
A
s general sellers of protection
through insurance instru-
ments, insurance companies
are well suited to deal in
credit protection through

various credit derivative instruments. A
growing force in the capital markets,
insurance company investment managers
are also being challenged to increase
spreads and profitability without taking
large increases in credit and market risks.

Insurance companies, particularly
those seasoned in managing fixed income
portfolios, have gravitated to credit deriv-
atives for a number of reasons. These
include yield enhancement, access to new
credits, the ability to customise credit
exposures and segregate credit risk away
from market risk, as well as the ability to
leverage internal credit knowledge.This is
part of a larger movement in which
insurance companies are developing
interest rate and credit derivative busi-
nesses to support asset-liability portfolios
that have acquired critical mass.

The requirement of managing the
operational risks associated with derivatives,
as well as knowledge of the regulatory and
accounting treatment of derivatives, are two
possible reasons why insurance companies
have traditionally taken deliberate and cau-
tious steps with derivatives in the past.From
a systems standpoint, the need to comply
with regulatory requirements such as Fas
133 in the US, IAS 39 in Europe, as well as
corporate governance legislation presents
serious challenges for insurance firms.
Adoption of credit derivatives has been
sparked in some part by the availability of
robust analytical and accounting systems for
managing market and credit risks. Such
infrastructure is necessary for the proper
lifecycle management and operation of a
derivatives unit in any financial institution.
The availability of proven technology for
managing derivatives and an industry’s
maturing experience with credit products

are key drivers for the growth of credit
derivatives in the insurance sector.

A burgeoning market
According to a report published by British
Bankers’Association, insurance companies
are positioned to overtake banks as sellers
of credit protection by the end of
2004.The credit derivatives market is pro-
jected to reach almost $5tr by then. A
more recent study by consulting group
McKinsey, estimates that the market could
potentially increase to $15tr by the end of
2007. In its year-end 2003 Market Survey,
Isda estimated that notional amounts for
credit derivatives now stand at $3.58tr.

Credit derivatives enable insurance
companies to leverage their high credit rat-
ings,making them extremely attractive with
regards to counterparty risk.As credit deriv-
atives do not require the protection seller to
fund the swap, an insurance company can
use both its cash on hand and its credit rat-
ing to invest, thereby increasing returns.
Within the credit derivatives arena, insur-
ance companies are net sellers, with an esti-
mated net position outstanding of $137bn at
the end of 2003,according to Fitch Ratings.

The most basic credit derivative instru-
ment is the single-name credit default swap
(CDS). CDS transactions allow one party
to buy protection from a counterparty for
losses suffered against “credit events” such
as bankruptcy of a reference entity. The
seller receives periodic fixed payment dur-
ing the term of the contract.This premium
is quoted as a spread, although it is not
equivalent to the traditional spread quoted
for bonds (over a benchmark rate). Rather,
it is calculated as basis points of the 
contract’s notional value.

CDS can be configured to meet specif-
ic risk/reward profiles for any reference
entity.The instrument can be constructed to
provide a specific tenor while the tradition-
al bonds of that issuer are at fixed maturities.
Finally, CDS products enable users to take a

position on credit without taking on the
risks of having to produce the underlying
security and being subject to the repo mar-
ket. Essentially, it enables trading of pure
credit,and allows the company to take either
a long or short view of the risk.

A number of insurance companies are
writing protection by selling CDS. One
common application is yield enhancement.
An insurance company can purchase a
AAA-rated bond and sell credit protection
on a non-investment grade bond to mimic
the risk and returns of a non-investment
grade bond. The premium obtained from
selling the CDS would generally provide a
greater yield than the bond instrument
alone.The non-investment grade bond may
also be illiquid.Thus, the CDS has helped to
enhance diversification and minimise single
name limit exposure.

The instruments can also be used to
build composite portfolio instruments
with varying risk and return profiles
based on a number of reference entities.
The transaction can be an outright port-
folio, a basket CDS, or a credit linked
note (CLN) that features an embedded
CDS or basket CDS.

Insurance companies can use first-to-
default baskets or nth-to-default basket to
manage credit risk more efficiently. Basket
products enable buyers to partially hedge a
portfolio against default without having to
buy single name CDS for every underlying
name. In a basket default swap, protection
sellers can enter into a transaction where
payment is triggered by a first-to-default or
nth-to-default security within the underly-
ing basket of reference entities. Typically
sellers of first-to-default baskets receive a
higher spread than that for an individual
name in the basket.

CLNs also offer insurers access to
illiquid credits or credits with highly spe-
cific tenor and risk profiles. Sometimes
referred to as synthetic asset backed secu-
rities (ABS), CLNs are looked upon
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favourably by insurance companies, who
are experienced practitioners on both the
buy and sell side of the ABS market.
These products enable investors to
achieve greater diversification and the
ability to select fixed or floating basis on
the contracts.To insurers with ABS secu-
rities in their asset portfolio, CLNs can be
a more flexible, cost-effective alternative.

A 2003 survey by Fitch Ratings indi-
cates that insurance firms (including life,
health, property-casualty, and reinsurers)
have participated in the credit derivatives
market primarily with portfolio products
such as synthetic collateralised debt obliga-
tions (CDOs).Single name CDS and CLNs
accounted for only 8% of the aggregate
credit derivatives exposure.

Increasing levels of comfort and exper-
tise with CDS have led insurers to branch
out into the securitisation market with
synthetic CDOs. Conventional cash flow
CDOs are created when a portfolio of
loans or other debt obligations are trans-
ferred to a vehicle that issues liabilities
(note tranches and equity) to finance such
assets.While the repayment of liabilities is
collateralised by the portfolio of loans or
debts. However, in the case of the synthet-
ic CDO, the payment of the liabilities is
collateralised by synthetic asset exposure
acquired by selling credit protection. By
purchasing a combination of AAA rated
instruments and selling CDS on individual
single name instruments, insurers can create
the necessary maturities, concentration and
industry focus required to issue liabilities
with strong ratings. Investors in synthetic
CDOs receive the premium from the
default swap and the returns from the high-
grade debt. Tranches of notes are created
with varying risk/return exposures to meet
the diverse investment needs of investors.

Evolution 
As liquidity of the underlying credit
names continues to improve and the mar-
ket starts to mature, we are starting to see
growth in popularity of second genera-
tion credit derivatives such as credit
default digitals, options on CDS and can-
cellable CDS.These options on CDS are
attractive as they offer increased choice
and flexibility in managing credit risks,
while the default digital contracts have a
predetermined (percentage of trade
notional) payout unlike the recovery rate
dependent payout of standard CDS.

While first generation credit derivatives
primarily involved credit risk transfer and

credit risk management, second generation
credit derivatives have facilitate the conver-
gence of the derivatives market and the secu-
ritisation market. Those experienced with
CDS are moving not only into basket CDS
but also looking at correlation strategies such
as single-tranche CDOs and first-loss baskets
(which mimic the loss characteristics of the
equity tranche of CDO).

Single tranche CDOs (STCDOs) 
represent one of the fastest growing prod-
ucts in the credit derivatives world.
According to Fitch Ratings, tranche notion-
al has increased ten-fold in the period from
2002 to 2003. Basically, a STCDO is a syn-
thetic CDO in which the investor (protec-
tion seller) can gain exposure to a specific
tranche for a specific reference portfolio.
There are a few key differences. The
STCDO is a bilateral contract, much like a
standard derivatives contract. In addition,
there is no capital structure.An arranger will
typically put together a reference pool
according to the investor’s selection criteria
and create a tranche with the attachment
point (indicating the level of subordination,
eg 3%) and detachment point (eg 7%)
desired by the investor.The arranger of the
CDO hedges out all the remaining tranches
using advanced analytics. The investor can
then sell credit protection on the tranche or
buy a CLN.The reference portfolio can be
an iBoxx index. Unlike fully-tranched
CDOs, which require full securitisation and
market placement, single tranche CDOs are
OTC contracts.Hence,the transactions tend
to be efficient and offer greater flexibility.

One tangential result of the increased
single tranche CDO business is that
investors have become more critical of the

reference pool performance. Unlike cash
CDOs where the CDO portfolio manager
determines portfolio composition, the
investor can select the reference portfolio in
a single tranche CDO.These latest products
have turned CDO investors into more
active portfolio managers. Hence the
requirement for flexible analytics is greater
for users of these products than for those
using cash products. Insurance companies
investing in STCDOs and other synthetics
need to constantly monitor portfolio perfor-
mance and stress assumptions on correla-
tion, recovery and default.As a result, many
insurance companies have recruited capital
market specialists and implemented state-of-
the-art derivatives processing systems to
enhance their portfolio management and
risk management capabilities.

Whereas early STCDOs were struc-
tured with very client-specific portfolios,
trading based on credit derivatives indices is
expected to create a large liquid market for
portfolio products. Recently, the two major
competing providers of CDS indices
merged:Trac-x (owned by Morgan Stanley
and JP Morgan Chase) and iBoxx, a group
of indices established by a consortium of 11
dealers.The merged indices reference glob-
al markets and various credit types and are
composed of 50 to 150 credit names.The
applications are broad and varied. CDS on
indices enable risk managers to more effec-
tively manage industry credit exposure. In
addition, the indices provide another arbi-
trage opportunity for investors as the spreads
for individual credits may differ from the
spread of the index.The index-based trading
is expected to bring more consistent pricing
and greater liquidity to the credit derivatives
marketplace. Already, STCDOs are being
structured with references to particular CDS
indices. Similar to FTSE and other indices,
the CDS indices are expected encourage
more complex transactions such as 
correlation plays and volatility trading.

Within the last five years, the intro-
duction of credit derivatives into the
insurance world has accelerated the indus-
try’s convergence with the capital mar-
kets. Bearing similarity with many insur-
ance services such as protection selling
and securitisation, credit derivatives enable
insurance firms to enter the capital mar-
kets on terms with which they are famil-
iar. It’s no surprise that they are expected
to be the largest users of the product. ❑
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