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Perspectives

OUR VIEW ON INSURANCE CAPITAL MANAGEMENT TOPICS

2015 Investment Highlights:
The Gathering Storm

In this Perspectives, we focus on 2015 investment results and key
operating metrics for the U.S. property - casualty insurance industry.
This is our 16th consecutive year of producing two annual industry
publications. The first report highlights overarching trends. The second,
builds upon these trends by providing a range of prospective returns
and identifying steps to enhance future results in light of current
market conditions.

This issue of Perspectives is divided into three sections:
Financial statement summary results and broad asset allocation trends for the past 10 years

Portfolio details: highlights of fixed income risk metrics and yields, and observations
specifically relating to municipal bond asset allocations and results

A brief synopsis and preview of future topics

FINANCIAL STATEMENT SUMMARY RESULTS

Table 1 provides a 10-year history of select metrics for the U.S. property-casualty insurance
industry. Net income in 2015 declined nearly $7 billion due to reduced investment earnings
and a slight deterioration in underwriting profit. Statutory capital was essentially flat in 2015,
as unrealized losses and capital withdrawals offset contributions from net income. Return

on average equity was 8.5%, equal to the average annualized after-tax total return since
2001, after accounting for capital withdrawals and contributions [not shown]'. Leverage ratios
remain low.

Underwriting and operating cash flow changed modestly from the prior year. Cash and
invested assets were essentially unchanged, while total reserves increased approximately 2%
- equally spread across loss reserves and unearned premium reserves. Nominal underwriting
gains, declining investment yields and low leverage combined to generate single digit returns
on equity: a possible, and not too promising, portent for the future.
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Table 1. P&C Industry Highlights ($Billions except Combined Ratio, Return on Equity
and Leverage)

Net Premiums Written $520 $503  $482 $461 $442 $426 $423 $440 $447  $449

Combined Ratio 980 972 964 103.2 1083 1025 1004 1051 956  92.4
Investment earnings 48.7 55.0 49.3 50.3 50.9 481 48.4 53.1 56.5 53.1
pre-Tax Operating 584 634 653 360 156 382 486 317 745 854
Net Income 583 648 716 384 201 372 322 37 636 664
Egltj‘i*t';‘o?o” (NI 85 96 M4 67 36 69 66 07 124 143
gnderwriting 220 236 179 -66 -216 -66 -101 -15 404 50.4

Cash From Operations 60.2 59.6 59.3 40.2 19.3 8519 34.2 40.7 7.5 87.0

Total Cash and
Investments 1,530 1,532 1,484 1,389 1,342 1,316 1,260 1,205 1,288 1,231
Affiliated Investments 1724 171.0 1669 148.0 138.2 1359 98.8 97.7 108.6 88.1

Total Loss/UPR 849.0 8327 820.4 8157 8056 7705 763.8 771.0 7510 7285

Reserves
Capital and Surplus 6875 6886 6667 5952 560.3 561.8 5180 4618 5291 4971
Net Capital 356 474 -417 207 -259 64 103 287 -216

Contributions

Premium/Capital
ivested Assets/ 223 222 223 233 239 234 243 261 243 248

Affiliated Investments/
Capital % 25.1 24.8 25.0 24.9 24.7 24.2 19.1 21.2 20.5 17.7

Source: SNL Financial, NEAM

Chart 1displays the decomposition of statutory investment results into two key components:
earned investment income and realized/unrealized capital gains and losses. Earned investment
income decreased over $6 billion, as (affiliated) dividend income (not shown) declined over

$7 billion. Nearly all the decline in affiliated income can be attributed to one organization,
Berkshire Hathaway.? All major sectors’ earned investment income declined in 2015 except for
Other Income (essentially BA assets).

Net capital gains fell to (-$11.8) billion as net unrealized losses of approximately $27 billion
overwhelmed net realized investment gains of approximately $15 billion. Unrealized losses
were concentrated in unaffiliated equities and bond holdings. Realized gains occurred primarily
in unaffiliated equities and Schedule BA assets. However, net gains were also realized within
both the taxable and tax-exempt bond holdings, accelerating the decline in fixed income
current and prospective book yields.



Chart 1. 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 three years. Over the 10-year period, major changes include: a
decline of tax-preferenced municipal allocation, increased equity allocation [both affiliated
and unaffiliated holdings) and the 2010 sharp increase in Other (Schedule BA] assets [due
principally to one organization). The continued low allocation to municipals is perplexing given
more recent improved underwriting results.

Table 2. P&C Broad Sector Asset Allocation

Taxable 429% 43.0% 42.8% 441% 44.8% 421% 42.0% 39.5% 39.2% 41.8%
Tax-Exempt 23.0% 22.4% 23.4% 251% 26.1% 285% 31.3% 34.5% 31.6% 30.2%
Equities 22.0% 22.5% 22.2% 19.2% 17.8% 17.2% 181% 16.7% 19.2% 19.5%
Cash 1.9% 1.9% 1.9% 1.9% 1.8% 21% 23% 27% 23% 2.6%
Real Estate 1.6% 1.3% 1.2% 1.2% 11% 1.1% 1.2% 1.3% 1.2% 11%

Other 86% 88% 85% 85% 85% 90% 51% 54% 65% 4.8%
Total 100% 100% 100% 100% 100% 100% 100% 100% 100% 100%

Source: SNL Financial, NEAM

We define “risk” assets as common and preferred equities, Schedule BA assets and below
investment grade fixed income securities. Table 3 summarizes these holdings. As a percent

of capital, 2013-2015 allocations remain below the 2001 peak value of 79% (not shown). And,
whether the “risk” asset metric includes or excludes affiliated investments there appears to be
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 very much impacts the
industry profile and there is also extreme ownership concentration of the remaining holdings.
llliquidity, lack of transparency, volatility and capital charges might hinder widespread
ownership. We believe advocacy of alternatives needs to be assessed in the context of the
enterprise capacity for more liquid [tax-preferenced] securities and astute capital management
of leverage. The decomposition of Schedule BA and other “risk” assets will be a subject of a
subsequent issue of Perspectives.
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Table 3. P&C “Risk” Asset Allocation

Risk Assets ($B] $512.5 $522.5 $494.8 $423.8 $382.0 $372.6 $316.4 $286.3 $350.2 $315.7
Percent Assets 33.5% 341% 33.3% 30.5% 28.5% 283% 251% 237% 27.2% 25.6%
Percent Capital & o o o o o o o o o o

Surplus 74.6% 759% 74.2% 71.2% 68.2% 66.3% 611% 62.0% 66.2% 63.5%

Source: SNL Financial, NEAM

Table 4 shows earned investment income by broad asset class. Total earned income in 2015
decreased $6.2 billion from the prior year. This was due to a decline of (affiliated] equity
earned income, which was only partially offset by an increase in the “All Other” [Schedule BA]
category. These changes were due primarily to Berkshire Hathaway. The gross bond book yield
declined 13 basis points (bps) to 3.44%.

The decline in book yield represents a decrease of nearly 150 bps from 2007-2008 and over
290 bps from the late 1990s [not shown). The significance of the decline is twofold: first, the
low-yield environment offers scant earnings relief to fragile, though favorable, underwriting
results; and second, the timeline to achieve a more robust embedded portfolio book yield
continues to extend even if anticipated rising rates occur.

Table 4. Earned Investment Income by Broad Asset Class ($Billions) and Bond Gross
Book Yield

s 2o | 2 | s |20 | zon 20| e | 00 207 | |

Taxable Bonds $221 $22.5 $23.2 $249 $257 $24.8 $24.6 $247 $256 $24.4
Tax-Exempt Bonds $10.5 $109 $11.3 $11.9 $131  $14.4 $159 $165 $155 $14.0
Equities $8.8  $15.3  $8.3 $7.6 $6.8 $6.2 $6.7 $7.6 $7.5 $7.3

Mortgages/Real Estate ~ $2.2 $2.1 $2.1 $2.1 $2.1 $2.0 $20 $2.0 $2.0 $1.8

Cash/Short Terms $0.2 $0.1 $0.1 $0.2 $0.2 $0.2 $0.5 $2.5 $4.9 $4.7
All Other $9.8  $89 $89 $8.4 $77 $52 $33 $43 $58 $54
Total Net Earned $53.6 $59.8 $54.0 $551 $55.6 $52.8 $53.0 $57.6 $61.3  $57.6
Q‘éﬁ:’agﬁaﬂ“s 3.44% 3.57% 3.76% 4.07% 4.37% 4.51% 4.79% 4.91% 4.91% 4.81%

Source: SNL Financial, NEAM

PORTFOLIO DETAILS

Table 5 displays fixed income sector allocations. The retrenchment in municipal tax-exempts
has been significant since 2008, possibly reflecting uncertainty regarding the sustainability of
recently profitable underwriting margins. Declining Gov't/Agency allocations might reflect their
increasingly uncompetitive yields. The corporate bond allocation increases reflect the mirror
opposite of municipal and Gov't/Agency allocations. Total structured securities remain largely
unchanged although their underlying composition has been altered.

Taxable municipal, non-dollar and private bonds are shown in the “Other” category. In
aggregate, these sub-categories totaled $65 billion at year-end 2015, representing an $8
billion decline from 2014. Non-dollar securities declined $7 billion. The ownership of non-dollar
and private bonds remains very concentrated among a few companies: 80% and 90%,
respectively, are owned by 10 groups. Taxable municipals are more widely owned and the
allocation to these increased by more than $1 billion.



Table 5. Fixed Income Sector Allocation

Gov't/Agcy 10.9% N1N.2% MN.3% 1M.8% 126% 13.4% 13.8% NN1% 1.8% 15.6%
Corp 32.0% 31.0% 30.6% 28.7% 269% 241% 20.8% 179% 16.5% 18.9%
ABS/CMBS 92% 88% 75% 67% 61% 59% 59% 6.6% 69% 6.6%

MBS/CMO 91% 9.8% 101% 1.0% 121% 1.3% 12.3% 13.8% 14.9% 14.0%
Other 73% 82% 85% 93% 87% 178% 6.2% 59% 76% 54%

Total Taxable 68.5% 69.1% 68.1% 67.4% 66.4% 62.5% 58.9% 55.3% 57.7% 60.5%
Municipals 31.5% 30.9% 31.9% 32.6% 33.6% 37.5% 411% 44.7% 42.3% 39.5%
Grand Total 100% 100% 100% 100% 100% 100% 100% 100% 100% 100%

Source: SNL Financial, NEAM

Table 6 displays option adjusted duration (OAD] for fixed income sectors. The OAD statistics
are based upon Schedule D holdings and exclude any holding company bonds or derivatives.
Over time, the duration differential between tax-preferenced and taxable bonds has averaged
in excess of 2.5 years. Within the taxable sector, only ABS/CMBS experienced a significant
duration change and this was directionally in line with the BofA ML ABS/CMBS Master Indices’
market cap-weighted duration increase of .58 years during 2015.

Municipal bond OAD increased 0.43 years during 2015 in contrast to the prior year’s 0.71
decrease. For 2014, the duration change was directionally consistent with the BofA ML
Municipal Master Index OAD 124 year decline. In 2015, the opposite was the case: the industry’s
municipal duration increased 0.43 years while the index’s duration declined 0.11 years,
suggesting a proactive duration extension. The impact of purchases and sales varies by
individual companies.

Table 6. Fixed Income Sector Option-Adjusted Duration (OAD) -
Excludes Non-rated Bonds

4.29 4.51 4.40 4.37 4.48 4.21 4.81 3.77 4.09

Gov't/Agcy 4.29

Corp 4.58 4.50 4.44 4.61 4.50 4.55 4.54 4.33 4.35 4.28
ABS/CMBS 3.83 3.12 3.38 3.64 2.96 2.89 2.86 3N 3.31 3.24
MBS/CMO 3.58 3.82 4.56 3.02 1.83 3.62 3.56 197 3.19 3.70
Other 5.63 5.55 5.74 5.85 5.89 6.08 5.21 4.61 5.23 5.49
Total Taxable 4.39 4.29 4.49 4.34 4.01 4.38 41 3.80 3.81 4.04
Municipals 6.22 5.79 6.50 5.87 6.43 7.07 7.34 7.84 7.30 6.72
Grand Total 4.99 4.78 5.16 4.87 4.88 5.46 5.52 SY75! 5.41 5.16

Source: SNL Financial, NEAM

Tax-preferenced municipal bonds remain an important asset class, but with very uneven
ownership. Table 7 shows that municipal bonds represent 50% to 75% of 57 companies’ bond
portfolios. These same companies owned about 42.8% of the industry’s tax-exempt bonds
and, on average, represented 59.3% of their fixed income holdings. Their numeric average
and dollar-weighted OAD were 5.95 years and 6.28 years, respectively. Prior articles show that
profitable underwriting organizations invest large portions of their portfolios in longer dated
municipals.

Perspectives, July 2016
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Table 7. 2015 Municipal Bond Holding Distribution

I\./Iunicipal % # Cos. ";-\"s‘:ittesd Ave. 3-Yr. f\ve.
Fixed Income (% Industry)| (% Industry)| (% Industry) Exempt % | Combined
0 0% 95 0.0% 3.9% 3.5% 0.0% 99.2 - -
1 0%-10% 68 1.4% 12.5% 10.4% 3.2% 100.9 4.7 4.28
2 10%-25% 89 12.7% 21.8% 32.4% 18.3% 96.5 5.67 5.63
3 25%-50% 144 38.8% 37.3% 30.8% 36.7% 95.4 5.49 6.40
4 50%-75% 57 42.8% 23.0% 21.5% 59.3% 95.2 5.95 6.28
5 75%-100% 23 4.4% 1.6% 1.3% 88.0% 91.1 5.69 6.26
Total 476 100% 100% 100% 31.6% 96.8 5.47 6.21

Source: SNL Financial, NEAM

Table 8 displays municipal bond total return performance contrasted to that of the broad
taxable market using BofA ML indices from 1990-2015. The performance metrics are shown
on an after-tax basis. Total return is divided into its key components: price return and income
return. Municipal bonds historically have higher after-tax return with less volatility at nearly
comparable duration than do broad market taxable bonds. We believe municipal holdings
enhance a fixed income portfolio’s after-tax return/risk profile, and are an underutilized asset
class [as are structured securities).

Table 8. Municipal Bond vs. Broad Market Returns

After-Tax Returns 1990 to 2015 BofA ML Indices

: uoTo DOAO
Return Metric S Municipals 1-12 U.S. Broad Market

Average 5.08 418
Total Return

St. Dev. 2.55 3.23

} Average 0.17 0.46

Price Return

St. Dev. 215 2.71

Average 4.91 3.72
Income Return

St. Dev. 0.72 1.25

Average 493 4.79
OAD

St. Dev. 0.72 0.49

Source: BofA ML, NEAM

Table 9 shows book yield by fixed income sector. Across all sectors the aggregate decline in
book yield was 10 bps, the lowest since 2008. Taxable book yields declined only 5 bps, whereas
municipal book yields declined 19 bps, the largest amount since 2012. Within the taxable
sector, book yields were unchanged for AAA/AA rated securities, and down 7 bps, 8, bps and
42 bps for single-A, triple-B and below investment grade securities, respectively (not shown).

Within the municipal sector, the decline among AAA/AA and A rated securities was similar
at 19 bps and 21 bps, respectively. And for triple-B and below investment grade holdings, the
respective declines were 35 bps and 25 bps (also not shown). 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 for many years.



Table 9. Fixed Income Sector Book Yield - Exclude Non-Rated Bonds

1.99 2.05 214 2.43 2.69 2.92 3.81 4.63 4.64

Gov't/Agcy 1.93

Corp 3.79 3.81 3.97 4.37 4.79 5.21 5.74 5.82 5.58 5.53
ABS/CMBS 2.88 2.86 3.04 3.52 4.10 4.41 4.87 5.18 515 5.07
MBS/CMO 3.55 3.79 3.86 3.91 4.50 4.55 51 5.40 5.46 5.30
Other 3.83 3.90 3.97 410 4.36 4.59 4.56 4.69 5.02 5.00
Total Taxable 3.34 3839 3851 3.80 4.20 4.39 4.76 5.17 525 5.14
Municipals 3.52 3.71 3.86 3.99 4.20 4.23 4.36 4.42 4.37 4.40
Grand Total 3:39 3.49 3.62 3.86 4.20 4.33 4.59 4.84 4.88 4.85

Source: SNL Financial, NEAM

Of particular note from Table 9 is that the gross book yields of municipal bonds continue to
exceed those of taxable bonds. This is a trend that follows a breakeven year in 2011. Note
that prior to 2011 the duration differential [Table 6) often exceeded three years, enabling the
municipal portfolio to accumulate high book yield bond which in future years would exceed
available taxable bond market yields.

Chart 2 displays the taxable and tax-exempt gross yield for the 220 largest company groups
that individually own at least $40 million in both taxable and tax-exempt bonds. The data
demonstrates the widespread book yield differential. For entities to the upper left of the green
line, tax-exempt book yields exceed those of taxable bonds. The yield differential is driven by
duration and purchase date. Credit quality is not a factor: the industry’s municipal holdings
have a significantly higher credit quality distribution than taxable holdings.

Chart 2: 2015 Taxable and Tax-exempt Book Yields
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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
corporate and structured securities downgrades. The 2011 reduction in triple-A securities
reflects Standard and Poor’s downgrade of U.S. Government securities. In 2012 credit quality
mainly weakened as a consequence of purchases, not downgrades. This behavior commenced
in 2011 and continued through 2015. At year-end 2015, the combined triple-BBB and below-BBB
securities’ allocation of 19.9% was nearly three times the 2006 amount of 6.9%.

Perspectives, July 2016
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Chart 3. Fixed Income Credit Quality
70% [~

60% [~
50% [~
40%
30%

20%

10% ‘

0%
° 2015 2014 2013 2012 201 2010 2009 2008 2007 2006

B~ A A s B <sss NR

Sources: SNL Financial, NEAM

Chart 4 displays corporate bond downgrades to below investment grade ratings. We use the
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 3.94% in 2009. The 2015 downgrades to below investment grade increased to 2.63%
of total par value from 1.14% the prior year.

The property-casualty insurance industry downgrade percentages range from a low of .28 in
2011 to a high of 1.47 in 2008. In 2015, the downgrade percentage increased to .57 from the
prior year of .47. 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 2011 to a high of 1.83% in 2009.
In 2015, the downgrade percentage increased to .91% of par value.*

Chart 4. Known Corporate Bond Downgrades to Below Investment Grade
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KEY TAKEAWAYS AND PREVIEW OF FUTURE TOPICS

Highlights of this Perspective’s review include:

- Nominal underwriting margins and continued low prospective investment returns, combined
with very low leverage, limits the industry’s prospective return on equity to mid-single
digit levels.

- Investments in non-traditional assets remain low, highly concentrated and illiquid.

+ Credit quality has significantly eroded over the last decade with a near trebling of triple-BBB
and below investment grade securities.

- Tax preferenced municipal bonds (and possibly structured securities) appear to be
underutilized assets.

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

- Low embedded yields, the maturity structure of portfolios and nominal operating cash flows
will significantly extend the time to restore investment income.

We believe it is to an insurer’s advantage to 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, and
consideration of 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 prospective 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.
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ENDNOTES

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

2 Berkshire Hathaway in subsequent sections will occasionally have a notable impact upon
industry results.

3 The gross earned yield shown in Table 4 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
9 represent the sum of book value weighted book yields of the bonds owned at year end.

4 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?”
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