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Over the past three years, the Capital Adequacy Task force has been working with the NAIC Investment
Risk and Evaluation Working Group and the American Academy of Actuaries to study potential changes
in Risk Based Capital factors for Collateralized Loan Obligations and Asset-Backed securities, specifically
speculative grade tranches. The NAIC is concerned there has been too much reliance on Credit Rating
Providers (CRP) issuing a rating that is then translated into a Risk Based Capital factor which was
originally calculated off the loss experience in corporate securities: “There currently is a blind reliance on
the CRP rating with no mechanism for overall due diligence around CRP usage, nor an ability to challenge
an individual rating for not conforming to regulator expectations of how it was determined®”. The use of
a CRP rating with an NAIC model override is the analytic goal as equal capital for equal risk is the new
objective. Currently, the NAIC believes these asset classes may have more risk than capital reserved
against potential losses. The NAIC Investment Risk and Evaluation Working Group studies have focused
on two risks: Tail Risk for subordinated tranches, and Concentration Risk for similar underlying asset
classes across different issuers. The NAIC Investment Risk and Evaluation Working Group has proposed
a “model” based approach while the American Academy of Actuaries is not in favor. They would like a
halt to the current work until a final framework is completed. Likewise, the American Investment Council
would like to see the NAIC's Structured Securities Group Modeling Workstream stopped until further
analysis is provided. In response to these comments, the NAIC has stated that its work is “ongoing and
will continue without delay or pause?”
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The NAIC has been focused on the Speculative Grade tranches of CLO and Asset Backed security
structures, specifically BB rated securities, residual tranches, and, structure dependent, BBB's. The
work has concentrated on developing a model that better defines default risk within these tranches,
then applying appropriate RBC factors. One of the goals of these working groups is to eliminate, or
at least minimize, the “regulatory rating arbitrage” between the underlying asset and the structured
security. That is, currently in CLO’s and some Asset Backed structures, owning an equally weighted
piece of each tranche has a lower “Blended RBC Charge” than holding the underlying assets. This
implies the security has less default risk than the underlying asset. Although subordination generally
adds sufficient protection for investment grade tranches, it may not be the case for speculative
grade tranches. The weighted average of Investment and Speculative Grade RBC charges should be
somewhat equal to the charge given to the underlying asset. Generally, for P&C insurers, the average

of the structure’s “Blended” RBC charge is approximately 1/3 that of the underlying assets. In order to
bring this relationship closer to parity, the NAIC is studying which tranches should employ higher RBC
factors. If RBC factors are increased the new charges may disproportionally fall on the Speculative
Grade tranches including residual and, or, subordinated tranches. Simply put, the greater the potential
for losses in an individual tranche that mimics equity risk, the higher the corresponding Risk Based
Capital charge. And, since the residual or subordinated tranches can be the first loss piece, the loss, like
an equity, could be absolute. Currently, the goal is to have an approved working model and updated set

of Risk Based Capital Charges for all CLO’s and Asset Backed securities held by insurers by the end of

2025. Below, we look at an example of a “rating arbitrage.”

Rating Arbitrage - Which is more favorable, owning a percentage of each tranche or owning the
underlying asset (Senior Bank Loans)?

In Exhibit One, we find the Weighted Average Risk Based Capital charges for P&C and Life insurers.
These factors are measured against owning a group of underlying Senior Bank Loans with their
corresponding RBC charge.

Exhibit 1: Collateralized Loan Obligation Example

P&C Weighted Life RBC rle Weighted
Sample - 2014-TA AR3 129,000,000 17.60% 0.0020 0.04% 0.0016 0.03%
Sample - 2014-TA AL 305,000,000 A1.61% 0.0020 0.08% 0.0016 0.07%
Sample - 2014-7A BR3 28,000,000 3.82% AA 0.0060 0.02% 0.0042 0.02%
Sample - 2014-7TA BL 70,000,000 9.55% AR 0.0060 0.06% 0.0042 0.04%
Sample - 2014-7A CR3 42,000,000 5.73% A 0.0130 0.07% 0.0082 0.05%
Sample - 2014-7A D1R3 35,000,000 478% BBB- 0.0250 0.12% 0.0217 0.10%
Sample - 2014-7A D2R3 10,500,000 143% BBB- 0.0250 0.04% 0.0217 0.03%
Sample - 2014-7A ER3 22,750,000 3.10% BB- 0.0660 0.20% 0.0602 0.19%
Sample - 2014-7A SUB 90,700,000 12.37% CcCcC 0.1090 1.35% 0.2379 2.94%
Totals 732,950,000 100% i 1.98% 3.46%
LEIE
Underlying Asset Senior Bank Loan: BB Risk Factor 6.00% 4.534%
Security as a Percent of Asset Weighted Average RBC Charge 33.03% 76.29%
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We assume the non-securitized Senior Bank Loans have a BB rating. In this exhibit we find the
Weighted Average RBC charge for a P&C insurance company owning a percentage in each tranche

of this structure is 1.98%. This is significantly lower than the RBC charge for holding the underlying
asset, Senior Bank Loans, at 6%. To continue, given the lower securitized RBC charges, if the security
begins to take losses the Subordinated Tranche is at risk (Sample -2014-7A Sub), and the P&C RBC
factor of 10.9% may not be enough to cover the potential loss. In this case, the NAIC would argue the
Risk Based Capital factor may need to be increased (subject to the model they adopt and historical
loss assumptions applied?®) and look more like the current Life Insurance RBC Factors found in NAIC
Designation Category 5.B, corresponding to CCC Rated securities, at 23.79%. A significant increase in
RBC factors like this may begin to achieve the equal capital for equal risk goal of the NAIC Framework
for the Regulation of Insurer Investments and approach parity between a security’s weighted average
RBC factor and that of the underlying asset.

In the next example of Tail Risk, we look at a Sample Asset Backed Structure. Below, in Exhibit Two, we
focus on the BBB rated “Subordinate Tranche” having a 7.06% weighting within the structure. It is not
Speculative Grade, and because of its CRP rating, also has a modest RBC factor, 2.1%. This structure

is supported by a 5% Equity piece*. As such, total subordination for the BBB tranche is 5%, and
12.06% for the A rated tranche. As seen in this and the CLO example above, subordination can come
in different qualities, weightings, and RBC factors, structure dependent. The NAIC'’s reliance on CRP
ratings, in this case a subordinated security with a BBB rating translated into RBC charges, may not
appropriately define risk across subordinated tranches.

Exhibit 2: Asset Backed Security Example

219 : ;
Description Weight Quality RBC Life RBC
Factors : e

li
Sample 2021-2AA 605,200,000 92.94% A 0.0130 1.21% 0.0082 0.76%

Sample 2021-2A B 46,000,000 1.06%  BBB 0.0210 0.15% 0.0152 0.11%
Totals 651,200,000 100% Weighted Average  1.36% 0.87%

Concentration Risk

An insurer may not want to hold a substantial portion of their investments in a single type of
underlying assets, like Equipment Loans. They may be better off with well diversified weightings

from multiple underlying asset types. The NAIC Investment Risk and Evaluation Working Group is
studying the “Concentration Risk” of similar underlying assets across different issuers. The NAIC is
considering a separate Concentration Risk, Risk Based Capital charge, for CLO’s and Asset Backed
securities. Currently, this issuance is treated as non-correlated individual securities having systematic
risk. However, if price changes across an underlying asset class are highly correlated, then holding
these assets across multiple issuers/securities, cumulatively, may harbor idiosyncratic risk. The NAIC

3 However, if we assumed a 50% recovery, it would take a 21.8% loss to default 100% of the “Sample 2014-7A Sub”. Given this assumption, the rest of the
structure, even the BB- tranche, would receive all of their principal at maturity. To state again, the principal of “Equal Capital for Equal Risk” may need to be ap-
plied to all speculative grade tranches, and even some BBB rated tranches, security structure dependent, as structures differ from security type to security type.
4 When the issuer owns a 5% piece of each tranche across a security structure, it is said to have “Vertical Exposure”. This exposure is a shared loss experience
between the issuer and the bond holder, and not subordination or protection from a first loss. This is also assumed in Concentration Risk - Correlated Loss
Matrix 1. However, when the issuer owns the equity piece in a security structure it is called “Horizontal Exposure”. This exposure is a first loss piece supporting
the whole structure. This is assumed in Concentration Risk - Correlated Loss Matrix 2.



is concerned this type of sector/underlying asset risk is similar to the risk that was present in the
mortgage market causing the 2008 Financial Crisis.

Below, in Exhibit Three, we display the size of the Asset-Backed and Collateralized Loan Obligation
markets. These sectors and corresponding sub-sectors aren’t nearly as large as the Mortgage market,
however, large concentrations of subordinated tranches in a single sub-sector, aggregated across a
portfolio in a distressed market, may cause significant losses. Furthermore, it is important to note,
subordinated tranches generally make up less than 20% of a structured security, and, in a distressed
market, would become illiquid.

Exhibit 3: Estimated CLO and Asset Backed Outstanding

Estimated CLO's Outstanding ($ billions)

Q22023
Collateralized Loan Obligations 971
Estimated ABS Qutstanding (% billions)
Sub-Sector Q3 2024
Credit Cards 82
Bank/Charge 75
Retail 6.5
Autos 289
Prime Loan 139
MNon-prime Loan 74
Lease 38
Fleet/Other 39
Student Loans 116
FFELP 54
Private Credit 62
Equipment 45
Floorplan 11
Unsecured Consumer 40
Other 165
Franchise/hole Bus. 49
Aircraft 22
Device Payment 16
Containers 11
Timeshare 7
Solar 18
Insurance 6
Stranded Assets 37
Total 748

Concentration Risk - Hypothetical Security
Holdings/Loss Example

In Exhibit Four, Concentration Risk, we review how concentrations in a correlated underlying asset
class across several securities can lead to losses. In this analysis, we assume the following:
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e P&C Company;
e Highly correlated asset class, Data Warehouses;

e The Insurer has a $100 million-dollar portfolio and holds 1.25%, $1,250,000 par, in each of four
securities;

e All securities are $100 million in size;
e All securities are priced at par/100;

e The underlying asset, Data Warehouses, experiences 15% in losses across the asset class, and
across each security, with no recoveries®;

e [ssuers have a pro rata, vertical, ownership across the structure, no equity piece.

Exhibit Four: Concentration Risk Example

Securiyore ______________| _______| __ | |
Structure Percent / Tranche Insurer RBC RBC RBC
_ Quality Par Structure Losses Holding Eactor Coverage Shortfall
Tranche 1 AAA 50,000,000 50% 0.0020
Tranche 2 AA 15,000,000 15% 0.0060
Tranche 3 A 10,000,000 10% 0.0130
.~ BeBB 40000000 4% 1250000 00210 26250 0
Tranche 5 BBB- 4,000,000 4% 0.0250
Tranche & BB- 5,000,000 5% 3,000,000 0.0660
Tranche 7 e 12,000,000 12% 12,000,000 0.1080
eauriywo 1 ]
Structure Percent / Tranche Insurer RBC RBC RBC
_ Quality Par Structure Losses Holding Factor Coverage Shortfall
Tranche 1 A 90,000,000 90% 5,000,000 0.0130
Tranche2  BBB- 10000000 0% 10000000 1250000 00250 31250 1218750
SecurityThres | | | ]
Structure Percent / Tranche Insurer RBC RBC RBC
_ Quality Par Structure Losses Holding Factor Coverage Shortfall
Tranche 1 AAA 40,000,000 40% 0.0020
Tranche 2 AAA 30,000,000 30% 0.0020
Tranche 3 AA 10,000,000 10% 0.0060
Tranche 4 A 6,000,000 6% 1,000,000 0.0130
TrancheS BB+ 14000000 14% 14000000 1250000 00550 68750 1,181,250
Structure Percent / Tranche Insurer RBC RBC RBC
_ Quality Par Structure Losses Holding Factor Coverage Shortfall
Tranche 1 AAA 55,000,000 55% 0.0020
Tranche 2 AA 15,000,000 15% 0.0060
Tranche 3 A 8,000,000 8% 0.0130
Tranche 4 BBB 7,000,000 7% 0.0210
. BB 5000000 5% 5000000 1250000 @ 00210 26250 1233750
Tranche & BB- 10,000,000 10% 10,000,000 0.0660

Sources: NAIC, AAM, Gain/loss assumptions are hypothetical in nature. For illustrative purposes only.

In this example there are four securities. The insurance company holds BBB, subordinate, or
speculative grade tranches in each structure. To begin, Security One has enough subordination
from lower rated tranches that the insurer’s holding (Green) does not experience a loss. However,
in each of the next three securities, the insurer holds a subordinated or speculative grade tranche
and experiences, in each example, a total loss. The RBC factors for these tranches range from
2.1% to 5.5% and do not appropriately define risk. This results in a set of RBC factors that do not
set aside enough capital for potential losses. In this example, across the three securities, there are
$3.75 million in losses with RBC coverage of $126,250 leaving an RBC shortfall of $3,623,750.
This would suggest securities in the subordinate and speculative tranches of these structures are

5 Recoveries from losses are not estimated in this exhibit.



more equity-like and may require increased RBC charges. It important to note, these securities
were not protected from losses through issuer diversification, and because these assets were highly
correlated, losses occurred across security structures.

As demonstrated above, security structure matters. That is, correlated assets and differing security
structures will have different outcomes. In the new NAIC guidance, if the RBC charges are not
increased enough to cover losses to ensure insurer solvency, many in the insurance industry are
advocating “capping” the amount an insurer can hold in a given underlying asset class. For example,
some are proposing a 2% to 3% underlying asset “cap”. They believe this may be sufficient, after
recovery, to minimize losses and stop an undercapitalized insurer from failing. Still others are also
proposing a “cap” for underlying assets, not as a holding limit, but as a place to begin applying a
higher RBC factor.

Interim Residual Tranche Charges

In 2024 the NAIC has adopted “Interim” changes for residual tranches. Effective January 1, 2024,
the Risk Based Capital charges for residual tranches for Life Insurers was increased from 30% to
45%, while P&C and Health Insurers were increased from 15% to 20%. This was implemented in
recognition of the residual tranche equity like characteristics and loss potential. These securities
will be moved to Schedule BA and will have their own separate section. As this is an interim charge,
it will be updated or modified by year end 2025 when the final RBC model and resulting charges
are determined and approved. It is important to note this change was substantive. And, if RBC
factors are increased, approved, and applied to non-investment grade CLO’s and subordinated Asset
Backed tranches, various asset classes may experience a repricing as market participants move

to tranches with lower RBC factors. We will keep you apprised of any additional updates as they
become available.

Closing Notes

In closing, with respect to Tail and Concentration Risk, no final decisions have been made on
methodology or changes to Risk Based Capital factors for CLO’s and Asset Backed securities. These
topics will continue to be discussed in the upcoming NAIC 2025 spring meeting with final guidance
expected by year-end 2025; stay tuned.
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Dirck Davis is a Senior Portfolio Manager at AAM with 32 years of investment experience. Dirck
is responsible for managing client relationships and investment performance, while also assisting
in creating insurance strategy and quantitative modeling work. Prior to joining AAM, he worked at
McDonnell Investment Management as a Senior Portfolio Manager, managing client portfolios and
relationships. Dirck earned both a BA and an MBA from the University of Chicago.

Disclaimer: Asset Allocation & Management Company, LLC (AAM) is an investment adviser registered with the Securities and Exchange
Commission, specializing in fixed-income asset management services for insurance companies. Registration does not imply a certain
level of skill or training. This information was developed using publicly available information, internally developed data and outside
sources believed to be reliable. While all reasonable care has been taken to ensure that the facts stated and the opinions given are
accurate, complete and reasonable, liability is expressly disclaimed by AAM and any affiliates (collectively known as “AAM’), and their
representative officers and employees. Any views or opinions expressed are subject to change without notice, should not be construed
as investment advice and should be considered only as part of a diversified portfolio. Any opinions and/or recommendations expressed
are subject to change without notice and should be considered only as part of a diversified portfolio. Any opinions and statements
contained herein of financial market trends based on market conditions constitute our judgment. This material may contain projections
or other forward-looking statements regarding future events, targets or expectations, and is only current as of the date indicated.
There is no assurance that such events or targets will be achieved, and may be significantly different than that discussed here. The
information presented, including any statements concerning financial market trends, is based on current market conditions, which will
fluctuate and may be superseded by subsequent market events or for other reasons. Although the assumptions underlying the forward-
looking statements that may be contained herein are believed to be reasonable they can be affected by inaccurate assumptions or by
known or unknown risks and uncertainties. AAM assumes no duty to provide updates to any analysis contained herein. A complete list
of investment recommendations made during the past year is available upon request. Past performance is not an indication of future
returns. This information is distributed to recipients including AAM, any of which may have acted on the basis of the information, or
may have an ownership interest in securities to which the information relates. It may also be distributed to clients of AAM, as well

as to other recipients with whom no such client relationship exists. Providing this information does not, in and of itself, constitute a
recommendation by AAM, nor does it imply that the purchase or sale of any security is suitable for the recipient. Investing in the bond
market is subject to certain risks including market, interest-rate, issuer, credit, inflation, liquidity, valuation, volatility, prepayment and
extension. No part of this material may be reproduced in any form, or referred to in any other publication, without express written
permission. Opinions and statements of financial market trends that are based on market conditions constitute our judgment and are
subject to change without notice. Historic market trends are not reliable indicators of actual future market behavior. This material may
contain projections or other forward-looking statements regarding future events, targets or expectations, and is only current as of the
date indicated. There is no assurance that such events or targets will be achieved, and may be significantly different than that shown
here. Diversification does not assure a profit or protect against loss.



