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How Will the National Association of Insurance Commissioners’
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At the June 9, 2022 meeting of its Valuation of Securities Task Force (“VOSTF”) the National
Association of Insurance Commissioners (“NAIC”) discussed a staff recommendation to change
how the risk-based capital (“RBC”) for insurers’ investments in collateralized loan obligations
(“CLO”) is determined. The staff recommendation has two main objectives:
1. Derive RBC for CLO holdings through cash flow modeling of each security, and
2. Close the gap between the RBC of the leveraged loans backing a CLO and the blended RBC of
the CLO tranches.
To operationalize these objectives the staff recommendation suggests that two additional RBC
categories be created beyond the current sole category of 30% RBC: a 75% and a 100% RBC
category. This component will be referred to separate groups inside the NAIC responsible for the
framework of RBC categories.
Market participants may have many questions regarding this recommendation: why was it
developed in the first place? What do we know so far, what’s missing, and what are the next steps?
How may this recommendation look in practice, and how impactful will it be? We’ll attempt to
answer these questions in the following sections.

Why Was This Recommendation Developed in the First Place?
Ever since the Global Financial Crisis (“GFC”) the NAIC has been looking for ways to reduce its
reliance on rating agencies as the sole mechanism to assess risk exposure in insurers’ portfolios,
especially for structured securities. This broader objective was a key catalyst behind the
development of the modeling approach to determine NAIC designations for RMBS and CMBS
securities that was implemented shortly after the GFC.
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Separately, the NAIC had engaged in a multi-year process to revise their long-standing framework
of six RBC categories (“NAIC designations”) for insurer investments, and in 2021 it implemented a
revised framework that increased NAIC designations from six to twenty. These new designations
were developed based on the historical performance of corporate bonds. The NAIC identified
other investments, including structured securities, as the target for a second phase of its RBC
framework revision.
With these two elements as a backdrop, in late 2021 and early 2022 the NAIC started discussing
alternative approaches to refining RBC for structured securities, including the expansion of the
modeling approach currently used for RMBS and CMBS to other structured sectors. In response
to the NAIC’s request for public comment on the alternative paths to determine RBC specific
to structured securities, the American Council of Life Insurers (“ACLI”) submitted a comment
letter supporting the review and recommending that the NAIC start with cash-flow modeling
CLO securities to determine their appropriate RBC as a first step. The ACLI letter went on to
recommend that a “no arbitrage” principle be applied to structured securities so that the RBC
of the underlying assets in a securitization – to the extent they have a prescribed treatment – is
comparable to the blended RBC of that securitization’s tranches.
On a parallel track, the NAIC had been discussing the appropriate way to assess RBC for residual
tranches of securitizations. The regulator’s concern was that by securitizing assets an insurer may
be able to significantly reduce the RBC of these assets while retaining essentially the same amount
of credit risk. The confluence of all these factors led to the NAIC staff recommendation presented
at their recent VOSTF meeting.

What Do We Know So Far, What’s Missing, and
What Are the Next Steps?
Details regarding the NAIC staff recommendation to model CLOs for RBC determination are
limited. At this point, the recommendation seems only directional in nature, and we believe the
regulator is simply trying to understand if market participants see any fatal flaws with pursuing
this approach.
Assuming that the regulator doesn’t identify any insurmountable flaws with the recommendation
we would anticipate that NAIC staff will be asked to outline more precise implementation plans to
be exposed for comment and discussion in the coming months. Here are some of the details that
we would anticipate NAIC staff begins to develop:
•

Detailed scope. Will the modeling process be applied to all CLOs (i.e. Broadly Syndicated Loan
CLOs, Middle Market CLOs, Hybrid CLOs, etc.), or only a subset of these? If the latter, how will
the non-modeled CLOs be assigned NAIC designations? Will the process apply only to newly
issued securities, or existing securities as well?

•

Modeling parameters. What are the scenarios that NAIC staff will model and what probabilities
will be assigned to each of these scenarios? What are the specific modeling variables that each
scenario will use and how will these be determined? What system will be used for modeling?

•

Process. What steps will regulated entities and NAIC staff need to follow for each modeling
exercise? What format and details on modeling results be provided to insurers so that they can
prepare their filings?

•

Timeline. Will the modeling process become effective in 2023 or later? When will sample results
be made available so that industry can understand (and discuss if needed) the impact of the
proposed change?
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The NAIC will hold its 2022 summer meeting the second week of August, and we think that the
CLO modeling recommendation will likely be a topic of discussion at the meeting along with
written comments that the NAIC will have received on the proposal. We anticipate that we’ll have
much greater visibility on the path forward after this meeting.

How May This Recommendation Look in Practice, and
How Impactful Will It Be?
There are still too many missing pieces of the puzzle to conclusively outline the true impact of
the recommendation to determine RBC for CLOs via modeling. We do, however, have multiple
clues from the NAIC’s modeling of RMBS and CMBS, and from the stress testing it has published
based on insurers’ holdings of CLOs, that can help market participants make educated guesses on
possible outcomes. In this section we offer one such educated guess that we hope may shed some
light at least around the order of magnitude of a possible impact of the recommendation.

Scenarios and Model Variables
The NAIC staff recommendation indicated that they may consider eight to twelve scenarios for
their proposed modeling. If the modeling of RMBS and CMBS can serve as a reference point, we
know that the NAIC currently uses four scenarios with different probabilities assigned to each one
as outlined in Table 1 below:

Scenario

Optimistic

Baseline

Conservative

Most
Conservative

Table 1 | Current RMBS and CMBS Scenarios and Probabilities

Probability Weight

10%

50%

25%

15%

Based on materials discussed at the last VOSTF meeting, we also know that NAIC staff plans
to add four additional scenarios for RMBS and CMBS modeling, for a total of eight scenarios
expected for their 2022 modeling exercise. While the exact probabilities that each of these
scenarios will carry is unknown, NAIC staff have provided some directional guidance that can help
market participants estimate approximately what these may look like. Table 2 shows a possible
interpretation of this guidance:

Scenario

Optimistic

Optimistic
Base

Base

Base
Conservative

Conservative

Conservative
Stress

Stress

Tail

Table 2 | Possible Probability Distribution of New RMBS and CMBS Scenarios

Probability Weight

7.5%

12.5%

27.5%

20%

15%

10%

5%

2.5%
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Since the NAIC staff indicated it would plan to use eight to twelve scenarios in an eventual CLO
modeling framework, we used the above distribution of eight scenarios to model a hypothetical
CLO deal using the variable assumptions outlined in Table 3:

Table 3 | Variable Assumptions for Sample Hypothetical CLO Modeling1

Recovery rate

Cumulative default
curve relative to
history

First lien loans

Second lien loans
and bonds

Prepayment rate

-2σ

82%

57%

25%

-0.5σ

70%

43%

25%

0σ

66%

39%

20%

+0.5σ

62%

34%

20%

+1σ

58%

29%

15%

Conservative stress

+1.5σ

54%

25%

15%

Stress

+2σ

50%

20%

10%

+3.5σ

38%

6%

10%

Scenario
Optimistic
Optimistic base
Base
Base conservative
Conservative

Tail

The default modeling was done based on the individual rating of each loan in the sample CLO
using the Moody’s historical default curve for that rating – this is the same basic default curve
methodology the NAIC used in their CLO stress testing analysis. The recovery and prepayment
rates used were constant and reflect the same point in the distribution curve of historical rates
applicable to each scenario. We used Intex to model our sample transaction using the variable
vectors above, and found the results laid out in Table 4:

Table 4 | Loss Modeling Results of Sample Hypothetical CLO2

Tranche

Size %

Optimistic

Optimistic Base

Base

Base Conservative

Conservative

Conservative
Stress

Stress

Tail

Weighted Average

NPV of Principal Losses

AAA

61.3%

-

-

-

-

-

-

-

-

-

AA

10.1%

-

-

-

-

-

-

-

-

-

A

9.1%

-

-

-

-

-

-

-

39.6%

1.0%

BBB-

5.4%

-

-

-

-

-

-

6.1%

98.1%

2.8%

BB-

4.4%

-

-

-

-

4.7%

50.7%

95.9%

98.0%

13.0%

Equity

9.7%

29.6%

54.7%

70.2%

86.3%

94.9%

95.0%

95.9%

96.9%

76.6%
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Quantifying the Potential Impact
From these results we can easily use the NAIC’s intrinsic price mapping process and map out the
weighted average net present value of principal loss of each tranche to an NAIC designation. To
do that we would compare each tranche’s intrinsic price (i.e. par minus the weighted loss of that
tranche) to the implied intrinsic price for each NAIC designation (i.e. par minus the midpoint RBC
for the designation). Each security will map to the designation where the security’s intrinsic price is
higher than or equal to the designation’s implied intrinsic price, but lower than the implied intrinsic
price for the designation above it (details on that process can be found here). Table 5 below shows
the mapping results for our sample CLO:

Table 5 | NAIC Designation Mapping for Sample Hypothetical CLO3
Tranche

AAA

AA

A

BBB-

BB-

Equity

W. Avg.

Weighted Loss NPV [A]

$0.00

$0.00

$0.99

$2.76

$13.02

$76.57

$8.27

Intrinsic Price [1 – A]

$100.00

$100.00

$99.01

$97.24

$86.98

$23.43

$91.73

Mapping
1A

$99.79

1B

$99.66

1C

$99.53

1D

$99.41

1E

$99.26

1F

$99.08

1G

$98.86

2A

$98.61

2B

$98.15

2C

$97.34

3A

$96.16

3B

$94.72

3C

$93.30

4A

$91.54

4B

$89.02

4C

$85.32

5A

$79.63

5B

$73.10

5C

$70.00

6A

$47.50

6B

$12.50

6C

$0.00
Tranche Results

Tranche Designation

1A

1A

1G

3A

4C

6B

4A/4B

RBC Factor

0.158%

0.158%

1.016%

3.151%

12.428%

75%

8.227%
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In the hypothetical example above we see that the AAA and AA tranches perform very well relative
to other tranches, as would be expected given their robust structural protection, and map out to
the 1A designation. The single-A tranche has a very small weighted average loss, which causes it
to map to the 1G designation, and similarly the BBB- tranche drifts down one designation to 3A.
The BB- and equity tranches, unsurprisingly, are most affected by losses and map out to 4C and
6B, respectively – it’s worth noting that the table above incorporates the new NAIC 6B and 6C
from the staff recommendation for purpose of this analysis. On a weighted average basis, the full
CLO structure has an RBC that maps between a 4A and a 4B designation and is much closer to
the average designation of the collateral in this transaction which is 4B (i.e. collateral loans have
an average single-B rating). As mentioned before, minimizing the gap between the RBC of the
underlying collateral and the blended RBC on a CLO deal was one of the objectives of the NAIC
staff recommendation.
We use a 2018 vintage CLO with a single-B average collateral rating for this hypothetical exercise
because it had enough seasoning to show some collateral quality drift that may not be present
in new transactions. While this deal can’t represent every CLO outstanding, we believe it can
give us a sense for the orders of magnitude of the RBC impact on insurers that this NAIC staff
recommendation could have.
In Table 6 below we take the insurance CLO holdings that the NAIC Capital Markets Bureau
considered as “in scope” for modeling in its latest published stress testing and calculated
the industry’s percentage allocation to each rating category. We then use the current RBC
methodology and the resulting RBC from our modeling of the sample CLO to show the magnitude
of change in capital for the industry that this one transaction could imply:

Table 6 | Comparison of Current and Estimated Proposed RBC Charges for
Insurers’ CLO Holdings4
Tranche

Holding %

Current RBC

Potential New RBC

Difference

AAA

45.9%

0.158%

0.158%

0.000%

AA

24.5%

0.419%

0.158%

-0.261%

A

15.9%

0.816%

1.016%

+0.200%

BBB-

10.4%

2.168%

3.151%

+0.983%

BB-

2.6%

6.017%

12.428%

+6.411%

Equity

0.7%

30.000%

75.000%

+45.000%

W. Avg.

100%

0.900%

1.457%

+0.557%

$140.8 billion of U.S. insurers’ CLO exposure as of December 31, 2020.
Source: NAIC Capital Markets Bureau, MetLife Investment Management.

From the table above we initially surmise that while the RBC impact of the proposed changes on
specific tranches may be material, it’s much more modest for the broader CLO portfolios held
by US insurers. As noted in the latest NAIC stress test of insurers’ CLO portfolios, US insurers’
exposure to this asset class is fairly small (2.6% of total cash and invested assets per the NAIC
document), making the impact of this limited possible increase in RBC quite immaterial for the
overall industry. But let’s dig in a little deeper into how insurers’ incentives surrounding the most
adversely affected tranches may change.
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Insurers pursue multiple objectives with their investment decisions: asset-liability matching,
income generation, portfolio diversification, capital efficiency, etc. Because of these varied
objectives, there is no one hard and fast rule regarding which investments meet insurers’ needs
and which don’t. However, if we were to solely focus on income generation and capital efficiency,
we can get some sense for the relative attractiveness of lower-rated CLO tranches under the
proposed RBC treatment. Table 7 below compares the yield offered by the lowest tranches in a
CLO versus other investment alternatives that carry similar RBC to what we found in our sample
modeling exercise:

Table 7 | Relative Attractiveness of Low-rated CLO Tranches vs. Competing Alternatives5
Asset

CLO BBB-

Leveraged
Loan BB

CLO BB-

Leveraged
Loan B

CLO Equity

Private
Equity

Annual Yield

7.5%

7.1%

11.2%

8.7%

~13%

~15%

Gross RBC

3.2%

4.5%

12.4%

9.5%

75%

30%

Yield/G. RBC

2.4x

1.6x

0.9x

0.9x

0.2x

0.5x

Source: MetLife Investment Management and Bloomberg data as of June 23, 2022.

We chose the competing alternatives in Table 7 based on their yield and risk comparability:
leveraged loans are the underlying collateral of CLOs so they share many sources of risk, and
private equity represents a risk category below that of rated bonds in the same way that CLO
equity does. Based on the comparison above, we can see that the BBB- and BB- tranches in our
sample CLO would remain a competitive investment alternative even after the change in RBC
that our modeling produced. The equity tranche of our sample CLO, on the other hand, looks
comparably unattractive. Having said that, we’re unconvinced that insurers will completely stop
investing in CLO equity tranches if this RBC recommendation is adopted, as several of the insurers
that buy these tranches do so in support of their affiliated CLO management business.

Assessment of Common Criticisms to the Recommendation
Unsurprisingly this NAIC staff recommendation has received a lot of market attention in recent
weeks, including several criticisms from industry participants. We provide our view on the more
common criticisms that we’ve seen so far:
•

CLOs are actively managed and therefore have a better risk profile than a portfolio of leveraged
loans, so the current comparably lower RBC for CLOs is justified.

We can see instances where this argument may have some merit, but those instances require us to
make speculative assumptions. An insurer that has investments in leveraged loans is also an active
manager that will try to exit weakening credits ahead of a default, buy loans with attractive prices
relative to their risk, and actively diversify their portfolio of loans. Suggesting that the blended RBC
in a CLO should be a fraction of the RBC in an insurer’s managed portfolio of leveraged loans – as
it is today – would require the assumption that the CLO manager will do a far better job than the
insurer in managing their portfolio of loans. While there may be cases where this could conceivably
be true, we find it difficult to hang our hat on this assumption.
•

CLOs have had lower historical losses than similarly rated securities from competing asset
classes, and therefore should not carry higher RBC charges than those alternatives.

The historical credit performance of CLOs has, in fact, been stronger versus many competing
asset classes. We observe, however, that: 1) CLOs have a much shorter history than corporates,
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and 2) some of the comparably weaker sectors cited include US RMBS and CMBS that follow a
similar modeling approach to the one the NAIC staff is recommending for CLOs and therefore
the rating comparison is irrelevant – also these modeled sectors may see some changes in
designations versus prior years as the NAIC plans to incorporate additional modeling scenarios this
year that better align with the more granular scale of 20 RBC designations adopted in 2021. More
importantly, this argument does not address the significant structural leverage of lower-rated CLO
tranches that, unlike most similarly rated corporates, will face a binary loss behavior in a tail event
that can’t possibly be captured by ratings in the relatively short performance history of CLOs.
•

The NAIC’s stress testing methodology is too onerous and produces results that are inconsistent
with the historical performance of CLOs.

There seems to be an implicit assumption that the NAIC will use the same scenarios or variable
values from its annual CLO stress testing exercise for the modeling of CLOs for RBC purposes.
While there may be some overlap of scenarios and values in both exercises, we don’t believe the
two will be identical based on the information that the NAIC has publicly shared. The prior section
above outlined how we interpret the NAIC may conduct its modeling for RBC. While certain
scenarios in this exercise will necessarily be onerous given what they need to capture (i.e. tail
events), we believe that the approach will be quite different than simply replicating their previous
stress testing exercises.
•

Insurers are the main investors in CLO mezzanine tranches, and this proposal may cause insurers
to back away from these investments and disrupt the broader CLO market.

We’ll have to see more details around this NAIC staff recommendation to be able to conclusively
agree or disagree with this view. If our educated guess of how the NAIC may model CLOs happens
to be close to the final outcome we doubt that we’ll see a wholesale pull back in purchases of these
tranches. As noted in previous sections, CLO mezzanine tranches will likely continue to offer a
competitive return for their possible revised RBC charges, and we feel insurers will likely continue to
support their affiliated CLO management business through equity tranche purchases when needed.

Conclusion
Our main takeaway at this point is that a lot more information is needed before we can confidently
assess the merits of the NAIC staff recommendation to determine RBC for CLOs through a
modeling approach. While this proposal may cause an increase in RBC for equity and lower
mezzanine CLO tranches, the initial clues that we’re getting from the NAIC seem to indicate
that, if adopted, this proposal is unlikely to have a large impact on overall RBC requirements for
the broader industry. We also suspect that, if properly implemented, a modeling approach to
determine RBC for CLOs can help the NAIC better align capital requirements with the actual
economic risks that insurers undertake with their investments in this space. The potential impacts
to individual insurance companies are at this stage unclear, but outcomes may vary materially
depending on portfolio positioning and strategy.

Endnotes
1
2
3
4
5

Please see “Disclosures” at the end of this article regarding the presentation of hypothetical information.
Please see “Disclosures” at the end of this article regarding the presentation of hypothetical information.
Please see “Disclosures” at the end of this article regarding the presentation of hypothetical information.
Please see “Disclosures” at the end of this article regarding the presentation of hypothetical information.
[Note that competing alternatives may or may not present appropriate investments for a specific investor as a result of a variety of factors
including availability of investment opportunities, risk, fees and expenses, liquidity and tax, accounting or regulatory requirements.]
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