
(Cat) Bond ETF

Context

Bond ETFs

Liquidity Creation

Concerns

Portfolio Trades

Cat Bonds

Reinsurance

ILS

(Cat) Bond ETF

Christopher G. Lamoureux

February 27, 2025



(Cat) Bond ETF

Context

Bond ETFs

Liquidity Creation

Concerns

Portfolio Trades

Cat Bonds

Reinsurance

ILS

Proposed Launches of Cat bond ETFs

Overview:

I Bond ETFs — Equitization of illiquid corporate bonds

I Cat Bonds — disintermediation of reinsurance activity
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Bond Market Liquidity

Corporate bonds are notoriously illiquid.

I Traditionally bought by insurance companies and locked
in a vault—coupons clipped and held to maturity.

I Very little trading once issue is 6 months old.

I Trading in a dealer (over-the-counter) market.

Why?

I Total US$ amounts outstanding:
US Equities $45 T
US Treasuries $25 T
MBS $12 T
Corporate Bonds $11 T
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Illiquid bonds

But, there are less than 5,000 individual stocks, and close to
40,000 bonds.
I Bond issues tend to be “small” — $2 billion would be a

big corporate bond.
I Issues have many idiosyncratic features—contrast with

10-year US Treasury notes.
I Default risk and structure mean that corporate bonds

are strongly left-skewed. Requires a large well-diversified
portfolio to rationalize economically. (Contrast to both
equities and Treasuries.)

I It is also difficult to short corporate bonds.
I We saw a spurt of popularity in individual name credit

default swaps in the early years of this century.
I But now (post-Global Financial Crisis) CDS is almost

entirely index-related.
I Furthermore regulations post-Global Financial Crisis

make it less profitable to be a bond dealer.
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Covid Crisis

Uncertainties about Covid’s economic effects in March 2020,
highlighted the fragility of liquidity supply in bonds.

A liquidity measure from a Fed Study by Falato and
Goldstein: deviations of notes’ yield discrepancies from other
notes of same issuer.
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Bond Funds

I Vanguard introduced its Total Bond Market Index Fund
in 1986.

I Today close to $1.5 T in corporate bond mutual funds.

I Vanguard’s Intermediate-Term Corporate Bond Fund
has an NAV of $47 B and 3 basis point expense ratio.

I And roughly $0.5 T in corporate bond ETFs.

I LQD was launched in 2002—the first, and one of the
largest corporate bond ETFs with $30 B NAV and 14
basis point expense ratio.
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ETFs vs. Mutual Funds

I Note that both open-ended mutual funds and ETFs
provide access to diversification and low transactions
costs in the corporate bond world. Differences include:
I Mutual funds only price once per day and all

transactions on that day are at that price.
I The only way to get buy in to the fund is to ask the

fund to buy more assets. ETFs trade like stock.
I ETFs have Authorized Participants who can create or

redeem ETF shares in large blocks with the ETF
provider.

I ETFs afford better tax efficiency—if an AP redeems
shares, NAV shrinks but the ETF does not sell anything.
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Liquidity mismatch time bomb?

I Since bonds are illiquid but bond ETFs are liquid could
this liquidity mismatch cause or extenuate a credit
crisis?
I The continuous market could create a “bank run”

mentality.
I APs could assign much lower values to very illiquid

bonds in a crisis setting.
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LQD Lifetime
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LQD 2020
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Fed Blessing

I In March 2020 the Fed announced extraordinary
liquidity measures to stabilize US bond markets
I Fed became the liquidity supplier of last resort.
I On March 23, 2020, the Federal Reserve announced a

series of measures to stabilize corporate credit markets:
I Primary Market Corporate Credit Facility (PMCCF)
I Secondary Market Corporate Credit Facility (SMCCF)

— Bonds and Corporate Bond ETFs.
I The Fed bought ETFs starting in Mid-May. On June

18, 2020, the Fed owned $1.8 B (13.3 million shares)
of LQD.

I All positions sold by August 2021 and the facilities
shut down.
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LQD Holdings
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Redemption and Creation Baskets

I Redemption and creation are of expanding importance
as bond dealers use ETFs to manage their inventory
risk, facilitate portfolio trading, and hedge fixed income
derivatives.

I If redemption and creation required all 2,878 bonds
changing hands it would be tedious, difficult, and costly.

I Blackrock has a 12 factor model with 11 key rates from
the term structure and a credit factor for the issuer.
The NAV is called at 4:00 pm (ET). APs seeking
creation bring a basket. Ishares may accept or reject the
basket. Ishares suspects that the APs have better
models than it has.

I Baskets with as few as 600 bonds or so, usually around
2,000.
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Portfolio Trading: Credit Ecosystem

Not surprisingly, and in conjunction with the primary market
in ETFs (i.e., creation / redemption), portfolio trading in
bonds.

I Recent Barclay’s study shows that there was a portfolio
trade every 7 minutes in 2024.

I Monthly volume in portfolio trades around $100 billion.

I Average trade size: $55 million.

I Average number of Cusips: 110.

I Mega trades at end-of-day (coincident with Blackrock’s
NAV call: over $500 million in a single trade.

I The biggest impact is on the least liquid bonds: In 2012
3% of US investment-grade bonds did not trade once in
an average month. This is now nil. post $30,600,000 in
additional cash (collateral).
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Insurance

Property and casualty insurance has historically been a
relatively stable and profitable business. An important
component of the industry is reinsurance. Largest players:

I Munich Re $48.6 B in net premiums retained in 2024

I Swiss Re $37.3 B in net premiums retained in 2024

I Berkshire Hathaway is #5 with $22.1 B in net
premiums retained in 2024

I Lloyd’s is #7 with $14.1 B in net premiums retained in
2024

These guys are pros: increasing profitability in face of rising
disaster risks.
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Reinsurance Pros

How is it these gnomes have increased profitability in the
face of higher losses due to natural disasters?
I Increased attachment points: which is the loss before

the reinsurer’s policy kicks in.
I Most claims are small.
I Shifts risk to primary insurers.
I Inflation is generally bad for insurers.

I ILS (Cream skimming?)
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$107 B Insurance-Linked Securities Market

Over the past 2 years $100 in the Swiss Re Cat bond index
grew to $138 whereas $100 in LQD grew to $102.
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Cat Bond

I Most Recent example: $300 M Allstate multi-peril and
per-occurrence reinsurance, across all US states except
for Florida.

I All four tranches would attach their coverage above
$4.25 billion of losses to Allstate, but occupying shares
of different slices of its reinsurance tower.
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Reinsurance Tower
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Sanders Re II Ltd. (Series 2025-1)

Tranche A-1 3-year notes; participate in $1 B layer atop
$4.25 B attachment. Spread guidance: 4 -
4.25%.

Tranche A-2 5-year notes; participate in $1 B layer atop
$4.25 B attachment. Spread guidance: 4.25 -
4.5%.

Tranche B-1 3-year notes; participate in $2 B layer atop
$4.25 B attachment. Spread guidance: 4.5 -
4.75%.

Tranche B-2 5-year notes; participate in $2 B layer atop
$4.25 B attachment. Spread guidance: 4.5 -
4.75%.

Attachment probabilities The B tranches have higher
attachment probabilities and must absorb some
loss before the A tranches get hit.
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Are Cat Bonds a good investment?

I Cat bonds pay quarterly floating coupons of the 90-Day
Treasury rate plus spread.

I The funds raised from the offering are placed in T-Bills
(collateral).

I Interest is paid from return on collateral plus premiums.

I Natural disaster Cat bonds have 0 beta, and therefore
any risk premium is gravy provided full diversification.

I High returns in the past may compensate for lack of
marketability (unregistered) and liquidity.

I But if included in ETFs trading in the US, demand may
become broader and more competitive.

I And I worry about classical adverse selection.
I Am I getting risk that the pros turned down?
I I’m relying on insurer’s underwriting.
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