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Perspectives

OUR VIEW ON INSURANCE CAPITAL MANAGEMENT TOPICS

2021 P&C Industry Investment
Highlights: Riding the Turning Tide?

While the P&C industry continued to face underwriting challenges,
could the recent rising rate environment offer investment enhancement
opportunities to meet its return on equity [ROE] goals?

EXECUTIVE SUMMARY

The U.S. P&C insurance industry strengthened its liquidity as companies navigated the
pandemic crisis and business uncertainties in 2020 and 2021. During this period, interest rates
remained low as central banks supported the economy with ample liquidity.

With the Fed’s accommodative policy, 2021 turned out to be another year of stellar
performance for equity markets. The industry risk asset allocations reached another new high
and yet, the industry’s investment return continued to decline. Overall net investment income
experienced a 107 basis point [bps) reduction, with book yield now 120bps lower than it was 10
years ago.

At the time of this writing (July 2022), the 10-year Treasury yield was 140bps higher than it was
at year-end 2021, thanks to central banks’ actions to cope with elevated inflation. We believe
an insurer’s asset return seeking (and risk taking) needs to be evaluated within a holistic
framework where enterprise objectives, underwriting characteristics, and business profiles are
incorporated.

LIQUIDITY STRENGTHENED AMID UNCERTAINTIES

Chart 1 shows the industry’s statutory asset allocation across broad sectors over the last
decade. Faced with the pandemic crisis, inflationary pressure, and business uncertainties, the
industry strengthened and maintained its liquidity through additional cash and short-term
holdings over the last two years. Bonds remained the majority of the total invested assets,
although the allocation continued to decline year over year. The industry’s growing equity
allocation has been largely driven less by deliberate allocation to the sector than by stock
market appreciation.
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Chart 1. Broad Sector Asset Allocation
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RISK ASSET ALLOCATION REACHED ANOTHER NEW HIGH

The industry’s allocation to risk assets continued to rise and reached a new high (87.1%

of surplus) at year-end 2021 (Chart 2). The allocation to equities represented 63% of the
industry’s surplus, while Schedule BA and below-investment-grade allocations remained less
than 25%. The data suggests an implied barbell risk-taking approach where high quality, liquid
and short duration investment grade fixed income portfolio allocations are combined with a
risk asset allocation dominated by equities. To understand the potential implications of owning
risk assets, we encourage insurers to utilize a holistic enterprise framework that incorporates
underwriting characteristics and business profiles in their asset allocation analysis.

Chart 2. Risk Asset Allocations
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NET INVESTMENT INCOME (%) CONTINUED TO DECLINE

Table 1 highlights the industry’s total cash and investments and earned investment income
on a gross and net basis. Over the last decade, the industry’s total cash and investments ($)
increased by 64% while net investment income ($) rose by only 14%. In 2021, the industry’s
total cash and investments grew by 11%, driven partially by written premium growth, but the
net investment income (%) fell 9bps compared to 2020.

Table 1. Earned Investment Income $ Billions and Percentage

Category | 2021 | 2020 2019 | 2018 | 2017 | 2016 | 2015 | z014 | 2013 | zo12)

E’\}:Lf;g:{sm 21732 19527 18182 1,650.6 16331 1529.7 14670 14650 14154 13239
ﬂ'\f’:;&i’:fﬁl comely) 606 574 604 612 531 505 514 573 518 526
'E”)z’;esr:'s“eir[‘;] 58 55 54 52 50 48 47 45 43 43
m‘ég'nr;‘é?%tme”t 548 519 549 560 481 457 467 528 474 483
Net Investment 266% 275% 317% 3.41% 3.04% 3.05% 319% 3.67% 3.46% 3.73%

Income(%)
Source: NEAM, S&P Capital 1Q Pro

We further examine the industry’s earned investment income contribution from major

asset classes (Table 2). In 2021, the contribution from equities and alternatives outpaced

the contributions from taxable and tax-exempt bonds. The contribution to net investment
income from tax-exempt bonds decreased from 22% in 2012 to 10% in 2021. This reduction
reflected both a lower remaining embedded book yield level as higher yielding assets mature
and a reduction in holdings, due to diminished tax advantages from changes made to the tax
laws in 2017.

Table 2. Earned Investment Income Contribution by Asset Class

et clmsector 2021 | 2020 | 20 201 20| 2o 203|200 20| 2012

Taxable Bonds 43%  47% 46%  40% A41% 42% A41% 37% 43%  45%
Tax-Exempt Bonds 10% N% 12% 13% 17% 19% 20% 18% 21% 22%
Equities 20% 18% 17% 20% 16% 18% 16% 26% 16% 14%

Sch. BA (Alternatives]) 20% 7% 15% 19% 18% 14% 17% 14% 15% 14%
Mortgage/Real Estate 5% 5% 5% 5% 5% 5% 4% 4% 4% 4%
Cash/Short-Term 0% 1% 4% 3% 2% 1% 0% 0% 0% 0%
All Other 1% 1% 1% 1% 1% 1% 1% 1% 1% 1%

Total Gross Earned($) 100% 100% 100% 100% 100% 100% 100% 100% 100% 100%

Source: NEAM, S&P Capital 1Q Pro

FIXED INCOME ALLOCATION: CORPORATE SECTOR GROWING, TAX-EXEMPT
MUNICIPAL SHRINKING

Chart 3 displays secular trends in fixed income sector allocations over the past decade.
Corporate and tax-exempt municipal bonds represent the largest two sectors. Corporate
allocations continued to grow and accounted for more than one-third of the industry’s fixed
income holdings at year-end 2021. The tax-exempt municipal sector, on the other hand,
exhibited steady decline, and reductions accelerated since the 2018 tax law changes. ABS and
CMBS allocations have continued to rise and partially offset the reduced allocation from the
tax-exempt municipal sector. Taxable municipal allocations exhibited steady increases for the
last three years.
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Chart 3. Fixed Income Sector Allocation 2012-2021
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BOOK YIELD CONTINUED TRENDING DOWNWARD

The industry’s book yield declined 120bps over the past 10 years (see Table 3). After a slight
and temporary uptick in 2018, the industry’s book yield continued its downward trend. In 2021,
the overall book yield experienced a decline of 28bps over the prior year, while ABS and CMBS
showed the most reduction at 33bps.

Table 3. Fixed Income Book Yield

ket clssctr] 201 | 2620 201 | 2o | 2017|206 | 2015 | 2010 | 20 | 2012

TAXABLE

Gov't/Agcy 1.33 1.64 2.23 2.39 1.94 1.80 1.93 1.99 2.05 214
Corp 3.10 3.39 3.71 3.76 3.58 3.67 3.73 3.77 3.90 4.25
ABS/CMBS 2.40 2.73 3.27 3.42 3.03 2.97 2.88 2.85 3.04 3.52
MBS/CMO 2.26 2.48 3.19 3.53 3.44 3.71 3.55 3.79 3.86 3.91
Taxable Muni 2.87 3.09 3.81 4.1 4.10 4.17 427 438 4.47  4.69
Other 3.45 3.65 3.90 4.7 3.97 3.69 4m 373 3.85 4.70
Total Taxable 2.63 2.94 3.36 3.49 3.28 3,33 3.36 338 352 3.82
TAX-EXEMPT

Exempt Muni (Raw]) 2.99 3.05 3.18 3.22 3.20 3.30 3.52 3.71 3.86 3.99
Grand Total 2.67 295 3.31 3.42 3.25 3.31 3.4 349 3.63 3.87

Source: NEAM, S&P Capital 1Q Pro

DURATION RELATIVELY UNCHANGED

Table 4 displays option-adjusted duration [OAD] by fixed income sector. The OAD statistics are
based upon CUSIP level holdings extracted from Schedule D statutory filings and exclude any
bonds held at the holding company level, derivatives, and private placement securities. The
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industry’s aggregate OAD has remained relatively unchanged since 2018. In 2021, the
aggregate OAD shortened slightly, driven by meaningful duration shortening observed in the
tax-exempt municipal sector. Taxable bonds, on the other hand, exhibited consistent duration
extension across most sectors, except for MBS and CMO.

Table 4. Fixed Income Option Adjusted Duration (Years)

et cls/sectr| 202 | 2020 | 2 | 01 2 | 20 | 203|201 20a | 2012

TAXABLE

Gov't/Agcy 4.4 4.1 4.2 3.9 4.2 4.4 4.3 4.3 4.5 4.4
Corp 5.0 4.9 4.5 4.5 4.6 4.5 4.5 4.4 4.5 4.6
ABS/CMBS 3.4 3.4 3.6 3.6 3.9 3.5 3.8 3.1 3.4 3.6
MBS/CMO 4.6 3.7 4.2 4.8 4.7 5.0 3.6 3.8 4.6 3.0
Taxable Muni 71 7.0 5.6 5.0 5.4 6.0 6.2 6.5 7.0 7.5
Other 3.4 37 3.6 3.5 37 3.9 3.9 3.8 3.8 3.6
Total Taxable a7 4.5 4.3 4.3 4.4 4.5 4.4 4.3 4.5 4.3
TAX-EXEMPT

Exempt Muni 4.9 5.8 57 6.4 6.8 6.6 6.2 5.8 6.5 5.9
Grand Total 4.7 4.8 4.6 4.8 5.1 5.2 5.0 4.8 5.2 4.9

Source: NEAM, S&P Capital 1Q Pro

BELOW-INVESTMENT-GRADE ALLOCATION EXPANDED

Chart 4 displays trends in fixed income credit quality. Over the past decade, the allocation

to AAA, AA, and A securities [NAIC 1 category) has trended downward, while BBB and high
yield (<BBB] categories continued to increase and reached their highest allocations at year-
end 2021. Over the similar time-period, while the portion of BBB-rated bonds within the U.S.
investment grade corporate bond market climbed from 40% to 50%, the observed industry’s
allocation to BBB-rated bonds increased by 55% from 12.5% to 19.4%. A slight increase in AAA-
rated securities is noted, rising from 14.6% to 15.1% over the 10-year period.

Chart 4. Fixed Income Credit Quality
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KEY TAKEAWAYS

- Faced with the pandemic uncertainty, inflationary pressure, and business uncertainties, the
U.S. P&C insurance industry strengthened its liquidity by holding additional cash and short-
term holdings.

- Risk asset allocations continued to rise; reached a new high in 2021 and remained
dominated by equity.

- The industry has experienced declining investment returns, with contribution from tax-
exempt bonds representing less than half of the level observed a decade ago.

- Within the fixed income portfolio, the tax-exempt municipal allocation has been steadily
declining and replaced by increased allocations in corporate, ABS, and CMBS. The industry’s
book yield has declined by 120bps over the past decade, while below-investment-grade
allocation expanded, however, duration has remained within range.

- Under the rising rate environment, we believe insurers should adopt a holistic enterprise
framework to assess their asset risk budget and help ensure they are adequately
compensated for risks taken.

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. The assessment supports
decisions with enterprise risk preferences and investment strategies.



Perspectives, July 2022 7



New England
. Asset Management

N
NEA

neamgroup.com
Connecticut | California | Dublin | London

© 2022 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 authorized 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. This is not an offer to conduct business in any jurisdiction in which New England Asset
Management, Inc. and New England Asset Management Limited are not reigistered or authorized to conduct business.

NEAM'’s portfolio management tools utilize deterministic scenario analysis in the illustrative examples herein to provide an estimated range of returns, T-VAR,
capital charges and other metrics based on certain assumptions. NEAM makes no representation or warranty as to the reasonableness of these assumptions. The
projections shown do not reflect potential capital charge changes, the effect of material economic and market factors or any company specific considerations and
should not be regarded as a recommendation of any specific security or investment strategy.



