THE FEDERAL RESERVE BANK ESSAYS ON ISSUES

OF CHICAGO 2018 NUMBER 390

Chicago Fed Letter

Reinvesting after the crisis: Changes in the
fixed-income portfolios of life insurers

by Andy Polacek, senior research analyst

The years following the Great Recession presented a unique set of challenges for life
insurers even as the U.S. economic recovery began to gain momentum. Between the
financial crisis in 2008 and the end of 2016, life insurers’ policyholder liabilities grew
25%, from $2.6 trillion to $3.2 trillion, while their preferred investment habitat, the
fixed-income securities market (excluding Treasury securities), grew by only 3%, from
$22.0 trillion to $22.1 trillion.!

This was the only period since 1960 when the rate of growth in life insurers’ policyholder liabilities,
and in turn their desire to increase holdings of fixed-income securities, exceeded the growth rate
of the fixed-income market.? Compounding the supply problem was the fact that other institutional
investors, including pension funds, mutual funds, and bond exchange-traded funds (ETFs), increased
their fixed-income holdings by 40%, a combined $1.7 trillion, over the same period.® The Federal
Reserve’s low interest rate policy and related quantitative easing (QE) bond-buying program added
to these supply and demand pressures, helping to push down investment-grade corporate bond
yields from 7.2% in 2008 to 3.5% in 2016, near their lowest levels in decades.* This dynamic put life
insurers in the difficult position of having to invest their increasing reserves into a slow-growing
and competitive market.

I |ife insurers generally responded to this

The asset mix of a life insurer's investment ~ challenge by buying into fixed-income markets
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securities play an important role. credit and regulatory changes in the different
fixed-income subsectors: private mortgage-
backed and asset-backed securities (MBS/ABS), agency MBS, nonfinancial corporate bonds,
financial corporate bonds, and municipal bonds. This Chicago Fed Letter explains the investment
strategy of life insurers and how insurers have responded to the changes in fixed-income markets.

How insurers invest

Like all insurance providers, life insurers receive premiums from policyholders in exchange for
the promise to pay out some benefit at a future date. Life insurance pays a benefit in the event
of death or, in the case of annuities, provides a guaranteed income stream. Insurers invest the
premiums received into a mix of assets, primarily fixed-income securities, and derive revenue
from the spread between their investment return and the benefits they pay to policyholders.



The asset mix of a life insurer’s investment portfolio is generally guided by a strategy of asset-liability
matching, in which fixed-income securities play an important role. Asset-liability matching is an
immunization strategy that protects insurers against interest rate changes by matching the duration
of their portfolio’s assets to the duration of their liabilities.

Fixed-income securities possess two characteristics that make them particularly well suited to this
investment strategy. First, fixed-income securities provide a predictable rate of return and timing
of payouts. Second, many fixed-income securities offer a long duration that matches up with the
typically long duration of life insurance and annuity contracts. Combined, these characteristics
help insurers ensure they are able to meet future expected payouts to their policyholders.

At the end of 2008, fixed-income securities, including ABS and MBS, comprised 63% ($2,002 billion)
of life insurers’ assets.” In addition, life insurers held 10% ($328 billion) of their assets in whole-loan
mortgages, which possess similar characteristics to fixed-income securities.

How fixed-income markets have changed

This analysis compares the composition of life insurance year-end fixed income holdings and the
composition of the fixed income market at two points in time, 2008 and 2016. This is done because
insurers hold a significant share of the fixed-income securities market, so changes in the composition
of insurers’ holdings will be driven in part by changes in the composition of the market. Thus, to
determine whether changes in the composition of insurers’ fixed-income holdings are relatively

small or large, they must be compared to the change in the composition of the fixed-income market.

Three events in the fixed-income market may have led insurers to decrease their holdings of private
MBS/ABS and agency MBS and limit their holdings of financial corporate bonds. First, decreases
in the net issuance of both agency MBS and private MBS/ABS led insurers to decrease their holdings
of asset-backed securities. Additionally, Federal Reserve purchases of agency MBS further decreased
buying opportunities for life insurers. Finally, the financial bond sector was hit with a systematic
wave of downgrades in 2008, 2009, and 2011 that made financial bonds less attractive to insurers.

At the same time, two distinct changes likely drove insurers to increase their purchases of non-
financial corporate and municipal bonds. First, nonfinancial bonds experienced a historic surge
in issuance propelled by low interest rates. Second, the creation of the Build America Bonds program
brought life insurers into the municipal bond market by increasing the supply of taxable municipal
bonds, which are more attractive to life insurers than traditional tax-exempt municipal bonds
(munis), because insurers are often unable to benefit from a bond’s tax-exempt status.

So, what was the impact of these changes on life insurers’ fixed-income investment portfolios?

Private MBS/ABS

After deteriorating housing prices and the fallout from the subprime housing market caused issuance
to dry up, life insurers’ private MBS/ABS holdings as a share of their fixed-income portfolios fell
from 23.8% to 17.3% from 2008 to 2016 (figure 1). Private MBS are securitized products backed
by bundles of residential or commercial mortgages, while private ABS are backed by bundles of
consumer debt, such as credit cards and auto loans, issued by private financial institutions. In the
years preceding the financial crisis, residential MBS made up the majority of privately issued securitized
products and were attractive to insurers because of their relatively high credit ratings, and because
the securities could be designed to meet investor needs for duration and interest rate sensitivity.

But near the end of 2007, a surge of foreclosures in the growing subprime housing market led to
defaults on subprime mortgages and their underlying MBS, which spearheaded a sharp decline in



1. Market comparison: Life insurance industry fixed-income holdings

Life insurance fixed-income Fixed-income Life insurers’ share
portfolio composition market composition of fixed-income market
% A % A % A
2008 2016 2008-16 2008 2016 2008-16 2008 2016 2008-16
Nonfinancial
bonds 37.0% 44.4% 19.8% 18.5% 33.0% 78.5% 18.2% 14.3% -21.2%
Financial bonds 23.5 23.7 0.8 11.1 15.1 36.6 19.4 16.8 -13.3
Insurance 2.7 3.0 11.0 - — - - - -
Banking and
other 20.8 20.7 -0.5 - — - - - -
Private MBS/ABS 23.8 17.3 —27.4 16.7 5.1 —-69.5 13.0 36.4 179.5
Agency MBS
(excl. Fed QE
holdings) 13.6 8.6 -36.9 37.1 29.9 -19.5 3.3 3.1 -7.9
Municipal bonds 2.0 6.0 1974 16.6 16.9 1.6 1.1 3.8 243.7
Total fixed-income
securities
(% billions or %,
as indicated) $2,002 $2,612 33.2% $22,005 $22,704 3.2% 9.1% 11.5% 26.4%
Total assets
(% billions) 3,179 3,912 23.1% - - - - - -

Nortes: Excludes U.S. Treasury securities, Federal Reserve QE purchases of agency MBS, and affiliated investments. Nonfinancial corporate
bonds include foreign bonds held in the U.S. MBS indicates mortgage-backed securities. ABS indicates asset-backed securities.

Sources: SNL Financial; Mergent Fixed Income Securities Database; Thomson Reuters; Board of Governors of the Federal Reserve System,
flow of funds accounts; and author’s calculations.

prices across all housing markets. As the housing market collapsed, so did new issuance of private
MBS. From 2005 to 2007, nonagency residential mortgage-backed securities (RMBS) issuance averaged
$1.1 trillion. In 2008, that number plummeted to just over $50 billion.® By 2016, housing prices
had mostly recovered and other securitized products had seen issuance return to pre-crisis levels;
however, there has been little recovery to date in the RMBS market.

Even as the amount of outstanding private MBS/ABS decreased by $2.5 trillion from 2008 to 2016,
the level of insurers’ investment in this market remained steady.” Life insurers’ holdings declined
marginally from $477 billion to $451 billion between 2008 and 2016. They maintained their holdings
by shifting a greater percentage of their investments into ABS, which grew by $16 billion and
increased as a share of life insurers’ private MBS/ABS holdings from 43% to 49%.® Additionally,
because the decline in life insurers’ private MBS /ABS holdings occurred at a much slower pace
than the decrease in the amount outstanding in the market, their share of the private MBS/ABS
market grew substantially—from 13% to 36%—between 2008 and 2016.°

Over this period, life insurers also gained additional exposure to mortgage markets by increasing
their holdings of whole-loan residential and commercial mortgages by $109 billion."

Agency MBS

Insurers also invest in the U.S. mortgage market through agency MBS, which offer them relatively
safe investments with long maturities and interest and duration features tailored to the needs of
their portfolios. But the supply of agency MBS also shrank in the post-crisis years, which limited
insurers’ ability to invest. Agency MBS are securitized residential mortgage loans issued by either
Ginnie Mae, a wholly owned government corporation, or one of two government-sponsored entities
(GSEs), Freddie Mac and Fannie Mae. Similar to U.S. Treasury securities, agency MBS carry an explicit



2. Outstanding private MBS/ABS and agency MBS
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or implicit government guarantee. In the case of Ginnie Mae, this guarantee is explicit; for the GSEs,
it is implicit—based on the expectation that the federal government will intercede in the event of
a failure. This implicit guarantee was tested during the financial crisis after the GSEs suffered a
combined $14.2 billion in losses, which raised concerns about their solvency. The U.S. Department
of the Treasury responded by placing both Fannie Mae and Freddie Mac into receivership, with an
initial commitment to invest up to $200 billion in preferred stock to ensure their continued operation.

This injection of cash allowed the GSEs to continue issuing new securities and grow the amount of
outstanding agency MBS just above its 2008 peak of $8.5 trillion by the end of 2016. However, because of
Federal Reserve purchases, the actual supply of agency MBS available for purchase by private investors,
including insurers, shrank during the post-crisis years (see figure 2). In December 2008, the Federal
Open Market Committee began purchasing agency MBS as part of its program to drive down long-term
interest rates. This reduced the available supply of agency MBS by approximately 20% during the
post-crisis period (see figure 2). Before subtracting Federal Reserve purchases, the amount of agency
MBS outstanding had grown slightly from $8.2 trillion to $8.5 trillion; but after those purchases,
the amount of agency MBS available for purchase by others had declined to $6.8 trillion."

Since 2008, life insurance ownership of agency MBS has fallen in conjunction with the decline in
the quantity of agency MBS available for purchase by private investors. Life insurers’ holdings of
agency MBS decreased from $271 billion to $223 billion, a decline of 36.9% as a percentage of
their fixed-income portfolio (see figure 1).

Financial corporate bonds

Life insurers’ decision to keep their holdings of financial corporate bonds relatively constant as a
share of their total fixed-income portfolio between 2008 and 2016 may have been driven by two
countervailing trends in the financial corporate bond market.



On one hand, the financial bond sector expanded by nearly $1 trillion on net between 2008 and
2016, and was one of the few fixed-income markets to grow over this period." But on the other
hand, a wave of credit rating downgrades hit the financial corporate bond market in 2008, 2009,
and 2011, and made financial bonds more expensive for life insurers to hold due to increased
capital charges.

The 2011 downgrades produced the largest migration of financial bonds from an A rating (NAIC 1)
into BBB (NAIC 2) territory, where insurers are required to hold additional capital.' The 2011
downgrades by Moody’s and Standard and Poor’s (S&P) were a response to the changes in the
post-crisis financial landscape and affected much of the global financial sector, including the largest
U.S. and European financial companies. Both agencies changed their rating methodologies to
incorporate the health of the country’s banking industry and cited the improbability of another
government bailout as a contributing factor to the sector-wide downgrades."

The downgrades of financial corporate bonds, coupled with new issuance, lowered the overall credit

quality of the corporate financial bond market, reducing the percentage of NAIC 1 financial bonds
from 84% to 48% of the market.'® As the credit quality of the market declined, life insurers’ holdings
of NAIC 1 bonds declined as a percentage of their financial corporate bond portfolio at a marginally

slower rate than the market, dropping from 71% to 51% between 2008 and 2016. This increased
life insurers’ share of NAIC 1 corporate financial bonds from 16% to 19% of the market."”

In total, life insurers’ holdings of financial bonds increased slightly from 23.5% to 23.7% of their bond
portfolio from 2008 to 2016. But the entirety of this increase came from increased holdings of other
insurance company bonds, which grew from 2.7% to 3.0% of insurers’ total fixed-income portfolio,
while their holdings of bank and other financial institution bonds decreased slightly (figure 1).

Nonfinancial corporate bonds

U.S. nonfinancial corporate bond issuance hit record highs in the post-crisis period, with $6.8 trillion
in gross and $2.1 trillion in net issuance providing a familiar arena for insurers to invest in."®
Re-leveraging by nonfinancial firms and pressure from shareholders to increase returns during the
low interest rate period through stock dividends and buybacks drove this surge in nonfinancial
corporate bond issuance.'” New issuance increased nonfinancial corporate debt by 70% and accounted
for 66% of all new outstanding corporate debt.*’ Life insurers were active buyers, increasing their
nonfinancial corporate bond holdings by $417 billion, which accounted for more than half of
their total fixed-income portfolio growth between 2008 and 2016.*

However, while life insurers significantly expanded their holdings of nonfinancial bonds, the increase
was small relative to the increase in the nonfinancial bond sector’s share of the fixed-income market.
Between the end of 2008 and 2016, life insurers increased their holdings of nonfinancial bonds
by 19.8% as a share of their bond portfolio, compared with 78.5% for the bond market as a whole
(figure 1). This caused life insurers’ share of nonfinancial bonds to drop from 18.2% to 14.3% of
the market, as pension funds, mutual funds, and bond ETFs increased their holdings.*

Municipal bonds

Life insurers’ increased involvement in the municipal bond market began with the creation of the
Build America Bonds (BABs) program in April 2009, which drastically increased the supply of taxable
municipal bonds. Most municipal bonds are tax exempt, meaning interest derived from them is
exempt from federal and some state income taxes. However, accounting and tax rules prevent life
insurers from receiving the full exemption, and insurers’ generally low taxable income makes
tax-exempt bonds less attractive for them to hold than higher-yielding taxable bonds.*



Under BABs, which lasted until December 31, 2010, municipalities could issue taxable bonds with
coupon payments subsidized 35% by the Treasury.** Additionally, unlike traditional taxable municipal
bonds that can be issued to fund public/private partnerships such as sports stadiums, BABs could
only be issued for general obligation infrastructure projects. The BABs program led to increased
funding for state and local infrastructure and investment projects and added $188 billion in taxable
bonds to the municipal bond market. Life insurers were very active in the market, purchasing
$67 billion of the $188 billion in BABs issuance.?

Since the BABs program ended, life insurers’ involvement in the municipal bond market has continued
to grow for a number of reasons. First, the BABs program familiarized life insurance companies
with the municipal bond market. Second and most importantly, the issuance of taxable munis
grew after the BABs program, increasing the supply of highly rated and long-duration bonds.*
Finally, municipal bond defaults are generally uncorrelated with corporate bond defaults, as they
are related closely to the financial conditions of the municipality in which the bonds were issued
and less tied to the business cycle than corporate bonds. This has allowed life insurers to further
diversify their fixed-income holdings.?’

Conclusion

Following the Great Recession, insurers had to adapt to a challenging bond market in which many
of their traditional investment spaces experienced slow or negative growth and degraded credit
quality even as financial markets recovered. For the most part, changes in insurers’ portfolios during
this period reflect changes in the market supply, especially in the case of nonfinancial corporate
bonds and in markets that shrank, such as private and agency MBS/ABS. However, insurers also
altered their fixed-income portfolios in ways that went against market trends. For example, life
insurers sold off financial bonds due to credit concerns even as that market grew; they also took
advantage of the BAB program to more than triple their municipal bond holdings, even as the
relative size of the municipal bond market shrank.

For the purposes of this Chicago Fed Letter, fixed-income securities include financial and nonfinancial corporate bonds,
foreign bonds held in the U.S., agency mortgage-backed securities (MBS), private asset-backed securities and
mortgage-backed securities (ABS/MBS), and municipal bonds. This number excludes U.S. Treasury bonds, which
are generally used by life insurers for liquidity purposes and not as long-term investments, and agency MBS held by the
Federal Reserve. Affiliated investments, such as investments in subsidiaries or in the life insurer’s holding company,
are also excluded from our analysis.
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