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Page 7 issue will address similarities and differences among

individual companies and groups.

There are several key takeaways based on our review:

Industry combined ratio increased to 100.7, 3.5 percentage points higher than the prior
three-year average, as premium rose 2.7%

Net investment declined 2.9% to $47.4 billion, as invested assets increased 3.7% to
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Fixed income yields declined, while duration increased and credit quality lessened

Below investment grade fixed income, equities and BA assets increased 2.1 percentage
points to 77.6% of statutory capital and surplus

Statutory capital rose 3.6% to $712.5 billion, reflecting net income and unrealized gains
exceeding capital withdrawals
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FINANCIAL STATEMENT SUMMARY RESULTS

Table 1 provides a 12-year history of select metrics for the U.S. property-casualty insurance
industry. Net income in 2016 declined nearly $14 billion, primarily due to a deterioration in
underwriting profit. Return on average equity fell to 6.3%, or 1.8 percentage points below
the 8.1% annualized after-tax total return since 2002. This is after accounting for capital
withdrawals and contributions [not shown]'. Leverage ratios remain low.2

Underwriting and operating cash flow declined, reflecting both a deteriorating combined ratio
and lower earned investment income that offset an increase in written premiums. Cash and
invested assets, total reserves and affiliated assets increased. Nominal underwriting losses,
declining investment yields and low leverage combined to generate single digit returns on
equity: a possible, and not too promising, portent for the future. How these results distribute
across companies and groups will be a future topic.

Table 1. P&C Industry Highlights ($billions except combined ratio, return on equity and leverage)

Net Premiums Written $534.0 $520.5 $502.8 $481.9 $461.2 $442.0 $426.2 $423.1 $440.3 $446.9 $4489 $426.8
Combined Ratio 100.7 98.0 97.2 96.4 103.2 1083 1025 100.4 105.1 95.6 92.4 1009
Investment Earnings 47.4 48.8 54.9 49.3 50.3 50.9 481 48.4 53.1 56.5 53.1 50.1
Pre-Tax Operating Income 43.2 58.4 63.3 65.3 36.0 15.6 38.2 48.6 31.7 74.5 85.4 45.4
Net Income 44.4 58.3 64.8 71.6 384 20.1 37.2 32.2 3.7 63.6 66.4 46.8
Return on Average Equity % 6.3 8.5 9.6 1.4 6.7 3.6 6.9 6.6 0.7 12.4 14.3 n.3
Underwriting Cash Flow 17.5 22.0 23.6 17.9 -6.6 -27.6 -6.6 -10.0 -1.5 40.4 50.4 39.5
Cash From Operations 57.5 60.2 59.6 59.3 40.2 19.3 35.9 34.2 40.7 71.5 87.0 774
Total Cash and Investments 1,587.4 1,531.3 15325 14839 13894 13419 1316.2 1260.4 12054 12877 1230.8 1133.3
Affiliated Investments 185.9 1727 1709 1669 148.0 138.2 135.9 98.8 97.7  108.6 88.1 73.6
Total Loss/UPR Reserves 869.4 850.3 8331 820.4 817.1 805.6 770.5 763.7 771.0 751.0 728.5 709.0
Capital and Surplus 712.5 687.8 688.7 666.7 595.2 560.3 561.8 518.0 461.8 529.1 497.1 432.3
Net Capital Contributions -28.8 -35.6 -47.4 -41.7 -20.7 -25.9 -4.5 -10.3 -28.7 -21.6 -1.9
TS I N
Premium/Capital 0.75 0.76 0.73 0.72 0.77 0.79 0.76 0.82 0.95 0.84 0.90 0.99
Invested Assets/Capital 2.23 2.23 2.23 2.23 2.33 2.39 2.34 2.43 2.61 2.43 2.48 2.62
Affiliated Investments/Capital % 26.1 25.1 24.8 25.0 24.9 24.7 24.2 19.1 21.2 20.5 17.7 17.0

Source: SNL Financial and NEAM

Chart 1 displays two key components of statutory investment results and the net of
investment expense before tax net income. Gross earned investment income declined
$1.4 billion, primarily due to a $2.3 billion reduction in Schedule BA income spread among
a few insurers, and a $1.2 billion increase in affiliated common equity income which offset
small declines in other income categories (both details not shown).

Net capital gains increased $50 billion, reversing the prior year’s $17 billion losses. Realized
gains and reversals occurred primarily in unaffiliated equities ($40 billion), unaffiliated bonds
and BA assets (approximately $4.5 billion each). Small net gains were also realized within
both the taxable and tax-exempt bond portfolios, placing downward pressure on current and
prospective book yields.
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Chart 1. P&C Statutory Investment Results before Taxes ($billions)
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Table 2 shows the asset allocation across broad sectors. These allocations are essentially
unchanged over the last four years. Throughout the 12-year period, major changes include

declining tax-preferenced municipal allocations and increased equity (both affiliated and

unaffiliated holdings) and Other [Schedule BA] asset (due principally to one organization)

allocations.

Table 2. P&C Broad Sector Asset Allocation

Taxable
Tax-Exempt
Equities
Cash
Real Estate
Other
Total
Source: SNL Financial and NEAM

42.8% 43.0% 43.0% 42.8% 44.2%
22.4% 23.0% 224% 23.4% 251%
22.4% 22.0% 225% 22.2% 19.2%
1.9% 1.9% 1.9% 1.9% 1.9%
1.7% 1.6% 1.3% 1.2% 1.2%
8.7% 8.6% 8.8% 8.5% 8.4%
100.0% 100.0% 100.0% 100.0% 100.0%

44.8%
26.1%
17.8%

1.8%
1.1%
8.5%
100.0%

42.1%
28.5%
17.2%
2.1%
1.1%
9.0%
100.0%

42.0%
31.3%
18.1%
2.3%
1.2%
5.1%
100.0%

Holdings of “risk” assets (common and preferred equities, Schedule BA assets and below

39.5%
34.5%
16.7%
2.7%
1.3%
5.4%
100.0%

investment grade fixed income securities) are summarized in Chart 2. As a percent of capital,
2013-2016 comparably large allocations remain below the 2001 peak value of 79%. And,

whether the “risk” asset metric includes or excludes affiliated investments appears to have

no impact on trends or ownership concentration.

The often heralded Schedule BA “alternative investments” as a panacea to the low-interest-

rate environment remains greatly overstated: Berkshire Hathaway significantly impacts the

industry profile and there is also high ownership concentration of the remaining holdings.
Illiquidity, lack of transparency, volatility and capital charges may hinder widespread

ownership. We believe advocacy of alternatives needs to be assessed within an enterprise

capital return and risk management framework.

39.2% 41.8% 42.8%
31.6% 30.2% 30.7%
19.2% 19.5% 18.6%
2.3% 2.6% 2.7%
1.2% 1.1% 1.1%
6.5% 4.8% 4.2%
100.0% 100.0% 100.0%

Perspectives, July 2017
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Chart 2. P&C “Risk” Asset Allocation as Percent of Assets and Capital and Surplus
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Table 3 shows earned investment income by broad asset class. Total earned income in 2016
decreased $1.3 billion from the prior year. The gross bond income declined 12 basis points [bps)
to 3.14%, nearly 145 bps less than at year-end 2008, and 330 bps less than at year-end 1998
(not shown). The significance of the decline is twofold: first, the low-yield environment offers
scant earnings relief to fragile underwriting results; and second, the timeline to achieve more
robust embedded return continues to extend even if rising rates occur.

Table 3. P&C Earned Investment Income by Broad Asset Class ($billions) and Bond Gross Book Yield

Taxable Bonds
Tax-Exempt Bonds
Equities
Mortgages/Real Estate
Cash/Short Terms

All Other

Total Earned

Average Gross Bond
Income Return

Source: SNL Financial and NEAM
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$22.3 $22.2 $22.6 $23.2 $249 $257  $251 $24.8 $249 $257 $24.4  $219
$9.8 $10.6 $10.9 $1.3  $1.9 $131  $14.4  $159 $165  $155  $140  $12.9
$10.0 $8.9 $15.1 $7.8 $6.9 $6.9 $7.0 $6.8 $7.8 $7.4 $7.6 $7.2
$2.4 $2.2 $2.1 $2.1 $2.1 $2.1 $2.1 $2.0 $2.0 $2.0 $1.8 $1.8
$0.4 $0.2 $0.1 $0.1 $0.2 $0.2 $0.2 $0.5 $2.5 $4.8 $4.7 $2.9
$7.4 $9.6 $8.7 $8.7 $8.2 $7.5 $5.0 $3.2 $4.2 $5.6 $5.2 $7.4
$523 $53.6 $59.6 $53.3 $54.2 $55.5 $53.9 $53.2 $57.9 $61.0  $577  $54.
314% 3.26% 3.38% 3.55% 3.85% 4.13% 4.26% 4.48% 4.59% 4.58% 4.47% 4.35%

PORTFOLIO DETAILS

Table 4 displays fixed income sector allocations. The decline in municipal tax-exempts
remains significant since 2008, possibly reflecting uncertainty of a continuation of more
recently favorable underwriting results. Reduced Gov't/Agency allocations might reflect their
increasingly uncompetitive yields. Total structured securities remain largely the same, although
their underlying composition has changed. The corporate allocation increases are the mirror
opposite of municipal and Gov't/Agency allocations.

Taxable municipal, non-dollar and private bonds are shown in the “Other” category totaling
$71 billion at year-end 2016, a $3.2 billion increase from 2015. The ownership of non-dollar and
private bonds remains very concentrated with upwards of 80% owned by 10 groups. Taxable
municipals are more widely owned and their allocation is largely unchanged.



Table 4. P&C Fixed Income Sector Allocation

Gov't/Agcy 10.6% 10.9% 11.3% 1.3% 11.8% 12.6% 13.4% 13.9% 1.2% 1.9% 15.7%
Corp 32.2% 31.8% 30.8% 30.5% 28.7% 27.0% 241% 209% 18.0% 16.7% 19.1%
ABS/CMBS 9.2% 9.2% 8.8% 7.6% 6.7% 6.1% 5.9% 5.9% 6.7% 6.9% 6.7%
MBS/CMO 9.4% 9.2% 9.9% 10.2%  11.0% 121% 1M.4% 12.4% 139% 15.0% 141%
Other 7.7% 7.6% 8.3% 8.6% 9.4% 8.7% 7.9% 6.3% 5.9% 7.5% 5.4%
Total Taxable 69.2% 68.7% 691% 682% 67.6% 66.6% 62.7% 59.3% 557% 58.0% 60.9%
Municipals 30.8% 31.3% 309% 31.8% 32.4% 33.4% 373% 40.7% 443% 42.0% 391%
Grand Total 100.0% 100.0% 100.0% 100.0% 100.0% 100.0% 100.0% 100.0% 100.0% 100.0% 100.0%

Source: SNL Financial and NEAM

Table 5 displays option-adjusted duration (OAD] for fixed income sectors. The OAD statistics
are based upon Schedule D holdings and exclude holding company bonds and all derivatives.
Since 2005, the OAD difference between tax-preferenced and taxable bonds has averaged in
excess of 2.5 years.

MBS/CMO holdings show a significant duration increase, nearly 1.5 years. For the 2016 analysis,
NEAM switched data providers for selected securities from Bloomberg

to Reuters. Whereas the reported duration increase is directionally similar to ICE BofA ML
MBS/CMO Master Indices we believe that a significant portion of it is due to the provider
change. We will provide an estimate of the magnitude of the provider change in a future
edition of Perspectives.

Table 5. P&C Fixed Income Sector Option-Adjusted Duration (OAD) - Excluding Non-Rated Bonds

Gov't/Agcy 4.41 4.29 4.30 4.51 4.40 4.37 4.49 4.21 4.81 3.77 4.09
Corp 4.60 4.59 4.50 4.44 4.61 4.49 4.55 4.54 4.33 4.34 4.28
ABS/CMBS 3.46 3.83 31 3.38 3.64 2.96 2.90 2.86 3.1 3.32 3.24
MBS/CMO 5.01 3.58 3.82 4.56 3.01 1.84 3.62 3.56 1.97 BAID 3.70
Other 5.37 5.58 5.54 EYE) 5.85 5.87 6.06 5.20 4.60 5.24 5.68
Total Taxable 4.52 4.39 4.28 4.48 4.34 4.01 4.38 4Mm 3.80 3.81 4.04
Municipals 6.57 6.23 5.81 6.52 5.90 6.44 7.08 7.34 7.83 7.29 6.71
Grand Total 5.18 4.99 4.78 5.16 4.88 4.88 5.46 5.5 573 5.40 514

Source: SNL Financial and NEAM

Table 6 shows book yield by fixed income sector. Across all sectors the aggregate decline in
book yield was 8 bps, the lowest since 2008. Taxable book yields declined only 2 bps, whereas
municipal book yields declined 22 bps, the largest amount shown. Within the taxable sector,
book yields declined 9 bps for AAA/AA rated securities and 10 bps and 7 bps for single-A and
triple-B securities, respectively. For below investment grade securities, reported book yields
notched upwards 54 bps, possibly reflecting book value adjustments [not shown).

Within the municipal sector, the book yield decline among AAA/AA, A and triple-B rated
securities was 23 bps, 16 bps and 26 bps respectively. Below investment grade holdings book
yield increased 60 bps in 2016. In part, the reduction in yields was “self-inflicted,” reflecting
gains that were taken during the year®. “Harvesting” gains, accelerating taxes [and increasing
marginal rates) and suppressing future income and book yields have been a re-occurring
phenomenon among select companies.

Perspectives, July 2017
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Table 6. P&C Fixed Income Sector Book Yield - Excluding Non-Rated Bonds

Gov't/Agcy 1.81 1.93 1.99 2.06 214 2.43 2.69 2.92 3.81 4.63 4.64 4.36
Corp 3.74 3.79 3.82 39 4.39 4.80 522 5.74 5.82 5.5 553 5.39
ABS/CMBS 2.97 2.87 2.86 3.04 353 4an 4.42 4.85 5.18 515 5.07 4.63
MBS/CMO 3.70 3.54 3.78 3.86 3.91 4.50 4.55 51 5.39 5.46 5.29 5.07
Other 3.73 3.90 3.91 3.98 41 4.37 4.61 4.57 4.69 5.01 4.99 4.96
Total Taxable 3.3 333 BRSO 352 3.81 4.20 4.39 4.76 5.18 5.26 5B 4.96
Municipals 3.3 3.52 3.72 3.88 4.01 4.20 4.24 4.36 4.42 4.37 4.40 4.39
Grand Total 3.3 B830) 3.49 3.63 3.87 4.20 4.33 4.60 4.84 4.89 4.85 4.74

Source: SNL Financial and NEAM

Chart 3 displays fixed income credit quality. As we have noted in previous issues, the 2008
fixed income credit quality shows widespread reduction of triple-A securities, reflecting
downgrades in corporate and structured securities. The 2011 reduction in triple-A securities
reflects Standard and Poor’s downgrade of U.S. Government securities. In 2012 credit

quality weakened primarily as a consequence of purchases, not downgrades. This behavior
commenced in 2011 and continued through 2016. At year-end 2016, the combined triple-BBB
and below-BBB securities’ allocation of 21% was nearly three times the 2007 amount of 7.1%.

Chart 3. P&C Fixed Income Credit Quality
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Chart 4 displays corporate bond downgrades to below investment grade ratings. We use the
ICE BofA ML Investment Grade Corporate Index COAO to benchmark property-casualty and life
insurance company results. The benchmark’s downgrades range from a low of .79% in 2011 to
a high of 5.71% in 2005. The 2016 downgrades to below investment grade decreased to 2.25%
of total par value from 2.63% the prior year.

The property-casualty insurance industry downgrade percentages range from a low of .28

in 2011 to a high of 1.54 in 2005. In 2016, the downgrade percentage increased to 1.02 from
.57 from the prior year. The life industry investment grade corporate bond credit profile has
greater skew to longer dated and lesser quality ratings than the property-casualty industry.
Life industry downgrades ranged from a low of .36% of par value in 2010 to a high of 1.84%
in 2009. In 2016, the downgrade percentage increased to 1.41% of par value from .88% in the
prior year.*
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Chart 4. Known Corporate Bond Downgrades to Below Investment Grade
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SYNOPSIS AND PREVIEW OF FUTURE TOPICS

Highlights of this Perspective’s review include:

1. Industry combined ratio increased to 100.7, 3.5 points higher than the prior three-year
average as premium rose 2.6%

2. Net investment declined 2.9% to $47.4 billion, as invested assets increased 3.7% to
$1,587.4 billion

3. Book yields continue to decline as higher yielding securities are sold [especially tax-
exempts] and/or mature and capital market replacement opportunities at comparable
yields are not available

4.  Fixed income yields declined, while duration increased and credit quality lessened

5. Below investment grade fixed income, equities and BA assets increased 2.1 percentage
points to 77.6% of statutory capital and surplus

6. Statutory capital increased 3.6% to $712.5 billion, reflecting net income and unrealized
gains exceeding capital withdrawals

7. Tax-preferenced municipal bonds [and possibly structured securities] appear to be
underutilized assets

We believe insurers should adopt an enterprise capital management approach to optimizing
asset allocation. This should encompass a comprehensive vetting of investment guidelines,
a more complete integration with enterprise risk appetite and tolerances, prospective
underwriting goals and capital structure and management.

This Enterprise Based Asset Allocation™ review needs to be integrated with the organization’s
business planning efforts to facilitate operational acceptance and successful execution. The
review should incorporate realistic [achievable) underwriting goals and potential capital market
outcomes. Future property-casualty insurance Perspectives will offer case studies.

We welcome your feedback and comments. Please contact us if there are investment
themes you would like us to review or if you would like to receive a personalized comparative
assessment, HealthCheck, of your investment portfolio.

Perspectives, July 2017



ENDNOTES

1

Occasionally, we will reference results not appearing in charts
and tables to explain the information that is presented. These
details are available upon request.

For the three years ending 2004, premium and investment
leverage averaged 1.15% and 2.75%, respectively.

The gross earned yield [derived from investment earnings)
shown in Table T annually overstates actual book yield on
average by 13 bps per year over the last 10 years. Gross earned
income includes all bond income including that from bonds
matured or disposed of during the year. Book yields shown in
Table 6 represent the sum of book value weighted book yields
of the bonds owned at year end.

The methodology used to measure insurance industry
downgrades to below investment grade levels has a bias to
understate downgrade activity. For that reason, it is difficult to
make cross-company comparisons and caution is advised in
reviewing the results relative to the benchmark. For all bonds
the acquisition date is known and downgrades are known only
for holdings owned at year-end. Thus, bonds bought and sold
during the year are excluded. Similarly, bonds owned at the
beginning of the year [prior year-end), but not at the following
year-end, are excluded. This is because the sales date is
unknown (from year-end holdings data) and the downgrade
may have occurred after the bond was sold. The industry’s
performance relative to the index begs the question: “Who
were the unfortunate investors suffering the downgrades?”

N

NEA x:‘:ef 'l‘dga:::(g’ement

neamgroup.com
Connecticut | California | Dublin | London

© 2017 New England Asset Management, Inc.

All rights reserved. This publication has been prepared solely for general informational purposes and does not constitute investment advice or a recommendation
with respect to any particular security, investment product or strategy. Nothing contained herein constitutes an offer to provide investment or money management
services, nor is it an offer to buy or sell any security or financial instrument. While every effort has been made to ensure the accuracy of the information contained
herein, neither New England Asset Management, Inc. [“NEAM, Inc.”] nor New England Asset Management Limited [together, “NEAM”] guarantee the completeness,
accuracy or timeliness of this publication and any opinions contained herein are subject to change without notice. This publication may not be reproduced or
disseminated in any form without express written permission. NEAM, Inc. is an SEC registered Investment Advisor located in Farmington, CT. This designation does
not imply a certain level of skill or training. In the EU this publication is presented by New England Asset Management Limited, a wholly owned subsidiary of NEAM,
Inc. with offices located in Dublin, Ireland and London, UK. New England Asset Management Limited is regulated by the Central Bank of Ireland. New England Asset
Management Limited is authorised by the Central Bank of Ireland and subject to limited regulation by the Financial Conduct Authority. Details about the extent of our

regulation by the Financial Conduct Authority are available from us on request.



