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NAIC Rule on CTLs: Unintended Consequences 
The National Association of Insurance Commissioners (“NAIC”) recently set 
off a firestorm among life insurance companies that invest in credit tenant 
loans (“CTLs”) and other so-called “loan-backed and structured securities” 
by adopting regulations that change the NAIC designation of debt securities 
(other than those already designated NAIC-1), which trade in the secondary 
market at either a discount from face value or at a premium (or are carried 
on the books of an insurance company at either a premium or discount).  
A lowering of a security’s NAIC designation requires the insurance company 
holding it to set aside an increased capital reserve; conversely, an upgrade 
reduces the lender’s risk based capital requirement. This update will 
describe the traditional approach to credit tenant loans by the NAIC, 
details of the new rule, and some of the consequences and possible 
distortions attributable to the new approach. 

Traditionally, credit tenant loans were treated 
the same as corporate bonds for risk-based 
capital purposes. This was logical because the 
credit tenant lease structure—ultra-tight lease 
and bankruptcy-remote lessor/borrower—
makes CTL debt dependent almost exclusively 
on the credit of the tenant. As a result, this 
debt’s price in the secondary market is based 
principally on the creditworthiness of the lessee 
and the prevailing rate environment. Assuming 
that the creditworthiness of a lessee remains 
unchanged, its lease-backed securities issued 
at a time of relatively low interest rates will 
trade at a discount in a higher rate environ-
ment. Conversely, as interest rates decline, 
debt with a coupon rate reflecting an earlier, 
higher rate environment, will trade at a 
premium. The quality of the specific security 
has not changed—only the prevailing interest 
rates have moved.  

Within the past year, following the lead of the 
New York Superintendent of Insurance, the 

NAIC moved CTL debt into a new category, 
“loan-backed and structured securities.” This is 
the category where CMBS, RMBS and ABS 
securities are placed. These other securities are 
typically composed of pools of loans to 
multiple, unrated credits, and depend in large 
part for their quality on over-collateralization 
and carefully constructed tranches with 
subordination features to make the more senior 
tranches relatively secure. The prices in the 
secondary market are influenced by more 
complex factors than those determining the 
price of a conventional bond or CTL loan—
individual refinance risk, geographical or sector 
concentration, “lumpiness” of the pool, 
delinquency and default rates among the 
various borrowers, and nature and quality of 
underlying assets, among other factors. As 
demonstrated over the last few years, these 
securities, particularly at the lower end of the 
quality spectrum, have far greater price 
volatility than conventional, single credit 
obligations. 
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Despite the differences between the pooled products 
and the single credit security, the NAIC apparently 
elected to treat as bonds only those debt securities in 
which the credit on which the security depends is the 
named obligor; indirect obligations such as a lease-
backed security are moved to the loan-backed and 
structured securities category for regulatory purposes. 
This seems a rather formalistic distinction without 
economic substance, but in the absence of a clear 
explanation from the NAIC, this appears to have been 
the guiding principle.  

Interestingly, the logic of exempting NAIC-1 securities 
from this procedure is that the expected loss on an 
NAIC-1 security is zero. Moody’s Rating Service shows 
that an Aa debt obligation has historically had a 0.02% 
chance of default in the first year after rating, and an A 
rated bond has had a 0.1% default risk during the same 
period; those are both NAIC-1 securities. Baa rated 
securities (designated NAIC-2) have had a 0.15% 
default risk during the first year after rating, which calls 
into question the “zero expected loss” premise and, 
more importantly, the significantly different regulatory 
treatment of NAIC-1 and NAIC-2 securities. 

One immediate consequence of the move to the loan-
backed and structured securities category is to require a 
lender to report impairment of the security and take an 
appropriate write-down on its books if the security is 
deemed impaired. In the case of a CTL loan, it is likely 
that the credit of the lessee could deteriorate substan-
tially before there is any impairment to report. The fact 
that an A-rated security has become a BBB doesn’t 
mean it is impaired, although it has stepped down from 
an NAIC-1 to an NAIC-2. That would only mean that a 
higher risk based capital reserve would have to be 
established for the security, but not that the security 
would have its value written down. 

Another immediate consequence, which has already 
occurred in the secondary market, is the changing of the 
NAIC designation of CTL debt (other than NAIC-1 debt) 
that trades at a premium or a discount. One client has 
had both experiences, as described in a letter from the 
American Council of Life Insurers to the NAIC’s 
Valuation of Securities Task Force. In one case, it 
bought some relatively low coupon CVS lease-backed 
paper at a discount; the paper (a small part of a widely 
held issue) carried the CVS rating and prior to the trade 
was an NAIC-2. Because the client bought it below the 
NAIC break-point for changing the designation, the 
obligation was upgraded to NAIC-1, although the quality 
of the paper had not changed a bit. The break points for 
changes in designation are shown in Table 1 below. This 
raises an interesting question: should all the holders of 
that issue of CVS paper trade with one another at a 
discount, thereby lowering their risk based capital 
reserves? That hardly seems to advance the regulators’ 
purposes (and would create unacceptable book losses 
on sale, so it would never happen). Is it reasonable for 
the same paper to be an NAIC-1 investment for one 
investor but an NAIC-2 investment for an investor who 
bought it at par upon original issuance? The same client 
has publicly reported the reverse situation: some time 
ago it bought some relatively high coupon NAIC-2 paper 
in the secondary market, but due to interest rates at the 
time of the trade, paid a premium price to achieve a 
current market rate of return for a credit with a BBB 
rating. Due to the NAIC break-points, this investment 
has now become an NAIC-4 (the NAIC rule is retroac-
tive). The sole reason for the downgrade was the 
discounted price, which had nothing to do with the 
quality of the security (as evidenced by its credit default 
swap pricing which indicated investment grade credit). 
NAIC-4 securities are expensive to hold (see Table 2), 
and no insurance company has an incentive to buy one, 
at least at market price. This means that the secondary 

 
TABLE 1: NAIC Designation Breakpoints for Loan-Backed and Structured Securities 

LIFE 1>2 2>3 3>4 4>5 5>6 

NAIC2 97.88 100.00 104.69 116.23 132.04 

NAIC3 93.49 95.52 100.00 111.02 126.12 

NAIC4 84.22 86.04 90.08 100.00 113.61 

NAIC5 74.13 75.73 79.29 88.02 100.00 

Source: Determining NAIC Designation for LBaSS: December 1, 2010 
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market for low coupon CTL debt (and other loan backed 
and structured securities) will contract significantly, if 
not dry up altogether, at least as far as insurance 
companies are concerned (the customary investors in 
this type of security). Since the bond market has been in 
a historically low rate environment for some time, there 
is a growing inventory of long-term, low coupon debt 
that is not likely to be tradable to insurance companies. 

This situation is likely to lead to efforts to game the 
system. Despite the tax issues created by original issue 
discount, the trade-off for materially lower risk based 
capital reserves may make such securities unwarrant-
edly attractive. 

TABLE 2: Risk-Based Capital Reserve Requirements 

Class Life Insurance Companies 

NAIC1 0.4% 

NAIC2 1.3% 

NAIC3 4.6% 

NAIC4 10.0% 

NAIC5 23.0% 

NAIC6 30.0% 

Source: NAIC Life Risk Based Capital Report: 11/8/2007 

 

The American Council of Life Insurers wrote to the NAIC 
on June 27, 2011, voicing the concerns of the life 
insurance industry about the rule and highlighting the 
regulatory anomalies that it creates. The NAIC has a 
regularly scheduled national meeting at the end of 
August and we understand that even before that date 
discussions have been underway among some of the key 
NAIC personnel. It is unclear whether this topic will be 
discussed in August—they have a busy agenda (see 
http://www.naic.org/meetings_home.htm). But the 
topic is certain to be dealt with at some point in the not-
so-distant future since the stakes are unusually high for 
what, at first glance, appears to be an innocuous 
shifting of regulatory categories.  

   

This update was authored by Lewis A. Burleigh 
(+1 617 654 8601; lewis.burleigh@dechert.com) 
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