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Perspectives

OUR VIEW ON INSURANCE CAPITAL MANAGEMENT TOPICS

Analyzing the Investment Profile of
Medical Professional Liability Insurers,
through the Lens of Risk & Reward

Medical Professional Liability insurers have a unique liability profile,
setting them apart from the broader property and casualty industry.
How have they adapted their investment profile in response to the
evolving capital market landscape?

EXECUTIVE SUMMARY

In this article, we delve into the enterprise profile of U.S. Medical Professional Liability (MPL]
insurers and assess their investment performance relative to the broader U.S. property and
casualty [P&C) industry. P&C insurers often shape their risk and return profiles around three
key pillars: sector allocation, credit quality, and duration. However, our analysis shows that
while MPL insurers and the broader industry share similarities in credit quality and duration,
there are indications that the overall P&C industry outperforms MPL insurers in both overall
net investment income and fixed income book yield. This pattern has persisted over the past
decade, signaling a more conservative asset allocation approach adopted by MPL insurers.
Within MPL writers, those taking on greater investment risk were generally able to achieve
higher book yields, with larger companies more actively taking such risk.

SCOPE OF ANALYSIS

We use an MPL composite of 50 firms' that primarily or exclusively underwrite MPL insurance.
Commercial multiline insurers that also offer MPL products are not included in the composite.
The MPL composite is compared to a U.S. P&C industry composite of 443 companies that
underwrite all P&C lines of business, excluding the ones in the MPL composite. All exhibits use
statutory filing data as of December 31, 2022 from S&P Capital 1Q Pro, supplemented by data
from sources such as NEAM Analytics, Bloomberg, and ICE BofA.
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MPL COMPOSITE’S ENTERPRISE PROFILE

Similar Investment Leverage and Lower Premium Leverage

Exhibit T compares the statutory surplus, total invested assets, and net premium written
between the MPL composite and the P&C industry in the past three years. The MPL composite
has a slightly higher investment leverage (invested assets-to-surplus ratio) than the P&C
industry, with a ratio of 2.3x versus 2.2x as of year-end 2022. However, MPL writers are
generally smaller sized relative to the broader P&C industry, based on invested assets. They
also have a much lower premium leverage than the P&C industry, measured by the ratio of
premium to surplus. Both groups saw a decline in statutory surplus in 2022, with the MPL
composite showing lower growth rates in surplus, invested assets, and net premium than the
P&C industry in the last three years.

Exhibit 1. Surplus, Invested Assets & Premium Trend in 2020-2022

Surplus ($B) 14.7 15.6 14.6 -5.4% 0.9%
Invested Assets ($B) 34.1 35.2 33.0 -3.1% 2.8%
Company # (% of total #) 50 50 50

Invested Assets > $1B 8 (16%)] 8 [16%) 8 (16%)

MPL

0, O, O
Composite $100M < Invested Assets < $1B  31(62%] 33 (66%] 30 (60%]

Invested Assets < $100M  11(22%] 9 [18%) 12 [24%)

Net Premium Written ($B) 6.2 5.8 5.4 6.7% 5.4%
Invested Assets-to-Surplus 2.3x 2.3x 2.3x
Premium-to-Surplus 0.4x 0.4x 0.4x
Surplus ($B) 947.0 1,011.1 890.3 -6.3% 4.6%
Invested Assets ($B) 2,106.4 2,131.0 1,912.7 -1.2% 5.8%
Company # (% of total #) 443 443 443

Invested Assets > $1B  141(32%] 136 [31%] 134 [30%)]

P&C Industry

Ex. MPL $100M < Invested Assets < $1B 228 [51%] 229 (52%] 213 [48%)]

Invested Assets < $100M 74 [17%)] 78 (18%] 96 [22%)

Net Premium Written ($B) 758.0 697.8 637.4 8.6% 6.9%
Invested Assets-to-Surplus 2.2x 2.1x 2.1x
Premium-to-Surplus 0.8x 0.7x 0.7x

* Compound Annual Growth Rate

Source: NEAM, S&P Capital IQ Pro

A LOOK AT THE MPL COMPOSITE’S ASSET CHARACTERISTICS

Net Investment Income? Trails the P&C Industry

Exhibit 2 displays the net investment income (%) of the MPL composite and P&C industry.
For the past decade, the MPL composite has been materially below the P&C industry in net
investment income. The gap between the two groups has widened recently, from 48 bps in
2018 to 105 bps in 2022.



Exhibit 2. Net Investment Income (%) 2013-2022
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MORE ALLOCATIONS TO FIXED INCOME AND LESS TO EQUITIES & ALTERNATIVES

As shown in Exhibit 3, the MPL composite has maintained a different asset allocation by
sector compared to the P&C industry. The primary difference lies in the MPL composite’s
consistently higher allocation to fixed income and lower allocation to equities over the past
decade. The P&C industry has had more Schedule BA assets, although the MPL composite
has gradually increased its share over time. It's noteworthy that both the MPL composite and
the P&C industry saw a reduction in equity holdings in 2022, in part due to the challenging
market conditions.

Exhibit 3. Invested Assets Sector Composition 2013-2022

100% [T
5.4% 8 5.4% [ 5.6% 5.3% I 4.9% 5.2% 6.5%M 8.1% Il 6.9% VAL

Yol A 5 540 18.9% [ 18.27018.9% 1 5 2o ool 17,4 17.5% [l8.5% [l 15.5%

60%

73.3%]J69.7%69.6%68.0%165.8 %0 3.0 %l 63.0 % J66.7%J67.3%§l70.0% 54.4%3 52.293854.5%

40%

20%

0%
2013 2014 2015 2016 2017 2018 2019 2020 2021 2022 2020 2021 2022
. p&C

- Bonds - Equities - Cash/Short Terms

- Real Estate/Mortgage Loans Sch.BA and Other

Source: NEAM, S&P Capital IQ Pro

Perspectives, November 2023



4  NEAM

LOWER RISK ASSETS AS A PERCENTAGE OF SURPLUS

We consider equities, fixed income assets with ratings below investment grade [‘<BBB’) and
Schedule BA assets, as risk assets. Exhibit 4 displays risk assets as a percentage of surplus
for both the MPL composite and the broader P&C industry. The MPL composite had risk assets
of 61.2% of surplus as of year-end 2022, which was lower than the industry’s 85.5%. In 2022,
equity holdings decreased for both groups, but it remained the predominant risk asset.

Exhibit 4. Risk Assets as a Percentage of Surplus 2013-2022
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CONSISTENTLY TRAILING BOOK YIELD

As shown in Exhibit 5, the MPL composite’s fixed income portfolio had a lower book yield
than the P&C industry in the last 10 years. The difference, which peaked at 39bps in 2016,
has shrunk recently and was 17bps as of year-end 2022. Book yields rose in 2022 as insurers
reinvested in higher market yields due to the Fed'’s repeated rate increases in 2022. This
reversed the declining book yield trend from 2018 to 2021.

Exhibit 5. Comparison of Fixed Income Portfolio Book Yield 2013-2022
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Exhibit 6 illustrates the gap in fixed income book yield between the MPL composite and P&C
industry by sector. Over the past decade, the MPL composite had lower book yields than

the industry in almost all sectors except for some, such as commercial mortgage-backed
securities [CMBS) and mortgage-backed securities [MBS). Private/Other and asset-backed
securities [ABS) are the two sectors where the P&C industry outperformed the MPL composite
the most in 2022.

Exhibit 6. Comparison of Fixed Income Book Yield by Sector 2013-2022 (MPL - P&C)

Gov't/Agency (0.05) (001 0.0 (012) (006) 001  [0M) 00

Corporate (0.27) [0.33] (0.21) [0.26] (034] (037 (038) (0.38) (0.32) [0.36]
Privates/Other  (119)  [1.04] [229) [198) (1.38)] [(1.25) (223) (0.62) (0.07)  (0.30)
ABS (069) (031 [0.24) (0.34) [062) (043) (039 [(0.46) (055  [0.40)
cMBS 03] (033 (21 (©m (03 (01 (o) ods ok o2
CMO / RMBS (024) (058 [076) [0.62) [(098) (1.37)  [203) (1.33) [(1.58)  [1.60)
MBS o.zl o.o|5 (0.08) o.oI 0.01 (0.02)  (0.05) o.i o.1f 0.2'7
Munis - Taxable  (0.30)  (0.25) (021 (0.34) (0.38) [0.38) (041 (0.28) [(0.33)  (0.41)
Munis - Exempt o.14 o.ol; o.@ o.o$ 0.01 0.01; (007  [017) [0.20) [(0.23)
Grand Total (017)  (024] (0.25) [(019) [0.26) [0.32) (0.39) [(0.33) (0.27)  [0.27)

Source: NEAM, S&P Capital IQ Pro

OVERWEIGHT MORTGAGE-BACKED SECURITIES AND UNDERWEIGHT
GOVERNMENT/AGENCY BONDS

The fixed income sector allocations for the MPL composite are shown in Exhibit 7. The MPL
composite has gradually increased its holdings of corporate bonds and taxable municipal
bonds over time, while the P&C industry more rapidly increased their allocations to
government/agency bonds. The MPL composite differs from the P&C industry in having more
MBS and corporate bonds but less government/agency and tax-exempt municipal bonds.

Exhibit 7. Comparison of Fixed Income Sector Allocations 2020-2022
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SIMILAR CREDIT QUALITY TO THE P&C INDUSTRY

Exhibit 8 illustrates the stability of overall credit quality for both the MPL composite and

the broader P&C industry over time, as the average credit rating remained within the A+ to
AA- range for both groups. However, the composition of credit quality changed significantly
over the past decade. MPL writers increased their exposure to BBB and <BBB rated bonds
until 2021, when they reached their peak. In 2022, the Fed'’s tightening policy prompted
many MPL writers to shift their investments to higher-rated bonds, especially AAA bonds, to
take advantage of rising rates from sectors, such as MBS and ABS. Within the AAA-A band,
there was also a gradual substitution of AA-rated bonds with AAA-rated bonds, indicating a
preference for maintaining credit quality while allowing for tactical rotations.

Exhibit 8. Fixed Income Credit Quality Distribution 2013-2022
AA- A+ A+ AA- AA- AA-  AA- AA- AA- AA- A+ AA- AA-

100% 2.6% M 2.9% B 3.3% 4.0%/4.3% [l 5.3% 1.2% . 6.4%
12.8% 13.4% 14.1%) 13.9%315.5% 16.1% 19.1% 18.4%
80%
26.7%] 25.3% 24.1%423.5% 1 23.9% 21.8% M 22.7%
60%
46.8%316.0%3846.9% 47.6%[A6.9%[ 42.8%339.6% M 37.1% Il 36.6% 40.1%
40%
20%
9.1% I 9.0% I 8.8% I 8.7% [ 8.7% M 9.1% I 11.2%§12.2% R 14.7% il 15.9% 13.7% [ 15.3%416.2%]
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Source: NEAM, S&P Capital 1Q Pro

DURATION IN LINE WITH THE P&C INDUSTRY

Exhibit 9 displays the option-adjusted duration (OAD] by fixed income sector, comparing the
MPL composite and the P&C industry. In the past 10 years, the OADs of the MPL composite
and the P&C industry have been similar, with a maximum gap of 0.4 years in 2016. In 2022,

the overall OAD of both groups increased slightly from 4.8 to 4.9. For the MPL composite, this
was largely driven by the increased allocation to MBS, where OADs tend to extend in periods
of rising interest rates. As of year-end 2022, MBS had the longest OAD among all sectors in the
MPL composite.



Exhibit 9. Comparison of Fixed Income Portfolio Option-Adjusted Duration (OAD)
2013-2022

Gov't/Agency

Corporate 4.5 4.8 4.9 4.5 4.6 4.7 4.7 4.8 4.9 4.8
Foreign/Privates/Other 3.2 4.0 37 3.5 1.9 1.6 0.5 2.6 2.3 0.4
ABS 2.5 2.5 2.2 2.4 2.2 2.6 2.5 2.4 1.9 2.4
CMBS 3.6 4. 4.3 4.5 4.3 4.3 3.8 3.8 34 3.3
CMO / RMBS 5.2 3.8 29 3.2 3.6 3.7 3.9 2.7 3.0 3.9
MBS 6.8 4.9 4.0 4.6 5.2 4.9 53 4.0 3.9 5.1
Munis - Taxable 6.4 6.6 6.9 6.0 5.2 5.5 5.4 5.4 5.8 6.2
Munis - Exempt 6.0 4.7 5.2 5.0 5.7 5.8 5.8 5.5 53 5.9
MPL Grand Total 4.9 4.8 4.7 4.5 4.6 4.8 4.8 4.7 4.7 5.0

MPL Total Taxable

MPL Total Exempt 6.0 4.7 5.2 5.0 5.7 5.8 5.8 55 5.3 59
MPL Grand Total 4.9 4.8 4.7 4.5 4.6 4.8 4.8 4.7 4.7 5.0
P&C Total Taxable 4.6 4.7 4.5 4.3 4.3 4.4 4.5 4.3 4.2 4.5
P&C Total Exempt 6.0 4.9 5.8 5.8 6.4 6.8 6.6 6.2 5.8 (5.5
P&C Grand Total 4.8 4.7 4.8 4.6 4.8 5.1 5.2 5.0 4.8 5.2

Source: NEAM, S&P Capital 1Q Pro

MPL WRITERS THAT TOOK MORE RISK ACHIEVED HIGHER YIELDS

NEAM estimates a Risk Score based on duration, credit quality, and convexity as a way to
measure and compare the investment risk of an insurer’s fixed income portfolio through a
single metric. Exhibit 10 shows how the book yields of individual MPL writers vary according
to NEAM'’s Risk Score. The MPL composite’s median is marked by the red point, and individual
writers are represented by colors mapped to investment size. Green-marked large-sized
companies with assets exceeding US $1 billion in the upper-right hand quadrant achieve higher
yields at greater risk, reflecting potentially larger risk-taking by investing into comparably
lower rated, longer, and more negatively convex credit. Blue-marked small-sized companies
with assets under US $100 million, on the other hand, tend to invest into lower yielding, safer
portfolios. Orange-marked medium-sized companies with invested assets between US $100
million and US $1 billion appear more scattered in their risk/reward positioning, showing
various levels of tolerance and capacity to take on risk.
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Exhibit 10. MPL Writers’ 2022 Book Yields against NEAM Risk Score
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KEY TAKEAWAYS

MPL insurers have a unique liability profile that potentially influences their investment choices.
We used a composite of MPL firms to represent their overall enterprise profile and compared
that with the U.S. P&C industry, excluding MPL, to explore differences in their investment
decisions. Some key takeaways from this analysis:

- Compared to the P&C industry, the MPL composite has higher investment leverage but lower
premium leverage.

- The MPL composite has been persistently lagging the industry in net investment income (%),
driven in part by relatively lower risk asset allocations.

- The MPL composite’s fixed income book yield has been lower than the industry, both overall
and within each sector, with a few exceptions such as CMBS and MBS.

- Duration and credit quality profiles for the MPL composite and P&C industry are largely
similar. The difference in duration between the two has remained within a range of 0.5 over
the past decade, and the average credit quality for both has remained stable at A+ to AA-.

- Within the MPL composite, insurers taking on more risk tended to achieve higher yields.
Large companies with invested assets above US $1 billion generally had riskier fixed income
portfolios versus smaller firms.

Please contact us if you would like to receive a customized enterprise comparative
assessment, which facilitates in-depth comparisons and contrasts of asset and liability
characteristics of your company relative to peer organizations or the rest of the U.S.
insurance industry. The assessment supports decisions with enterprise risk preferences and
investment strategies.
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ENDNOTES

TNEAM'’s definition of MPL writers with invested assets over US $50 million as of
December 31, 2022 and net written premium in 2022 over US $10 million.

2 Income returns as a percentage of total invested assets.

3 Starting from 2020, the NAIC credit rating reporting expanded from six to 20 categories.

The NR category shown for 2019 and prior years consists of mostly true private
placement securities.
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