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Insurers continue to grapple with low rates and search for ways to add yield in this environment. While overall
portfolio allocations were stable in 2020, there were several noteworthy allocation moves, including a continued
decrease in municipals and growth within NAIC 3-rated securities. In our third annual analysis of insurance company
filings, we examine the impact of these trends and changes both in 2020 and going forward. We also explore how
insurers can navigate this low-yield environment without moving too far out on the risk spectrum.

2020 Allocation Lookback

» Despite the volatility in 2020, insurance company investment portfolios benefitted as markets bounced back from the initial

shock of the global economic shutdown and ended the year with strong performance.
Net Yields Decreased

+ Total cash & investments was up $503 billion to nearly $7 trillion. 6%

We continued to see an increase in unrealized capital gains, \

which was up by $53 billion on the year.

—

* In response to a significant decline in Treasury yields, net yield 4%

on invested assets fell by the largest amount in over 10 years. —\/\/\

Property & Casualty (P&C) and Life net yields were at the lowest \/—/\
2%

levels on record. e ife Net Yield
* Overall asset allocation moves within insurance company = P&C Net Yield
investment portfolios were small and primarily around the edges. Health Net Yield

%

Within P&C, equity allocations ended the year at their highest — ,,;, 2012 2014 2016 2018 2020
levels ever, while bonds were at their lowest.
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*Health data as provided by S&P SNL does not sum to 100% due to different filing methods. **Other includes Real Estate and Other Investments.

» Within bond portfolios, corporates remained the predominant allocation and were up slightly across insurance lines during the
year. Allocations to securitized bonds were relatively unchanged. P&C and Health insurers also continued to reduce their
municipal allocations, an ongoing theme since the passage of the Tax Cut and Jobs Act (TCJA).

Municipals Look Expensive Versus Other Alternatives, Even Considering Future Tax Rate Changes

2.0%
+ The Biden Administration has proposed several tax

changes, including increasing the corporate tax rate from

21% to 28%, though a 25% tax rate is also being 1.8%
discussed.
» Although higher tax rates benefit municipals relative to 1.0% 8%
other taxable options, even if tax rates were to rise, the Eie =
higher municipal taxable-equivalent yields (TEY) would 050
still fall short of corporate and securitized vyields, as
historically low municipal yields have diminished the
Value Of the 1 exemption' oo BloomBarc 1-10 BloomBarc Int Corp  BloomBarc Securitized

Municipal Index TEY Index Yield Index Yield

S&P SNL Financial as of 12/31/20, Bloomberg Barclays and IR+M Analytics as of 4/30/21. Bottom right chart shows Bloomberg Barclays 1-10 Municipal Index taxable equivalent yields at various corporate tax rates. The views
contained in this report are those of IR+M and are based on information obtained by IR+M from sources that are believed to be reliable. This report is for informational purposes only and is not intended to provide specific advice,
recommendations for, or projected returns of any particular IR+M product. No part of this material may be reproduced in any form, or referred to in any other publication, without express written permission from Income Research &
Management.
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Fixed Income Ratings Observations

* While sector allocation changes were modest year-over-year, ratings exposure within fixed income portfolios shifted
meaningfully. Allocations to NAIC 2 securities steadily climbed in 2020, and there are several trends that could lead to even

higher allocations in 2021. . »
($bn) A to BBB Ratings Transition
* Year-to-date in 2021, the largest investment-grade ratings 100

migration has been from single A to BBB-rated securities,
with some companies willing to risk a downgrade for M&A 80
transactions. Over $80 billion was downgraded through
early April, compared to $170 billion total in 2020. 60

» The spread difference between A and BBB-rated corporates
is well-below long-term averages. This, combined with

broadly tight spread levels, may further disincentivize
companies from maintaining their A ratings. 20
+ The BBB-rated universe has also seen almost $21 billion in

growth from rising stars (high-yield bonds upgraded to 1Q20 2Q20 3Q20 4Q20 YTD 21
investment grade).

40

* NAIC 3 allocations also rose during the year, reaching their highest levels in the last five years across all insurance company
types. Fallen angels (investment-grade bonds that have been downgraded to high yield) likely contributed to the increase.
Although short of initial projections, there were still $185 billion in 2020, the highest calendar year total on record.

0% NAIC 3 Allocations + Looking ahead, the BB universe may offer opportunity to
insurance companies looking to maintain portfolio income.
4% = 2019 =2020 » The proposed changes to Risk Based Capital (RBC) bond
factors would, among other things, increase the capital
3% -
efficiency of bonds rated BB+.
2% » Although BB spreads have tightened significantly over the
last year, they remain wide to BBBs.
1%
’ * Fallen angels have also expanded the size, quality, and
0% duration of the opportunity set.
Life P&C Health
Navigating the Low Yield Environment
S . Historical Book Yields Relative to Market Yields
* Many of the shifts in insurance company portfolios 3.0%
have been in response to the low interest rate = ife =—PpP&C Health
environment. 2 0%
+ The difference between book yield and the current
fixed income market yield is at a recent high. As 1.0%
these higher-yielding assets mature, insurers may
be forced to re-invest at lower yields, putting further 0.0%
pressure on investment income.
-1.0%
2015 2016 2017 2018 2019 2020

A to BBB Ratings Transition data was provided by Morgan Stanley and is as of 4/15/21. S&P SNL Financial and IR+M Analytics as of 12/31/2020. P&C and Health market yields are the Bloomberg Barclays Intermediate Aggregate
Index, Life market yield is 50% Bloomberg Barclays Corporate Index/50% Bloomberg Barclays Long Corporate Index. The views contained in this report are those of IR+M and are based on information obtained by IR+M from sources
that are believed to be reliable. This report is for informational purposes only and is not intended to provide specific advice, recommendations for, or projected returns of any particular IR+M product. No part of this material may be
reproduced in any form, or referred to in any other publication, without express written permission from Income Research & Management.
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Navigating the Low Yield Environment

+ Insurers might consider revisiting 144A investment guideline limits when possible. 144A securities are a significant portion of
the universe, accounting for over 25% of investment-grade corporate new issue in 2020, and almost 60% of asset-backed
securities (ABS) new issue. In addition, 144As have better liquidity than true private placements.

» Opportunity also remains present in the securitized sector, particularly in ABS and commercial mortgage-backed securities
(CMBS), which can offer more attractive spreads, yields, and capital treatment than similarly-rated corporate bonds.

The Evolving Securitized Universe
» The securitized universe has expanded beyond the typical auto- and credit card backed-securities, and now includes many
non-traditional sectors that we believe can offer insurers higher yields than similarly-rated corporates and municipals,
diversification benefits, and better structural protections.
* Railcars: Goods and commodity flow was consistent ] ] ]
during the pandemic, and railcar ABS did not
experience significant delinquencies or decline in Railcar 163 2.65 109 A2

utilization.
Datacenter 1.72 3.43 122 A3

» Datacenters: The majority of tenants are investment
grade and turnover is low given essential business Whole Business 2.52 6.64 117 BBB+
needs and high switching costs.

. . CLO 1.38 0.25 103 AAA
* Whole Business: Franchise agreements are long- >
term Wl'th a fixed rate, ba.lcked by franchisee fees and BloomBarc Intermediate 147 458 65 A3/BBB+
royalty income, and provide a stable cashflow. Corporate Index
» Collateralized loan obligations (CLQS): The §tructural BloomBarc 1-10yr — 57y ” AaGIAA
strength has proven out over multiple credit cycles, Municipal Index : :
and heavy year-to-date supply has led to wider
trading levels. 1 - taxable equivalent yield using a 21% tax rate

* Vintage conduit CMBS also offers value in the short end given enhanced credit protection with minimal prepayment volatility.
Recent NAIC changes have led to some adverse scenario analysis for lower-rated tranches, which resulted in modest spread
and selling pressure within the sector. Despite this, we believe there are selective opportunities, and with a diversified, up-in-
quality approach, CMBS can provide attractive relative value.

At IR+M, we believe that, despite the low yield environment, there are investment opportunities within fixed income
that offer relatively attractive risk-adjusted yields, such as the securitized sector. We believe that bottom-up security
selection is paramount in this environment, especially since impairments can quickly reduce returns. Through our
experience managing fixed income portfolios and partnering with insurance clients, we think we are well-positioned
to help fulfill investment needs in this low yield environment.

Bloomberg Barclays as of 4/30/21. Some statistics require assumptions for calculations which can be disclosed upon request. Yields are represented as of 4/30/21 and are subject to change. The securities mentioned are for illustrative
purposes only. This is not a recommendation to purchase or sell the securities listed. The views contained in this report are those of IR+M and are based on information obtained by IR+M from sources that are believed to be reliable.
This report is for informational purposes only and is not intended to provide specific advice, recommendations for, or projected returns of any particular IR+M product. No part of this material may be reproduced in any form, or referred
to in any other publication, without express written permission from Income Research & Management. BLOOMBERG® is a trademark and service mark of Bloomberg Finance L.P. and its affiliates (collectively “Bloomberg”).
BARCLAYS® is a trademark and service mark of Barclays Bank Plc (collectively with its affiliates, “Barclays”), used under license. Bloomberg or Bloomberg’s licensors, including Barclays, own all proprietary rights in the Bloomberg
Barclays Indices. Neither Bloomberg nor Barclays approves or endorses this material, or guarantees the accuracy or completeness of any information herein, or makes any warranty, express or implied, as to the results to be obtained
therefrom and, to the maximum extent allowed by law, neither shall have any liability or responsibility for injury or damages arising in connection therewith. Copyright © 2021, S&P Global Market Intelligence. Reproduction of any
information, data or material, including ratings (“Content”) in any form is prohibited except with the prior written permission of the relevant party. Such party, its affiliates and suppliers (“Content Providers”) do not guarantee the
accuracy, adequacy, completeness, timeliness or availability of any Content and are not responsible for any errors or omissions (negligent or otherwise), regardless of the cause, or for the results obtained from the use of such Content
In no event shall Content Providers be liable for any damages, costs, expenses, legal fees, or losses (including lost income or lost profit and opportunity costs) in connection with any use of the Content. A reference to a particular
investment or security, a rating or any observation concerning an investment that is part of the Content is not a recommendation to buy, sell or hold such investment or security, does not address the suitability of an investment or
security and should not be relied on as investment advice. Credit ratings are statements of opinions and are not statements of fact.



