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Inflation is a complex phenomenon, its roots intertwined in various economic, political, and global factors. This presents
unique challenges and opportunities for the investment strategies of insurance companies.

Insurers are still navigating from a terrain marked by prolonged low investment rates and squeezed margins to an unpredictable
inflationary environment and balance sheets holding large unrealized losses. This paper explores how insurers can adapt their
investment strategies to hedge against uncertainties caused by inflation and extended periods of higher interest rates, explor-
ing avenues such as real estate, equities and specialty products, while also incorporating strategic asset allocation and risk
management best practices. Conning believes applying more dynamic investment strategies may also benefit insurers over the
long term for most economic conditions.

Our March 2022 Viewpoint studied the impact of inflation on insurance companies’ financial statements, observing deviations
between actual results and projections due to deteriorations in assets and liabilities. We highlighted the extended influence of
inflation and some companies’ constraints in implementing protective measures. We also discussed the limited flexibility that
many investment portfolios have in dealing with these challenges amid regulatory and rating agency scrutiny. Ultimately, we
determined that a thorough portfolio assessment and strategic planning can significantly mitigate these concerns.

Reflecting on 2023, the Federal funds rate ended the year at 5.33%. Despite the U.S. Federal Reserve’s declaration to halt the
cycle of increases, the outlook for the next two years remains uncertain (see Figure 1) but there is a strong inclination toward
keeping rates higher for an extended period.
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Prepared by Conning, Inc. Sources: The Board of Governors of the Federal Reserve System, Federal Open Market Committee 2023 Press Releases titled “Summary of Economic Projections dated
March 22 (https://www.federalreserve.gov/monetarypolicy/files/fomcprojtabl20230322.pdf), June 14 (https://www.federalreserve.gov/monetarypolicy/files/fomcprojtabl20230614.pdf), September
20 (https://www.federalreserve.gov/monetarypolicy/files/fomcprojtabl20230920.pdf) and December 13 (https://www.federalreserve.gov/monetarypolicy/files/fomcprojtabl20231213.pdf).

conning.com 1


https://go.conning.com/Inflation-for-PC-Insurers-AM-WEBC.html

(0 CONNING’

Although the exact timing and sequence of policy adjustments remains uncertain, the implications of maintaining higher
interest rates for an extended period are multifaceted.

These are positives for insurance companies: sustained higher rates present a unique opportunity to recalibrate pricing
strategies, innovate by launching new products, and transition their investment portfolios toward higher yielding investments.

However, higher rates could also lead to elevated borrowing costs for the economy overall, prompting a pullback in business
investment and expansion, potentially ushering in a phase of economic deceleration. (The real estate sector’s responses
remain uncertain, marking an area of keen interest for observers.) Moreover, the capacity of financial companies to manage
unrealized losses hinges on their ability to maintain sufficient liquidity and any disruption in the capital market or broader
economy could lead to pre-mature rate cuts, which may initially invigorate growth but also carry the risk of renewing inflation-
ary pressures.

Mitigation Strategies for the Risks Ahead

During periods of uncertainties, correlations between asset classes typically shift, as we saw back in 2022 when both equities
and bonds underperformed.

Figure 2 models how various sectors within the insurance industry investment universe might perform over a five-year period,
both on average and in a tail scenario in which inflation ranges between 3.5% to 9.5%.

Figure 2 - Projected Five-Year Performance During Average and Tail Scenarios
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©2024 Conning, Inc. For illustrative purposes only; it does not reflect any investors’ actual portfolio.

To demonstrate further, we sampled two insurance company portfolios: a life company with a business mix of 50% individual
life, 20% group life and 30% individual annuities, and a workers’ compensation insurer. Their investment strategies, both
before and after they were modified to adjust to a higher interest rate environment, are in Figure 3.
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Figure 3 - Sample Portfolios, Current and Altered Strategies

Current Strategies Alternative Strategies
Asset Classes Life Company P&C Company Asset Classes Life Company P&C Company

Cash 2% 5% Cash 0% 3%
Core Fixed Income 60% 78% Core Fixed Income 59% 58%
Structured Securities 20% 12% Structured Securities 14% 21%
Specialty Fixed Income 18% 0% Specialty Fixed Income 23% 8%
Equities 0% 5% Equities 4% 10%
Altes (HF, PE & RE) 0% 0% Altes (HF, PE & RE) 0% 0%
Total Allocation 100% 100% Total Allocation 100% 100%

©2024 Conning, Inc. For illustrative purposes only; it does not reflect any investors’ actual portfolio.

Figure 4 illustrates how total returns for both companies declined -0.4% and -.2% respectively, as a result of tail scenarios (in
this case, an environment where inflation remains above target for an extended period) and how modifying the investment
strategy can reduce the impact (the decline in returns improved from -0.4% to -0.2 for the life company and from -0.2% to
0.04% for the P&C company).

For both of our sample insurer portfolios, the key to navigating such environments lies in the flexibility and adaptability of their
investment strategies. Such strategies might include investments in asset classes with a growth component or a natural infla-
tion hedge or changing duration to better manage interest rate risk and mitigate some of the inflationary pressure.

Figure 4 - Sample Portfolio Projected Performance, Average and Tail Scenarios
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We also point out how the modeling illustrates how the alternative strategies may improve portfolio performance in both the
average and tail scenarios. While we are seeking to address the immediate concerns of a higher-for-long rate environment, we
believe the dynamic nature of the alternative strategies offers significant benefits in other market conditions.

In scenarios in which the financial landscape undergoes meaningful changes, Conning also believes it is necessary to conduct
a thorough assessment of a company’s investment portfolio to identify risks, level of diversification and areas for improvement.
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The two charts in Figure 5 illustrate how we can Figure 5 - Projected Strategy Impact on P&C Portfolio’s Risk,
adjust the investment portfolio of the workers’ Diversification
compensation insurer with an optimal asset al-

location, resulting in no change to downside risk

(as measured by the 95% Value-at-Risk) but im-

proving diversification benefits by 90 bps.
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Measuring Value at the Enterprise Level

When we examine the possible risks to both as-
sets and liabilities, we can help insurers under-
stand the adverse consequences to enterprise
metrics such as net income, operating cashflow
or surplus. It becomes essential to evaluate how
a modified investment strategy can benefit the
enterprise value of the company, not only invest-
ment yield or total return.

Utilizing Conning’s proprietary modeling soft- Alternative Strategy 95% Value-at-Risk
ware, we're able to measure the economic im-
pact in each case and for each strategy. With a
suitable strategic asset allocation (SAA) analysis,
we’'re able to assess such risks and adeptly ad-
just duration and introduce asset classes (such
as specialty fixed income, collateralized loan
obligations [CLOs], commercial mortgage loans
[CMLs], equities, etc.) to help manage periods of
uncertainty and market volatility. This helps posi-
tion the company’s profile (assets and liabilities)
to minimize risk exposure, enhance return and
diversification and meet its financial goals.

Flgu re 6 demonstrates hOW the alternative Strat' ©2024 Conning, Inc. For illustrative purposes only; it does not reflect any investors’ actual portfolio.
egy for the workers’ compensation insurer out-
performs the existing strategy in a normal steady
state and the tail scenario (a period of above- Long-Term Economic Value
target inflation). $605

Figure 6 - Projected Strategy Impact on P&C’s Enterprise Value
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Expanding to the full distribution of outcomes, Figure 7 illustrates the long-term economic value of the workers’
compensation company projections for both steady state and an environment in which inflation remains above target for some
time. Although the alternative strategy introduces additional variations in results (comparing the two floating bar charts), the
99% Value-at-Risk (a measure of downside risk) remains stable (comparing the two strategies across the dotted red line), and
economic value under the alternative strategy is higher.

Figure 7 - Projected Distribution of P&C Insurer’s Economic Value by Portfolio Strategy
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Swift and Steady Can Win the Race

The ability to respond swiftly to the constantly changing economic environment can be a huge benefit to insurers. While our
study in this Viewpoint focused on addressing higher-for-longer rate concerns, we think a dynamic approach to investment
strategy offers rewards in most economic environments. Conning’s Insurance Solutions team dissects and interprets the nu-
ances of each scenario through an economic and financial lens, helping us pinpoint the core issues and swiftly implement
tailored solutions by modifying the composition of a portfolio to meet the unique demands of each situation.

Whether addressing the intricacies of inflation risk, duration risk, or the complexities of elevated correlation risk, strategic
reallocation of investments must consider the intricate interplay between assets and liabilities (a nuanced and comprehensive
approach) in the prevailing economic environment. Such meticulous assessments and strategic investment realignments are
pivotal in mitigating the impacts, thereby optimizing the overall portfolio performance in the face of dynamic market conditions.
Among our strengths at Conning is our ability to strategically manage investment portfolios to align with an insurer’s business
model, understand the risks presented by the evolving economic landscape, and positively impact company performance.
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About Conning

Conning (www.conning.com) is a leading investment management firm with a long history of serving the insurance industry. Conning
supports institutional investors, including insurers and pension plans, with investment solutions, risk modeling software, and industry
research. Founded in 1912, Conning has investment centers in Asia, Europe and North America.

©2024 Conning, Inc. This document is copyrighted with all rights reserved. No part of this document may be distributed, reproduced,
transcribed, transmitted, stored in an electronic retrieval system, or translated into any language in any form by any means without
the prior written permission of Conning. Conning does not make any warranties, express or implied, in this document. In no event shall
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This document is for informational purposes only and should not be interpreted as an offer to sell, or a solicitation or recommendation
of an offer to buy any security, product or service, or retain Conning for investment advisory services. The information in this document
is not intended to be nor should it be used as investment advice.
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