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TIMELY TOPICS FOR INSURANCE EXECUTIVES

Returns & Yields:
Please Don't Stop the Music

Another Year, Another Fed-Propelled Rally. A review of NEAM’s 2020
fixed income return forecast and our return outlook for 2021.

2020 IN REVIEW

2020 proved to be “one of those years.” A global pandemic wreaked havoc around the world
and left many lives and livelihoods in its wake. Historic fiscal and monetary policy measures
were taken to keep a very dire situation from completely upending the global economy. In
the aggregate, the policies were effective and the economic damage was reasonably well
contained, despite the massive disruption and heartache caused by COVID-19.

As what has now become the customary response whenever there is some sort of crisis,

in 2020 the Federal Reserve, ECB and central banks across the globe flooded the financial
system with liquidity so that in an awful year for both people and corporate profits, the S&P
500 returned nearly 18%. Even more stunning-and maybe a little frightening-is that the
cumulative return on the S&P 500 for 2019 and 2020 combined is 55+% without a significant
prior drawdown!

One might find this outcome surprising given the previous anxiety around protectionism,
trade wars, tariffs, Brexit, and a global pandemic that has taken two million lives and roiled
economies around the globe. But what may at first glance be counterintuitive makes perfect
sense when the thought process is reduced to simple math. By having zero or negative short
rates, providing unlimited liquidity to financial markets, and by delving into the purchase of
corporate credit and even stocks in the case of Japan, the “mission creep” that has permeated
central banks was on full display in 2020. While this torrent of liquidity was not the sole
explanatory factor behind capital market performance, it was certainly the most impactful.

Extraordinary times call for extraordinary measures, but when the “extraordinary” becomes
both ordinary and expected, then very strange things can happen. The mission of ensuring
price stability and full employment has evolved (or more accurately devolved] into de facto
support for financial assets. A certain amount of this was necessary in 2020, as a collapse in
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asset values can do long lasting economic damage. That said, no investor should regret the
expiration on December 31, 2020 of many of the “section 13-3” lending programs that the Fed
established during the pandemic to support credit markets. Upon learning of the expiration
of these programs, the reaction of the Fed was interesting, but not surprising. Fed governors
were clearly flummoxed by Treasury’s decision. Perhaps it was because they thought the
programs could still be helpful in some way, even though the peak of the crisis has most
certainly passed, at least as far as economic impact. On the other hand, it's possible that the
Fed didn't like the idea of losing even one of the “superpowers” in its now enormous quiver. In
either case, U.S. and/or Global GDP have certainly not risen materially since the beginning of
2019, but central bank balance sheets have, as these price insensitive buyers unleash more
liquidity than is required, push rates lower and drive credit spreads tighter. Put it all together
and voila!l A 55% return on the S&P 500 in 2 years, when cumulative U.S. GDP growth has been
more or less flat [see Chart 1).

Chart 1. S&P 500 Total Return vs. GDP 2019-2020
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The purpose of this brief note is not to discuss the mission creep of central banks, but we can’t
ignore it. It is an important factor (in fact, THE most important] in considering actual financial
asset returns for 2020 vs. what many, including us, predicted for last year. Our base case was
that U.S. P&C fixed income total returns would be somewhere in the neighborhood of 2% given
starting yields and the assumption of modest upward drift in rates. This modest upward drift
was logical at the time, since central banks were once again easing, the U.S./China trade war
had simmered down, and a smooth Brexit seemed a chip shot away.

The pandemic completely changed the story line and as a result, our projection widely missed
the mark. Rates in the U.S. and U.K. were dropped to zero again and the ECB and Japan
maintained negative rates. Along with the previously mentioned lending programs, central
bank balance sheets exploded higher as monetary authorities committed to open ended
guantitative easing in order to ensure proper functioning of credit markets. When all was said
and done, total returns for 2020 by broad U.S. fixed income sector [using Bloomberg Barclays
Index data) were as follows in Exhibit 1.



Exhibit 1. Total Return by Major Fixed Income Category

U.S. Aggregate Bond Index 7.51%

U.S. Intermediate Bond Index 5.60%
ABS/Agency MBS/CMBS 4.18%
Corporate Index 9.89%
Tax-Exempt Municipal Index (unadjusted]) 5.21%
Taxable Municipal Index 10.52%
High Yield Index 711%

Source: Bloomberg Barclays Index Data

Given our estimate of asset allocation within the P&C industry, we estimate
that fixed income total returns in 2020 were in the 6.50% - 7.00% range

- an excellent outcome compared to our pre-pandemic guesstimate of
2.07% +/- 1.60%.

2021 OUTLOOK

The good news is that the aforementioned total return posted in 2020 far eclipsed what many
thought was likely. The bad news is that the yield on the Bloomberg Barclays Aggregate as
we begin 2021 is more than 100 bps lower than it was at this time last year. At December 31st
2020, it sported a market yield of 1.13% (vs. 2.31% at year-end 2019].

Below is our estimate of the P&C industry’s risk profile at year-end 2020, along with a
summary of our projected returns for 2021.

Exhibit 2. P&C Estimated Fixed Income Asset Allocation at 12/31/2020

15.5% 43.0%

MBS/CMO Corporates & Taxable

14.5% Municipals
ABS/CMBS
7.4%
18.6%% Gov't/Agency
. o
Municipals 1.0%
(Tax-Exempt]) Short-Term

* Includes 0.1% allocation to preferred stocks.

Taxable/tax-exempt allocations are representative of P&C industry. Sector characteristics and investment grade
sector allocations may differ slightly.

Source: NEAM

Exhibit 3. P&C Industry Estimated Market Yield and Duration Statistics at 12/31/2020

Estimates (12/31/2020)

Market Yield (Duration Weighted) 1.80
Option Adjusted (OA) Duration 5.01
Option Adjusted (OA] Convexity 0.03
Weighted Average Life 7.99

Source: NEAM
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Exhibit 4. Projected Returns and Related Statistics for 2021
Histogram - Horizon Total Return

Frequency

T T
-15.7 -12.2 -8.6 -5.1 -1.6 1.9 5.5 9.0 12.5
Horizon Total Return - Market Value Basis

B Portfolio Return Distribution 1 Mean
Projected Total Return 1.69%
Projected Volatility 0.94%
VaR (99.5%) 2.44%
T-VaR [99.5%) 5.45%

Source: NEAM

Exhibit 5. Projected Returns for Various Rate and Spread Scenarios

Projected Horizon Total Return (%) - Market Value Basis
Interest Rate Shift

-200 -100 -50 0 +50 +100 +200

o Extreme (7.71) (8.40) [9.10) (10.30) (7.35) (9.11) (12.56)

”é, é Moderate 0.26 (0.59) 1.41) (2.76) (4.61) (6.46) (10.07)
_LCR: Benign 323 2.32 1.45 0.04 (1.88) (3.81) (7.58)
g = No Change 4.67 BN 2.84 1.41 (0.55) (2.51) (6.35)
uE)' E Benign 6.09 5.09 417 2.70 0.69 (1.31) (5.23)
En Moderate 73] 6.45 5.50 3.99 1.94 (0.10) (4.1)

Note: U.S. interest rates and credit spreads are floored at zero.

Source: NEAM

While 2020 was full of surprises, we'd expect 2021 to look more “normal.” With rates as low as
they are and spreads now as tight as they are, it’s difficult to envision a scenario where bonds
can continue to put up mid to high single digit returns, as is indicated in Exhibit 5 above.

Our estimate for 2021 points to a fixed income return of approximately 1.7%. The relatively low
volatility around that estimate presupposes that the Fed and other central banks will keep
their thumbs on the proverbial scale. If the Fed eventually gets its wish for 2%+ inflation on a
sustained basis, one of these years we will be projecting a negative rate of return for bonds.
That is, of course, if central bankers see fit to allow markets to find their own levels, once the
latest crisis has passed.



KEY TAKEAWAYS

2020 Fixed Income returns for the P&C Industry were likely in the 6.50%-7.00% range

Central bank liquidity has provided rocket fuel for financial asset returns in both 2019 and
2020

Fixed Income returns in 2021 should be much lower, given the level of both spreads and
interest rates

- The Fed is likely to keep pumping liquidity into the market throughout 2021, so despite our

outlook for very modest returns, it seems likely the sheer amount of liquidity will dampen
volatility

Given rates and spreads, we have trimmed our risk position after aggressively adding
to spread duration in 2020. We will revisit our risk positioning to the extent we see a
meaningful change in rates (possible] or a meaningful change in spreads [not likely)

Please note that past performance is not indicative of future results. Expectations for 2021 are
based on our capital market assumptions and are subject to change.
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