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Insurance Investing: 15 March 2021
Riding the Global Reflation Trade

Executive Summary:

- Twelve expects the impact of a broad reflationary environment, including higher interest rates
and inflation, to be positive for insurance industry fundamentals

- The most positively levered business models to rising interest rates can be found within the US
and European life insurance sectors

- Property & Casualty (P&C) companies should also benefit the ability to reinvest assets at higher
new money yields

- Twelve expects the risk to P&C underwriting margins of rising general economy inflation to be
moderate given a robust pricing environment and only approximate correlation between loss
cost inflation and general economic inflation

- Twelve Capital investment strategies are generally well positioned to benefit from these positive
impacts on insurance company fundamentals

Insurance investing in a reflationary environment

The combination of re-opening economies following vaccine roll-outs around the world, pent-up consumer and
business demand, potentially still constrained supply chains, and continued fiscal and monetary stimulus is
causing many market participants to increasingly focus on a return of inflation. Such shift in sentiment is driving
broad shifts in global financial markets and is likely to emerge as one of the most significant investment themes
in 2021.

Inevitably, this reflation dynamic will have many and varied impacts on insurance investments managed by
Twelve Capital. In aggregate, Twelve expects the impact of reflation to be positive for insurance sector
fundamentals.

In this note, Twelve discuss the direct fundamental impacts of rising inflation and concomitant higher interest
rates on different areas of the insurance sector as well as implications for different asset class investments in
the sector.

Reflation backdrop

A combination of post-pandemic recovery and ongoing fiscal and monetary support are driving interest rates
and inflation expectations higher. This is particularly the case in the US. For example, the US ten year treasury
yield has increased by 70bps from year-end 2020 to 1.61% currently, and the five year inflation break even, a
measure of market expectations for average inflation over the next five years, has increased by 62bps to
2.58%, above the Fed’s 2% long-term target.!

Interest rates and inflation expectations in the UK and Europe have moved up similarly. The yield on UK 10
year Gilts has risen by 63bps year-to-date with 5 year inflation break evens up over 50bps. In Europe, the yield
on 10 year German government debt has increased from (0.57)% to (0.32)% while the five year inflation break
even has increased 41bps to 1.13%.!

1 Source: Bloomberg. As at 15 March 2021.
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Figure 1: Government interest rates and inflation break evens
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Source: Twelve Capital, Bloomberg. As at 15 March 2021.

While Twelve does not endeavour to take a direct view on macro-economic factors, these moves signal a shift
in market consensus expectations of near and medium-term economic conditions.

Impact on insurance industry fundamentals
Life Insurance

Higher interest rates are a meaningful net benefit for many life insurers. While hedging, investment strategy
shifts, product repositioning, and business line exits have reduced sensitivity to lower rates for this subsector,
higher interest rates would still alleviate key pressures.

First, reinvestment yields remain generally below running yields on surplus capital, representing an earnings
headwind which would lessen as the yield environment improves.

Second, many life companies, particularly in the US and many countries in continental Europe maintain legacy
books of spread-based business where crediting rates are largely at minimum guaranteed levels, creating
additional pressure.

Third, higher interest rates would lift pressure on balance sheets for products with unhedged long-term implicit
or explicit interest rate guarantees, e.g. long-term care and universal life with secondary guarantees. Such
balance sheet benefits would be reflected more in improving solvency ratios or less reserve pressure rather
than a near-term lift in operating earnings.

While mostly positive, a rapid rise in interest rates could cause a spike in lapses as existing products would
have to compete with newly more competitive uses of capital. However, Twelve believes this is likely to be a
long way off given high guarantees on older products and surrender charge protection on more recent
production.

For life reinsurers, interest rates are generally less of a focus as these businesses have avoided many of the
more onerous guaranteed rate businesses and generally focus on reinsuring less interest rate sensitive risks
such as mortality, morbidity, and longevity.
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P&C Primary and Reinsurance

Inflation trends could, in general, present a headwind to property and casualty underwriting earnings via an
increase in loss cost inflation. However, in practice, insured loss cost inflation is only loosely related to general
market inflation. For example, social inflation, or the increasing involvement of litigation in claims and higher
jury awards, has been a key driver of claims severity trends in the past five years despite subdued overall
inflation. This source of inflation has been an important factor in the positive move higher in (re)insurance rates
observed particularly over the past 12-18 months.

Still, a very rapid and unexpected spike in inflation could have some negative effect on underwriting profits
through, for example, higher wage or materials costs on property repairs. Twelve believes the trading
environment is sufficiently positive to support the necessary premium rate increases to offset this impact. Also,
most P&C policies are re-priced every six to twelve months, giving underwriters the ability to react to changes
in the inflation environment so long these changes are relatively gradual and well telegraphed.

While the focus of investors tends to be on underwriting performance for P&C names due to the more volatile
nature of this source of income, investment returns remain a significant component of overall profits for the
industry, as illustrated in Figure 2 below.

Figure 2: Sources of profit
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Source: Twelve Capital, S&P Market Intelligence. As at 15 March 2021.

While rising rates could cause negative mark-to-market impacts on existing assets, most P&C companies
maintain relatively short-duration asset portfolios. Low interest rates, therefore, have been a headwind to
investment income for the industry over recent years. A move higher in rates would quickly feed into higher
interest income for most companies, particularly in short-tail lines such as personal auto as well as personal
and commercial property.

Impact on insurance related asset classes
Cat Bonds and ILS

- Cat Bonds and ILS have minimal sensitivity or exposure to interest rates or broad inflation trends

- Cat Bonds are generally short duration with collateral invested in cash equivalents or floating rate
securities, thus the risk free component of returns moves with risk free rates

- Higher inflation in the broader P&C market, such as that driven by social inflation recently, has also
fed into higher risk spreads on Cat Bonds and ILS
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Liquid Credit

Fund duration in Twelve Capital-managed liquid credit strategies at roughly 4.5 years, currently, is
kept relatively short compared to the broader corporate bond market at 7.16 years, insulating mark-
to-market performance from rising interest rates

Credit spreads generally benefit from the overall positive impact of higher interest rates and higher
inflation on the fundamental outlooks and solvency ratios of issuing companies

llliquid Credit

Equity

Funds average duration in Twelve Capital-managed illiquid credit strategies is kept very short at below
3.5 years supported by: the allocation to floating rate transactions; the negligible weight of undated
securities; allocation to bonds with expected buyback within at most 10 years from their issuance
The credit quality of transactions generally benefit from progressively higher interest rates and higher
inflation. Specifically, solvency ratios of issuing companies are typically positively correlated to higher
rates, while negative the impact of inflation on non-life liabilities is limited given the focus on short-
tailed line of business

Prices of insurance equities benefit generally from the positive impact on fundamentals, including
higher earnings and lower costs of equity capital as balance sheet tail risks recede with higher interest
rates

Some equity portfolios managed by Twelve recently increased exposures to companies which should
benefit fundamentally in a reflationary environment, such as US Life Insurance businesses

The relative valuation of US Life Insurance stocks have historically shown a strong positive correlation
to yields on US ten year treasuries, as shown in Figure 3 below

Figure 3: Relative P/E Ratio between S&P 500 Life Insurance and S&P 500 vs 10 year US Treasury Yield
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Source: Twelve Capital, Bloomberg. As at 15 March 2021.

Multi-Asset

Twelve multi-asset strategies benefit from each of the dynamics described above, including relatively
short duration fixed income investments, exposure to improving risk spreads in ILS and Cat Bond
investments, and exposure to insurance equities positively geared to rising interest rates
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risk/reward opportunities change, and also benefit from natural diversification between differing

exposures.
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About Twelve Capital

Twelve Capital is an independent investment manager
specialising in insurance investments for institutional
clients. Its investment expertise covers the entire balance
sheet, including Insurance Bonds, Insurance Private Debt,
Catastrophe Bonds, Private Insurance-Linked Securities
and Insurance Equity. It also composes portfolios of its
Best Ideas. It was founded in October 2010 and is majority-
owned by its employees. It has offices in Zurich, London
and Munich.
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Disclaimer

This material has been prepared by Twelve Capital AG, Twelve Capital (UK) Limited, Twelve Capital (DE)
GmbH or their affiliates (collectively, “Twelve Capital”’). This material has been furnished solely upon request
and is intended for the recipient personally and may not be reproduced or otherwise disseminated in whole or
in part without prior written consent from Twelve Capital. It is expressly not intended for persons who, due to
their nationality or place of residence, are not permitted access to such information under local law as the
product may not be authorised or its offering may be restricted in certain jurisdictions. It is the responsibility of
every investor to satisfy himself as to the full observance of such laws, regulations and restrictions of the
relevant jurisdiction. This is an advertising document.

This information was produced by Twelve Capital to the best of its knowledge and belief. However, the
information herein may be based on estimates and may in no event be relied upon. All information and opinions
contained in this document are subject to change without notice. Twelve Capital’'s analyses and ratings,
including Solvency Il compliance analysis, Twelve Capital’'s Counterparty Credit Rating and Twelve Capital’'s
Legal Rating, are statements of Twelve Capital’'s current opinions and not statements of fact. Source for all
data and charts (if not indicated otherwise): Twelve Capital. Twelve Capital does not assume any liability with
respect to incorrect or incomplete information (whether received from public sources or whether prepared by
itself or not). This material does not constitute a prospectus, a request/offer, nor a recommendation of any
kind, e.g. to buy/subscribe or sell/redeem investment instruments or to perform other transactions. The
investment instruments mentioned herein involve significant risks including the possible loss of the amount
invested as described in detail in the offering memorandum(s) for these instruments which will be available
upon request. Investments in foreign currencies involve the additional risk that the foreign currency might lose
value against the investor's reference currency. Investors should understand these risks before reaching any
decision with respect to these instruments. The information does not take account of personal circumstances
and therefore constitutes merely promotional communication, and not investment advice. Consequently,
Investors are advised to take all necessary legal, regulatory and tax advice on the consequences of an
investment in the product. Past performance is no indication or guarantee of future performance. The
performance shown does not take account of any commissions and costs associated with subscribing to and
redeeming shares.

Twelve Capital AG is licensed as "Manager of collective investment schemes" by the Swiss regulator FINMA.
Twelve Capital AG is incorporated in Switzerland, registered number 130.3.015.932-9, registered office:
Dufourstrasse 101, 8008 Zurich. Twelve Capital (UK) Limited is incorporated in England & Wales: company
number 08685046, registered office: Moss House, 15-16 Brook’s Mews, London, W1K 4DS. Twelve Capital
(UK) Limited is authorised and regulated by the UK Financial Conduct Authority and is registered as an
investment adviser with the U.S. Securities and Exchange Commission (the “SEC”) and as a commodity pool
operator (“CPQ”) with the U.S. Commodity Futures Trading Commission (“CFTC”) and is a member of the
National Futures Association (the “NFA”) in such capacity. Such registrations and membership in no way
implies that the FCA, the SEC, the CFTC or the NFA have endorsed Twelve Capital (UK) Limited’s
qualifications to provide the advisory services described in this document. Twelve Capital (DE) GmbH is
authorised and regulated by the Chamber of Industry and Commerce (IHK) for Munich and Upper Bavaria as
investment broker (“Finanzanlagenvermittler”) acc. to § 34f Sec. 1 No. 1 and No. 2 German trade regulation
act (GewO) with broker registration number D-F-155-F3U6-66. Twelve Capital (DE) GmbH is incorporated in
Munich, Germany, commercial register number (registry court: Munich) HRB 252423, registered office:
Theatinerstrasse 11, 80333 Munich.

© 2021 Twelve Capital. All Rights Reserved
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