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P&C insurers haven't historically held much exposure to high yield credit, for good reason. When
compared head-to-head with equity, high yield also features mark-to-market volatility that directly
impacts surplus, but with capped upside and historically lower average annual returns. This has led the
P&C industry to sensibly focus its risk asset exposure on equity, whereas high yield allocations (excluding
negligible exposures attributable to downgrades of investment-grade holdings rather than intentional
allocations) have been uncommon and typically small. But the last two years have seen a noteworthy
relative value shift between these assets that the industry has only gradually begun to respond to. In this
paper we'll review the way rising interest rates and spreads have made high yield credit (in both fixed-
and floating-rate varieties) more competitive with equity for P&C insurers than it's been in many years,
and examine which sectors of the P&C industry have the lowest exposure and thus the largest potential
opportunity.



The table below illustrates comparative returns and drawdowns in US equity, US high yield fixed
income, and US high yield floating-rate loans, using the indexes shown as proxies:

25yr Avg
Annualized Rates Crisis

Return 12/31/2021- 2/20/2020- 5/19/08 -
St 10/14/2022 3/23/2020 3/09/09
11/30/2023

Inflation/Rising CoVID Global Financial

Russell 3000 (US Equity) 7.78% -24.63% -34.77% -51.34%

ICE BofA Ba/B US Cash Pay High Yield Index

{UUS High Yield Bonds) 5.90% -13.93% -20.55% -24.06%

Credit Suisse Leveraged Loan Index (US High

Yield Bank Loans) 4.74% -2.85% -20.31% -24.50%

A few themes emerge from these statistics:

- Over time equity has returned more than high yield credit, as one would expect given its
lower position in the corporate capital structure

- In stressed market environments equity has typically experienced a larger drawdown than
high yield credit, again just as Finance 101 would suggest

- Floating-rate high yield credit has historically returned a little less than fixed-rate high
yield while experiencing similar stress case drawdowns, but it also dramatically outperformed
in the inflationary/rising rate environment of 2022.

None of these points should be surprising. When we look under the hood of high yield returns, though,
some interesting details emerge. For starters, as a fixed-income asset class the majority of its long-term
returns are driven by income production, which is relatively predictable based on prevailing yields.

In fact, for the ICE BofA Ba/B index cited above, using 25 years of historical returns data we find an
80.5% correlation between yield-to-worst and subsequent 5yr total return. This suggests yield has
historically been a reasonable tool for projecting returns, which makes intuitive sense given the nature
of this asset.

Given that high correlation between yields and subsequent returns, it's no wonder P&C insurers have
largely avoided high yield; for the 9yr period from 12/31/2012 - 12/31/2021 the average yield to
worst on our HY bond index was only 5.37%, not exactly exciting for a mark-to-market asset with



potential double-digit downside in a selloff, especially as equity performed extremely well during this
same period. But for the 12mo period from 11/30/22 - 11/30/23 the average yield to worst was
7.94%, higher than the average annual return on equity for the last 25 years. While this certainly does
not guarantee that high yield will outperform equity over the next 5 years, it does suggest it has the
potential to compete to a degree it hasn’t since the GFC. Especially considering that, while high yield
must still be marked to market in a selloff, its drawdowns have only been around half as large as those
experienced by our equity index in the last few notable market declines. Competitive returns with
potentially less downside makes for an intriguing risk/return combo!

While the last couple paragraphs have focused on high yield bonds, a similar pattern holds true for
floating rate high yield bank loans. In this case the yield is historically 73% correlated with subsequent
5yr total return, and while low prevailing yields for much of the past decade led to justifiably low
interest, the combination of higher recent yields (the yield to maturity on the Credit Suisse Leveraged
Loan Index was 9.80% at 11/30) and material protection from rising rates have illustrated its value; our
bank loan index actually outperformed both HY bonds and equity for the 18 months ended 11/30/23.
While bank loans will likely underperform in a falling rate environment, a “higher for longer” rate
scenario could produce strong coupon income for the interim.

We've mentioned that P&C insurers don’t hold much HY exposure, but how much is “not much”? We
gathered statistics for holdings as of 12/31/22, and grouped them by ownership type. Our composite
included a group of 619 P&C insurers with total invested assets from $15M - $5B as of year-end 2022:

AvgCash&lInvested % ofcompanieswith AvgSize of HY Exposure (%

Ownership  #of Companies

Assets ($) HY exposure: of Investments)
Stock 349 577177 30.9% 13.5%
Mutual 213 611,223 23.0% 6.3%
RRG 57 149,596 17.5% 4.3%

As the table shows, we found that stock companies are both more likely to hold HY exposure (we
defined this as having exposure >2% of invested assets to exclude companies that just hold a few
fallen angels), and have larger positions among those companies that do have an allocation. Mutuals
occupied an intermediate position, with just under a quarter holding HY exposure and only about half
the allocation sizes of stock companies. Meanwhile relatively few risk retention groups (RRG’s) had
HY exposure, and with an average of just 4.3% exposure among those who did it's frankly probable
that even many of those companies’ holdings are unintentional. We also observed that while RRG’s
had smaller investment portfolios on average, they were not more risk-averse; the average unaffiliated
equity exposure for RRG’s was 17.8% of investments vs 11.7% for stock companies (mutual had
similar levels of equity to RRG’s as well). We were curious if there was evidence that stock companies
had been swifter to add to HY as yields rose in 2022, and found that indeed, the number of stock
companies with exposure had risen by 7.9% from a year earlier, whereas only 3.5% of RRG’s added HY
exposure during the year.
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At this writing interest rates have fallen a little from their autumn highs, but the yields available on
high yield bonds and loans remain significantly higher than they were for most of the past decade,
and remain competitive with long-term returns on equity. That window may close in coming quarters,
though. We encourage any P&C insurers who haven't previously considered these asset classes to
revisit the question while time allows, especially those in segments of the industry like risk retention
groups that are historically under-allocated to them.

Data sourced from Bloomberg and S&P Capital 1Q Pro.
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