not participate.
As of Dec. 31, 2010, a total of 62 companies in 19 states participated in the CDS market: 50
were life insurance companies and 12 were property/casualty insurance companies. The top
five states represented 83% of the insurance industry’s total CDS exposure. Insurance
companies domiciled in Connecticut held the largest notional value of CDS, $13.1 billion, or
39% of the insurance industry’s total notional value. New York followed with the second-largest
CDS exposure of $9.0 billion, or 27% of the industry’s exposure. After New York, CDS
exposures by domiciled state decline dramatically, with insurance companies domiciled in lowa
holding $2.5 billion in notional value, or 7% of the insurance industry’s exposure.

In addition to concentrations in domiciled states, there are also concentrations in the insurance
companies that have CDS exposure. The top five insurance companies have $24.3 billion in
notional value of CDS exposure, which represents 72.5% of the insurance industry’s exposure.
There is a wide range between the largest participant and the fifth-largest participant. The
largest and the fifth-largest participants represent 31% and 5%, respectively, of the industry’s
exposure. The most active participants in the CDS market are also the largest insurance
companies in the United States, as measured by cash and invested assets.

In the CDS market, buying protection refers to reducing credit risk, and selling (or writing)
protection refers to assuming credit risk. The following table illustrates that, for year-end 2010,
$19.1 billion (or 57.2%) of the insurance industry’s CDS exposure was to buy protection for a
certain credit risk. The remaining balance was to sell protection or assume credit risk. However,
property/casualty insurance companies for the most part bought protection, with buy protection
trades representing almost 75% of the industry’s notional value. Life insurance companies, on
the other hand, were more active in selling protection and, therefore, had a higher percentage of
sold protection. Much of this activity was to take advantage of guidance adopted in 2001
reflecting replications, or Replication (Synthetic Asset) Transactions (RSATSs). These are
described in greater detail below.



Notional Value Buy Protection | Sell Protection otal
Life 14 337,213 412 | 12,720,951,217 | 27,058,164,629
Property & Casualty 4,788,310,293 1,604,175,530 6,392,485,823
TOTAL 18,125,523 705 | 14 325,126,747 | 33,450,650,452
% of Tota 57.2% 42.8% 100.0%

The following table provides CDS exposure by investment strategy for life and property/casualty
insurance companies. Almost two-thirds of CDS were used for hedging purposes and one-third
in replicating assets.

. S : Property & % of
Notionol Volue Life Total

Casualty Total
Hedging 16,292,775,058 5,364,483,022 | 21,657 258 087 84.7%
Replications 10,785,382,571 250,500,000 | 11,015,832571 32.9%
ncome Generatior 0.0%
Other - 777,502,794 777,502,794 | 2.3%
TOTAL 27,058,164,62° 6,392,485,823 | 33,450,650452 | 100.0%

Credit risk is typically hedged by buying protection on a specific entity or on a specified index.
An RSAT is a derivative transaction entered into in conjunction with other investments in order
to reproduce the investment characteristics of otherwise permissible investments. For example,
a bond is replicated by selling protection on a specific entity and combining it with a relatively
risk-free, highly rated fixed-income security (or host bond) so that the cash flows replicate a
typical bond. In a replication transaction that involves CDS, credit risk is often assumed. All
replications transactions are reviewed and approved by the NAIC Securities Valuation Office
and assigned an RSAT number by Standard & Poor’s (S&P)/CUSIP. Replication transactions
are reported separately in Schedule DB, Part C, but the derivative component of the replication
is also reported in Schedule DB, Part A. Not all RSATSs involve CDS.

The following table shows the CDS exposure in notional value by investment strategy and by
whether protection was bought or sold. AlImost 70% of the protection sold was in connection
with a replication transaction. In the table, $4.4 billion of sold protection is connected with
hedging strategies. This relates to offsetting trades. Instead of unwinding an existing CDS
contract, an offsetting trade with matching notional amount, maturity and reference entity can be
entered into. For example, if protection was bought for reference entity XYZ, but is no longer
required because the credit is no longer a concern, one could sell protection on reference entity
XYZ using the same terms in order to offset the original CDS contract. So, the original contract
is not terminated and is still reported on Schedule DB, along with the offsetting trade. Offsetting
transactions can, therefore, inflate the total notional value outstanding, which can be somewhat
misleading. A total of $7.6 billion in notional value, or 22.8% of the industry’s CDS exposure,
was reported as offsetting transactions by the insurance industry for year-end 2010. For
clarification, this amount includes the notional amount of bought and sold protection (i.e., the
total notional amount of the original contracts and the offsetting trades). Approximately $3.9
billion reflects perfect offsets as described. The remaining $500 million balance of sold
protection in the hedging category are not perfect offsets and will be analyzed for further
discussion at another time.

To mitigate the inflated value caused by such trades, portfolio compression — which is not
currently a requirement, but takes place regularly in the CDS market — occurs when two
offsetting (or “matching”) trades are effectively eliminated. However, as per proposed rules of
the Dodd-Frank Act, portfolio compression will become a requirement. Such portfolio
compression rules would collapse these trades and result in “tearing up” the transactions.



% of

Notionol Volue Buy Protection | Sell Protection Total 'Ij;tal

17,252,120,%11 4 405,137,176 | 21,657 258 0B7 84.7%
1,085,200,000 ©,281% 889571 | 110158388571 32.9%
0.0%

Dther 777,502,794 777,502,754 2.37
TOTAL 19,125,523,705 | 14,325,126,747 | 33,450,650452 | 100.0%

The maturity of a CDS contract at creation is typically five years, but can be shorter or longer in
some instances. The maturity profile of the CDS held by the insurance industry is within the

typical five-year maturity, as 85.7% of the notional value in CDS matures in 2011 through 2015
see the table below for further details).

Notional Value

Moturity Yeor ; Property & % of
Life Total
Casualty Total

2011 1,475 875,000 280,057,000 1 5.3%
2012 1,815,455, 000 578,518,513 2, 7.2%
2013 3,627,466,552 1,386, 706,870 5 15.0%
2014 7,657,553,171 1,407,443 754 ") 27.1%
2015 8,513,768,506 1,821 406,972 | 10, 31.1%
2016-2020 3,017,066,353 523,352,714 3 10.6%
2021+ ©42 972,000 325,000,000 1,267,972,000 3.8%
TOTAL 27,058,164,62%9 6,392,485,823 | 33,450,650452 | 100.0%

The credit quality of the reference entities is strong, with 86% of the notional value of CDS
exposure in reference entities that are designated either NAIC 1 or NAIC 2 (see table below).
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basket of single-name entities or an index. Insurance companies are required to provide a
complete and accurate description of the CDS transaction, including the reference entity.
However, this description column in Schedule DB is a “write-in” column and, therefore, is not
uniform across all insurance companies. In addition, given that 2010 is the first full year for the
revised Schedule DB, some of the data provided was incomplete or will take more time to
analyze. As such, the Capital Markets Bureau has made its best efforts to properly categorize
all of the CDS transactions by reference entity, but some of this data might require further fine-
tuning. Nonetheless, we expect that as insurance companies become more comfortable with the
revised Schedule DB and gain a better understanding of what data needs to be reported and in
what format, the data in Schedule DB will be much more robust and comprehensive.

The following table breaks out the insurance industry’s CDS exposure by bought and sold
protection, as well as whether the CDS was on a single-name entity or an index trade.
Approximately 56% of the industry’s exposure is to single-name CDS; the remainder is index
CDS. Typically, single-name CDS is used to hedge or replicate a specific entity’s credit risk,
while the index CDS is used to hedge or replicate portfolio credit risk.



% of

Notionol Volue Buy Protection | Sell Protection Total _;; tal
single-Name CDS 12,485,800,364 | 6,133,689,040 | 18619489404 | 55.7%
ndex COS 6,639,723,341 | 8191437707 | 14,831, 161048 | 44.3%
TOTAL 19,125,523, 705 | 14,325,126,747 | 33,450,650452 | 100.0%

Within the single-name CDS, there were no significant concentrations in any one credit. The
following chart shows the top 10 reference entities for which CDS was either purchased or sold
by the insurance industry. These top 10 reference entities represent $4.2 billion (or 12.6%) of
the insurance industry’s notional value in CDS exposure. The highest amount of activity was in
the Bank of America credit, with most of the activity concentrated in hedging credit risk by
buying protection with CDS. For these 10 reference entities, the highest amount of activity for
assuming credit risk was in the MetLife credit. The insurance industry has sold $350 million in
notional value of CDS in the MetLife name, all in replication transactions. The CDS transactions
in the United Kingdom sovereign credit were offsetting trades on a portfolio hedge. As was
described previously, an offsetting trade is entered into instead of unwinding or closing out an
existing CDS transaction. In doing so, the outstanding notional amount of CDS contracts is
inflated, resulting in misleading totals.

Notional Value
Reference Entity or Issuer Nome . " a
Buy Protection | Sell Protection Total Total
DS
Sank of America 663,100,000 25,000,000 688,100,000 2.1
S 615,402,331 - £15,402,331 18
u 265,000,000 265,000,000 530,000,000 16
¥ 35,500,000 350,000,000 385,500,000 12
120,000,000 190,000,000 380,000,000 11%
350,400,000 5,000,000 365,400,000 1.1%
345,000,000 15,000,000 350,000,000 1.1%
335,385,897 - 3 1.0%
Carnival 5 )00 131,433,000 0.97
Wachovia 252,200,000 18,300,000 270,500,000 0.8%
TOTAL 3,215,921,228 999,733,000 | 4,215,654,228 | 12.6%

The insurance industry’s CDS exposure to foreign entities totaled $3.9 billion in notional value,
or 16.2% of the industry’s CDS exposure. Furthermore, $1.5 billion of the CDS exposure was on
the sovereigns listed in the table below. The top five sovereign exposures were to eurozone
countries. However, there was no evidence of protection bought or sold on either Greece or
Ireland. It should also be noted that the notional value of CDS exposure in the United Kingdom
were offsetting trades, as discussed previously. The CDS exposure in Spain, Italy, Germany
and France were also offsetting trades.

The Capital Markets Bureau is closely following the ongoing developments related to Greece’s
financial distress. A restructuring of Greek debt would result in the triggering of a credit event
and subsequent payment on Greek CDS contracts. Therefore, the eurozone governments are
negotiating with European Union (EU)-based financial institutions to voluntarily reinvest their
maturing Greek debt proceeds into new Greek debt instruments, albeit at lower market rates,
(which is also known as “reprofiling” or “rolling over”), to avoid triggering an event of default
within the CDS contracts. France appears to have taken the initiative by developing a
reinvestment process that would result in French financial institutions reinvesting the proceeds
of their Greek bonds into new Greek debt. The reinvestments would be made at a much lower
interest rate than they had received on the maturing Greek debt; however, they would reinvest



at the same fixed yield as the proposed EU/International Monetary Fund financial assistance

package, plus receive an additional yield based on economic factors.
Noticnal Value
Sovereign ) Property & _% or.
Life ; Total Total
Casualty

DS
United Kingdom 380,000,000 140,000,000 530,000,000 | 1.6%
Spain 250,000,000 50,000,000 380,000,000 | 1.1%
2 190,000,000 10,000,000 200,000,000 | 0.6°
German 58,000, 000 102,000,000 200,000,000 | 06
France 70,000,000 30,000,000 100,000,000 | 0.3%
Chile 50,000,000 - 50,000,000 [ ©.13
Viex co 24,224,000 - 24224000 | 013
Sovereign Tota 1,112,224 000 372,000,000 1,484 224 00C 445
Other Foreign Tota 1,191,809,600| 1,250,950,637 | 2,442,760,237 | 7.3°
TOTAL FOREIGN 2,304,033,600 | 1,622,950,637 | 3,926,984,237 | 11.7%

Counterparty Exposure

Counterparty risk is the risk faced by a party that the other party will not satisfy the obligations of
a derivative contract. Insurance companies face counterparty risk when entering into CDS
contracts as they are traded over-the-counter. As discussed in a previous Capital Markets
Special Report, large financial institutions are typically the most common counterparties in the
derivatives market. The following table summarizes the exposure in notional value of CDS held
by the insurance industry by counterparty. The counterparties for CDS contracts are the same
as those for the derivatives market as a whole, but counterparty exposure is much more
concentrated in these 11 counterparties for CDS. The following table illustrates that the

11 counterparties represent 91.1% of the notional value outstanding in the insurance industry.
Goldman Sachs was the largest counterparty, with Credit Suisse and Bank of America the next
largest counterparties.

Notional Value
COUBIEGpaETy Buy Protection | Sell Protection Total sof
Total
Goldman Sachs 3,700,391, 700 1,515,656,250 5,216,047,950| 15.6%
Credit Su::-c- 1,734,221 136 2,020,608,886 3,754,830,02 11.2%
Bank of America 1,713,5 38 1,852,542 571 3,666,055,008| 11.0%
Deutsche Bank 2,668,757,621 ©43 310,040 3,612,067,661| 10.87
Morgan Stanley 864,850,000 2,736,062,381 3,601,012,381| 10.8?
JP Morgan Chase 1,904,806, 707 1,8600,257,000 3,505,063,707| 10.52
Barclays Bank 1,876,134,230 1,317,192,000 3,293,326,23 9.87
Citigroup 816,491 873 1,273,997,619 2,180 4388 422 6.5%
ENP Paribas 891,900,000 0,000 1,066,200,000 3.2%
HSBC 180,875,000 125,000,000 305,875,000 0.97
Merrill Lynch 233,385,000 30,000,000 263,385,000 0.87
Others 2,340,088.000 £35,500,000 2,975,588,000 8.97
Total 19,125,523,705| 14,325126,747| 33,450,650,452| 100.0%

Furthermore, if we isolate the counterparty exposure to bought protection, which more
accurately depicts the counterparty risk borne by the insurance industry, counterparty exposure
totals $19.2 billion in notional value. In addition, Goldman Sachs remains the largest
counterparty, but the second- and third-largest counterparties changes to Deutsche Bank and
Barclays Bank, respectively.



Credit Derivatives Market

With recent signs of continued weakness in the U.S. economy and concerns regarding the
financial strain of European sovereigns, there has been a flight to quality in the credit markets,
although all markets are generally wider. Investors are being more cautious and taking less risk;
therefore, high-grade credits are outperforming their high-yield counterparts. This flight to quality
can be seen in the credit derivative indices that are representative of the high-grade and high-
yield corporate credit market.

The desire to hedge credit risk has been a significant reason for growth in the index-based
market. It is not uncommon to find little or no market for CDS in a given name. Depending on
the specific asset, using an index might be the only alternative, or the most cost-efficient
alternative.

The CDX North America Investment Grade Index (CDX IG Index) is composed of 125
investment grade, North American companies in six sectors: high volatility; consumer; energy;
financial; industrial; and technology, media and telecommunications. The chart below depicts
the spread of the CDX IG Index, which reached its widest level of 101 basis points (bps) June
24, 2011, and is 7 bps wider than its three-month average of 94 bps. The monthly average
volume for the CDX IG Index is $20.8 billion in gross notional amount.
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Source: Bloomberg.

In contrast, the spread on the CDX North America High Yield Index (CDX HY Index) is 38 bps
wider than its three-month average of 450 bps. The CDX HY Index reached its widest level of
approximately 510 bps June 16, 2011, and was close to that level June 24, 2011. The following
chart shows the price for the CDX HY Index; the high yield’s market convention is to quote
prices as opposed to spreads (as in the investment grade market). So, as a reminder, price is
inversely related to spreads. The CDX HY Index is composed of 100 non-investment grade,
North American companies in three sectors: B, BB and high-beta names. The monthly average
volume for the CDX HY Index is $5.5 billion in gross notional amount.
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The following chart provides a comparison of the spreads for the CDX IG Index and the CDX
HY Index. The line at the bottom of the chart represents the CDX IG Index and has been
relatively stable over the past three months. The line at the top of the chart represents the CDX
HY Index and the spread volatility can be seen quite clearly. In recent days, the spread on the
CDX HY Index has been on the rise, as high yield has underperformed high grade.

2ource: 5iod

Single-name CDS spreads have also been widening, given concerns with the U.S. economy
and financial strain in Europe. The first chart graphs the five-year CDS spread for Bank of
America, and shows that spreads are approaching the widest level of 182 bps reached in late-
December. The second chart graphs the 5-year CDS spread for Societe Generale and shows a
similar trend of spread widening in recent weeks.
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Other examples of CDS indices include the iTraxx and ABX indices. The iTraxx index is
composed of 125 investment grade (European or Asian) companies in six sectors that are
denominated in foreign currencies: autos; consumers; energy; financials; industrials; and
telecom, media and technology. The ABX index represents a standardized basket of reference

obligations for home equity asset-backed securities (ABS).
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June 24,2011
Major Market Variables
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June 24,2011
Major Insurer Bond Yields

Company

Coupon

Price

Spread

Maturity

Current

Change

Yield

B.P.

Life  Aflac 8500% 5152019 s12462| soso 470 220 2
Ameriprise 5300% 31520200 s10063| so3s  3os%| 134 8
Genworth 6515% 5152018 s10207| (5008 6149 392 10
Lincoln National 8750% 71520190 s12836| so3s 4409 203 3
MassMutual 8875% 6152039 $14077| 5063  sssw| 175 5
MetL ife 1750%  2152021] S10341] 060  431%| 145 2
Mutual of Omaha 6800%  6/152036] s10843 | (s0.00) o 6a4%] 219 2
New York Life 6750% 117152039 s11834] (5041 5470 120 4
NLV Financial 7500% 8152033 s1173s| 5005 606%]| 231 3
Northwestern Mutual ~ 6.063%  3/152040f s10890| so03s  s5440] 124 (1)
Pacific Life 0250% 6152039 s13sm2|  s121 47| 233 5)
Principal 6050% 101152036] s10685| s03s  ssee] 161 s
Prudential 4500% 111520200 s101.17] 064 435%| 153 2
TIAA 6850% 12152039 s11596) s0s3  s710¢] 150

P&C  ACEINA 5900% 6152019 s11497| soss 3710 122
Allstate 7450%  sisn019) s217s|  so30 s18%] 176 4
American Financial 0875% 6152019 s12526 | (s0.68)  s86%| 338 16
Berkshire Hathaway 5400%  5/15/2018) S113.23 $0.29 3.24% 07 7
Travelers 3900% 111520200 sos6s | s0s3  so0s%| 124
XL Group 6250% 5152027 s10323) s217  se3%]| 260 2

Other AON 5.000% 9152020) s105.13] sos1 4320 154 )
AIG 5850%  1152018] s10493| so14  196%| 201 8
Fidelity National 7875% 71520208 s10sss| (5488 699%| 476 10
Hartford 5500% 31520200 s10485| (s008 4819 215 7
Marsh 0250% 41520190 s13057| s0s2  4ssw] 210 0)
Nationwide 0375% 8151939 s12844| s206 7049 200 3)

Health Aetna 3950%  9/152020] s10073 ] soss  3sse] 111 0)
CIGNA 5.125% 61520200 s10833| s047 4019 120 2
United Healthcare 3875% 101520200 510017 | s04s 38| 112 3
Wellpoint 4350%  §/15 :c:sl $103.14 | 5047 3940 118 1

Change

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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