
Meeting between Federal Reserve Board Staff and 
Representatives of the American Council of Life Insurers 

May 23, 2012 

Participants: Scott Alvarez, Sean Campbell, Anna Harrington, and Stephanie Martin 
(Federal Reserve Board) 

Carl Wilkerson (American Council of Life Insurers); Joseph Demetrick, Todd 
Lurie and Jason Manske (MetLife); Debra Epp and Julia Lawler (Principal 
Financial Group); Gary Neubeck (Prudential); and Gilbert Schwartz (Schwartz & 
Ballen). 

Summary: Staff of the Federal Reserve Board met with representatives of the American 
Council of Life Insurers ("ACLI") to discuss issues related to the proposed rule of the Board and 
other prudential regulators on margin and capital requirements for covered swap entities under 
Title VII of the Dodd-Frank Act. The ACLI representatives discussed the possibility of treating 
corporate bonds as eligible collateral. A copy of the discussion document provided by the ACLI 
representatives is attached. 
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S u m m a r y . 

• U.S. life insurance industry is the largest buyer of corporate bonds 
in the U.S. 

• High quality corporate bonds are currently used as collateral (as 
variation margin) under most bi-lateral Credit Support Annexes 
between life insurers and their derivative bank/dealer 
counterparties. 

• High quality corporate bonds should be eligible under new rules to 
satisfy derivative margin requirements. 

• Our analysis demonstrates that with reasonable diversification and 
appropriate haircuts, high-quality corporate bonds utilized as both 
initial and variation margin for derivatives provide more than 
adequate protection in the event of a counterparty default. 

The material contained in this presentation including, but not limited to, the calculations 
and analysis, was prepared by ACU solely for illustrative purposes, and should not be 
reproduced, distributed, relied upon or used for any purpose. 

U.S. Life Insurers: Key Investors in U.S. 
Corporate S e c u r i t i e s . 

• Among financial service companies, life insurers are the largest source 
of bond financing for American businesses; holding, in 2011, nearly 
31% of all U.S. corporate bonds owned by financial firms. (Source: Federal 
Reserve Flow of Funds data release). 

• In 2010, approximately 54% of life insurers' $5.3 Trillion of total assets 
were held in bonds. 

• 40% in corporate bonds (or 73% of bonds were corporate). 
• 15% in government bonds (or 27% of bonds were government). 

• In 2010, nearly 62% of bonds held in life insurers' general accounts had 
maturit ies of 10 years or greater (at t ime of purchase). 

U.S. Life Insurers Current Derivatives Margin 
P r a c t i c e s . 

Respecting Init ial Margin & Variation Margin: 

• U.S. life insurers generally do not post init ial margin (thus 
significant impact to industry of new initial margin requirements 
for cleared and uncleared derivatives). 

• U.S. life insurers currently post a wide range of securities for 
collateral (as variation margin) under CSAs, such as:. 

• Treasuries. 
• Agency debentures & Agency RMBS. 
• High-quality corporate bonds. 

Impact of New Dodd Frank Margin Ru les . 

• It is es t ima ted several t r i l l i ons in add i t iona l co l la te ra l w i l l 
be needed as resul t of new Dodd-Frank Ac t marg in rules 
(See Risk Magazine, Apr i l 2 0 1 2 ) . 

• Ru les create new sys temic r isk of insu f f i c ien t e l ig ib le 
co l la te ra l -

• Increased r isk of marke t d is rupt ion and l iqu id i ty 
r isk if e l ig ib le marg in assets not expanded. 

• Wider range of h igh qual i ty e l ig ib le co l la te ra l 
he lps m i t i ga te sys temic r isks and l iqu id i ty r isk in 
marke ts . 

Consistency with Title iX of Dodd Frank. 
• Section 939A of Dodd-Frank section requires that each Federal 

agency ''remove any reference to or requirement of reliance on credit 
ratings and to substitute in such regulations such standard of credit-
worthiness as each respective agency shall determine as appropriate 
for such regulations". 

• ACLI approach using broad-based indices is consistent with Section 
939A. 

• Does not reference or rely on credit ratings. 
• Substitutes diversified portfolio of high-quality corporate credits 

for ratings-based criteria commonly found in bi-lateral CSAs. 

• ACLI approach is one method of determining suitability for using 
corporate bonds as margin. 

• Clearinghouses (CME/LCH) are developing non-ratings based 
criteria to accept high-quality corporate bonds as eligible 
collateral. 



Analysis: Selecting an Appropriate 
U n i v e r s e . 
Challenges. 

• Develop a broad universe of high-quality issuers without directly 
referencing public rating agency ratings. 

• Ensure universe of securities is limited to large liquid issues. 
• Determine that a ready source of daily pricing exists for securities 

within universe. 
• Verify that a source of historical data is available for back-testing 

purposes. 

Approaches Considered. 
• Utilizing CDX IG Index; not enough individual CUSIPs. 
• Determining universe based on credit spreads; stability of universe 

a concern, would include small issue size. 

Analysis: Universe S e l e c t i o n . 
• We decided to explore broad-based indices of U.S. credit published by 

major broker-dealers. 
• This approach would have many advantages, including: 

• Clear ly de f ined and pub l ic ly ava i lab le index ru le book . 
• Def ined l i s t of e l ig ib le CUSIPs. 
• Secur i t ies l im i t ed t o large l iqu id issues as de f ined in t h e index rules. 
• Ready source of dai ly p r i c ing & h is to r i ca l data . 

• A number of dealers construct and maintain indices on corporate credit. 
• Bank of Amer ica , Barc lays, JPMorgan. 

• We selected the Barclays U.S. Credit Index as the source data for our 
analysis. 

• One of t h e o ldest , m o s t es tab l i shed index in t h e U.S. (predecessor- Lehman 
U.S. Cred i t Index was es tab l i shed in 1973) . 

• Wide ly b e n c h m a r k e d by money managers , thus w ide accep tab i l i t y by o ther 
rea l money der ivat ive end users. 

Source: Barclays Capital Indices, POINT copyright 2011 Barclays Capital Inc. Used with permission. Barclays Capital and POINT are registered trademarks of Barclays Capital Inc. 

Analysis: Barclays U.S. Credit I n d e x . 
• Barclays U.S. Credit Index comprises the U.S. Corporate Index and a 

non-corporate component that includes foreign agencies, sovereigns, 
supranationals and local authorities. 

• Only high quality U.S. $-denominated fixed-rate securities are included 
in the index. 

• Index history is available back to 1973. 

• U.S. Credit Index is a subset of the U.S. Government/Credit Index and 
the U.S. Aggregate Index. 

Barclays U.S. Credit Index 

Issues: 4,430, Currency: USD, Amt Outstanding: $3.4 trillion, Avg Maturity: 10-yrs. 

Source: Barclays Capital Indices, POINT copyright 2011 Barclays Capital Inc. Used with permission. 
Barclays Capital and POINT are registered trademarks of Barclays Capital Inc. 

Analysis: Single CUSIP S t a t i s t i c s . 
R e s u l t s . 

• W e began our analysis l ook ing a t t h e la rges t 10-day moves across al l of t h e 
ind iv idua l CUSIPs in t h e Barc lays Cred i t Index universe. 

• Our analysis, summar i zed in t h e t ab le be low, l ists the number of ind iv idua l 
CUSIPs t h a t had a 10-day p r i ce dec l ine , b u c k e t e d by sever i ty of t h e dec l ine. 

• For example , in 2 0 0 8 , 6 2 8 CUSIPs exper ienced a 10-day pr ice dec l ine of 
more t h a n 20%. 

• Conc lus ion : Tail events are rare, bu t they do occur . [a table is included that shows up too small and blury to be ready properly.] 

Challenge: Develop Rules to Reduce 
Exposure to Tail R i s k . 

• Our Hypothesis: Diversification rules l imit ing concentration should 
reduce exposure to tai l risk. 

• Diversification Rules adopted for our analysis: 

• 5% M a x i m u m Issuer W e i g h t . 

• 45% M a x i m u m Sec to r W e i g h t i n g (F inancia l Ins t i tu t ions , Indust r ia ls , 
Ut i l i t ies , Transpor ta t ion , Agenc ies , Local Author i t ies , Sovere ign and 
Suprana t iona l ) . 

• We tested the 4 highest periods of historical volatil ity since 2007. 

• Results: Benefits of diversification come quickly as CUSIPs are 
added across sectors. 

Portfolio S i m u l a t i o n . 
Testing M e t h o d o l o g y . 

• Step 1: Chose a single month to run to ensure a continuous set 
of CUSIPs. 

• Step 2: Selected a random portfolio on the 1st Day of the month 
subject to diversification rules. 

• Step 3: Calculated the market value of the equally weighted 
portfolio as it evolves through the month. 

• Step 4: Calculated the largest 10-day price drop that occurred 
during the month. 

• Step 5: Store the result. 

Repeat this procedure to gain the full distribution of simulated portfolio resul ts . 



Portfolio Simulation 
Benefits of Issuer Diversification 

Portfolio 10-Day Maximum Decline by Number of CUSIPs in Portfolio 
September 2 0 0 1 

[there follows a set of graphs that are too small and blury to read.] 

Most d ivers i f icat ion benef i t is ach ieved with a smal l inc rease in C U S I P s 

Portfolio S i m u l a t i o n . 
Broad-Based Historical Simulation of worst case decline over a 10-day 
period using a 99% confidence i n t e r v a l . 

Portfolio 10-Day Maximum Decline 20 CUSIPs - 45% Sector Max 
September 2001 

Simulations 250,000 

Mean -6.08 
Median -5.89 
Maximum -2.04 
Minimum -16.92 
Std. Dev. 1.45 

99th Percentile - 10.25% 

Haircuts of 15-20% Provide Significant Cushion 

C o n c l u s i o n s . 
• Corporate bond t a i l r isk can be con t ro l led w i t h basic 

d ivers i f ica t ion rules. 

• L im i t i ng issuer exposure to 5% per issuer and H igh Level Sector 
exposures to 4 5 % achieves t h i s resul t . 

• Further d ivers i f ica t ion past these rules provides l i t t le i nc rementa l 
benef i t wh i le substant ia l l y increas ing opera t iona l burdens. 

• Corporate bonds ha i rcut by 15-20% provide s ign i f i can t cushion 
when compared aga ins t h is tor ica l ly s t ress fu l per iods. 

• Use of corporate bonds as proposed for in i t ia l and var ia t ion 
marg in reduces sys temic r isk and marke t l iqu id i ty issues. 

R e c o m m e n d a t i o n s . 

• H i g h q u a l i t y a s s e t s , s u c h a s c o r p o r a t e b o n d s , a g e n c y 
d e b e n t u r e s a n d a g e n c y R M B S , a p p r o p r i a t e l y h a i r c u t 
a n d d i v e r s i f i e d , s h o u l d b e e l i g i b l e fo r p u r p o s e s o f b o t h 
i n i t i a l a n d v a r i a t i o n m a r g i n , f o r b o t h c l e a r e d a n d 
u n c l e a r e d d e r i v a t i v e e x p o s u r e . 

• T h e e x p a n s i o n o f e l i g i b l e m a r g i n a s s e t s n o t o n l y 
r e d u c e s c o s t i m p a c t o f m a r g i n r u l e s o n e n d - u s e r s , i t 
i n c r e a s e s m a r k e t l i q u i d i t y a n d r e d u c e s s y s t e m i c r i s k . 

A p p e n d i x . 

Portfolio S i m u l a t i o n . 
Historical Index Price V o l a t i l i t y . 

Barclay's Credit Index: Relative Index Price Volatility by Month 
2007-2011 [there follows a graph that is too small and blurred to read.] 

W e se lec ted the 4 h ighest volat i l i ty mon ths s ince 2007 t o test. 
Source: Barclays Capital Indices, POINT CE011 Barclays Capital Inc. Used wth permission. Barclays Capital 

and POINT are registered trademarks of Barclays Capital Inc. 



Portfolio S i m u l a t i o n . 
Historical S i m u l a t i o n . 

Portfolio 10-Day Maximum Decline by Historical Period 
20 CUSIPs - 45% Sector Max. 

[there follows four graphs that are too small and blurred to read.] 

Resul ts are intui t ively in l ine wi th histor ical index level volat i l i ty. 

Portfolio S i m u l a t i o n . 
Historical Simulation: Cumulative Monthly Change. 

Portfolio Cumulative Maximum Decline 2 0 CUSIPs - 4 5 % Sector M a x 
September 2 0 0 1 . 

Simulations 250,000 

Mean -6.39 
Median -6.10 
Maximum -1.63 
Minimum -17.38 
Std. Dev. 1.91 

Discount Window Corporate Collateral Margin 
T a b l e . 

[footnote 1] Extracted from the Federal Reserve Discount Window & Payment System Risk Collateral Margins Table 
As of January 3,2011 [end of footnote.] 

• FRB currently accepts Investment Grade corporate bonds as collateral at the Discount 
Window based on a schedule. 

Margin for Securities as a % of Market Value [there follows a table of duration buckets of collateral type, but it is too small and blurred to read.] 

D i s c l a i m e r . 

The m a t e r i a l con ta ined in th is p resen ta t ion inc lud ing , bu t n o t l i m i t e d to , t h e 
ca lcu la t ions and analysis, was p repared by ACLI so le ly for i l l us t ra t i ve purposes, 
and shou ld no t be reproduced, d is t r ibu ted , re l ied upon or used for any purpose. 


