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Optimizing Investment Portfolios for Small to Medium-Sized Property & Casualty Insurers

A Strategic Analysis of Short-Duration High-Yield Bonds

Executive Summary

This report provides a comprehensive analysis of investment strategies for Property & Casualty
(P&C) insurers, with a particular focus on those with admitted assets ranging from $10 million to
S1 billion. The unique liability profile of P&C insurers, characterized by shorter-term and often
volatile obligations, necessitates a disciplined investment approach prioritizing stable income,
capital preservation, and liquidity, while also seeking opportunities for growth.

The analysis identifies short-duration high-yield (SDHY) bonds as a compelling asset class that
aligns well with these objectives. SDHY bonds offer demonstrably higher yields than investment-
grade (IG) fixed income instruments, coupled with lower interest rate sensitivity compared to
longer-duration bonds. A significant finding supporting their predictability is the strong historical
correlation (93% over 20 years) between the initial yield of SDHY and its five-year forward
returns, indicating a high degree of predictability in its income generation. Furthermore, the
current market environment, marked by elevated yields and flatter yield curves, presents a
particularly opportune moment for SDHY. These bonds are currently yielding more than
intermediate- and long-term counterparts—a notable deviation from historical norms that
enhances their relative attractiveness. This confluence of factors suggests that for P&C insurers,
the intelligent integration of SDHY is not merely an incremental portfolio adjustment but a
strategic imperative for optimizing risk-adjusted returns within a complex regulatory and
economic landscape.

The report underscores the critical role of active management in navigating the inherent
complexities and inefficiencies of the high-yield market. Active strategies, through rigorous
credit research and flexible positioning, can effectively mitigate default risks and capitalize on
market dislocations, thereby enhancing portfolio resilience and return potential. Given the
stringent regulatory oversight by the National Association of Insurance Commissioners (NAIC),
which emphasizes prudent investment standards and robust risk management, a well-executed
SDHY strategy, supported by active management, can contribute significantly to an insurer’s
financial stability and ability to meet its obligations. This paper provides a detailed rationale and
framework for considering a measured allocation to SDHY bonds within a diversified P&C
insurer portfolio.

Introduction: Navigating the Investment Landscape for P&C Insurers
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Property & Casualty (P&C) insurers operate within a distinct financial ecosystem, characterized
by unique investment challenges that significantly differentiate them from other financial
institutions, particularly life insurers. Unlike life insurance liabilities, which are typically long-
term and relatively predictable (e.g., annuity payments, whole life death benefits), P&C
liabilities are often shorter-term and subject to considerable volatility due to the unpredictable
nature of claims arising from events such as natural catastrophes (hurricanes, earthquakes),
large-scale accidents, or unexpected legal judgments. This fundamental difference in liability
structure places a paramount emphasis on liquidity, capital preservation, and consistent income
generation within P&C investment portfolios.

The unpredictable and shorter-term nature of P&C liabilities directly translates into a
heightened need for readily accessible funds and a lower tolerance for significant duration risk
in their investment portfolios. This inherent characteristic makes traditional long-duration fixed
income less than ideal for P&C insurers, as such assets are more susceptible to interest rate
fluctuations that could impair their value and liquidity precisely when funds are needed to cover
claims. Consequently, investment strategies must prioritize assets that can be easily converted
to cash without substantial price impairment, especially during periods of market stress. The
imperative is not merely to generate return, but to ensure that capital is available and preserved
to meet immediate and future policyholder obligations.

The regulatory framework for admitted carriers, and to a lesser extent RRGs and Captives, is
primarily governed by the National Association of Insurance Commissioners (NAIC) and further
reinforces these investment imperatives. The NAIC mandates prudent standards for insurer
investment programs, requiring investments to possess "sufficient value, liquidity and diversity
to assure the insurer's ability to meet its outstanding obligations." This regulatory focus on
solvency and policyholder protection means that investment decisions are not solely driven by
return maximization but must also align with strict guidelines on risk management and liquidity
adequacy. Therefore, a strategy emphasizing shorter duration and robust liquidity is not only
financially sound but also essential for regulatory compliance and maintaining financial stability.
This report aims to provide a comprehensive analysis of how specific investment strategies,
particularly the measured allocation to short-duration high-yield bonds, can effectively address
these unique challenges and opportunities for small to medium-sized P&C insurers.

P&C Insurer Investment Objectives and Asset Allocation Strategies

P&C insurers, regardless of size, share core investment objectives centered on balancing growth
with stability. These objectives typically include:
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Long-term Growth of Capital and Income: While focused on preservation, insurers seek
to grow their surplus over time to support future growth and absorb unexpected losses.

Moderate Current Income: Generating consistent investment income helps offset
underwriting losses and contributes to overall profitability.

Capital Preservation: Protecting the principal value of invested assets is paramount to
maintaining solvency and financial strength.

Diligent Limit on Overall Investment Risk: This involves managing credit risk, interest rate
risk, liquidity risk, and market risk within acceptable parameters.

The overarching goal is to attain a high total return while prudently managing risk and ensuring

capital preservation. To accomplish this, insurers aim to diversify investments across various

asset classes, such as equity securities, fixed-income debt securities, and short-term money

market instruments, with portfolio adjustments made flexibly in response to evolving economic

conditions and interest rates.

Typical Asset Allocation by Insurer Size (Focus on $10MM to $1 Billion Admitted Assets)

The asset allocation strategies of P&C insurers vary significantly based on their size, particularly
when examining firms with admitted assets between $10 million and $1 billion. P&C insurers

predominantly allocate their portfolios to investment-grade (IG) bonds and equities.

Smaller Insurers (generally <$250M in assets): These firms tend to maintain higher cash
balances, often around 17% of total assets. They also allocate a substantial portion to
bonds (approximately 69%) and have common stock exposure around 10-11%. This
reflects a strong preference for liquidity, likely driven by the inherent volatility of their
liabilities and potentially less sophisticated internal risk management capabilities
compared to larger firms. This conservative stance, while ensuring immediate liquidity,
often comes with a significant opportunity cost in terms of foregone yield, particularly in
environments where interest rates offer more attractive returns on invested capital.

Medium-Sized Insurers (5100M-$1B in assets): These insurers tend to hold less cash and
equity compared to their smaller counterparts. However, these firms also exhibit less
exposure to complex "other assets," such as Schedule BA assets (e.g., private equity,
venture capital, and hedge funds), than the very largest insurers. This observation
suggests that while smaller P&C insurers prioritize liquidity, potentially at the cost of
foregone yield, medium-sized insurers face barriers to entry for more complex
alternative investments due to their inherent complexity and historically high minimum
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investment thresholds. This creates a structural disadvantage for these firms, limiting
their access to diversification and return enhancement opportunities readily available to
larger, more sophisticated market participants.

Across the entire U.S. insurance industry, bonds consistently represent the largest asset class, a
trend that holds true for both small and large insurers. P&C companies are notable equity
investors within the industry, accounting for 76% of the sector's total common stock exposure.
The common thread is the need for a balanced approach that can meet both immediate and
long-term financial obligations.

Recent Trends and Shifts in P&C Insurer Portfolios (2020-2024)

Recent data reveals dynamic shifts in P&C insurer portfolios, reflecting responses to evolving
economic conditions, market performance, and the impact of catastrophic events. At year-end
2024, the total cash and invested assets for the U.S. insurance industry reached a substantial
$8.98 trillion.

Bonds continued to constitute the largest share of portfolios, though their allocation slightly
decreased to 60.4% in 2024 from 60.8% in 2023. This minor reduction might reflect some
rebalancing towards other asset classes or a move into shorter-duration instruments to mitigate
interest rate risk. Common stocks remained the second-largest asset class, but their share also
declined to 13.1% in 2024 from 13.9% in 2023, despite strong equity market performance
during the same period. This reduction in equity exposure, despite a rising market, suggests a
proactive risk management stance by insurers, potentially anticipating market uncertainty or
strategically locking in gains. This indicates a dynamic approach to portfolio management, rather
than passive holding, and a heightened awareness of market volatility.

A significant shift was observed in cash and short-term investments, which increased to 6.3% in
2024 from 5.5% in 2023. P&C insurers were a primary driver of this increase, expanding their
allocations to these liquid instruments by nearly 50% year-over-year. This move likely reflects a
preference for liquidity, possibly in response to elevated catastrophe losses that have impacted
the industry. The higher cash holdings observed in smaller P&C insurers further emphasize this
strong preference for liquidity, likely driven by the inherent volatility of their liabilities and
potentially less sophisticated internal risk management capabilities compared to larger firms.
This conservative stance, while ensuring immediate liquidity, often comes with a significant
opportunity cost in terms of foregone yield, particularly in environments where interest rates
offer more attractive returns on invested capital. This situation highlights a clear need for
strategies that can generate income while maintaining adequate liquidity.
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The fastest-growing bond segments in 2024 included private-label residential mortgage-backed
securities (RMBS), agency-backed RMBS, and asset-backed securities (ABS) and other structured
securities. Mortgage loans and Schedule BA assets also experienced increases in book/adjusted
carrying value, but their proportional share of total cash and invested assets remained largely
consistent with the overall investment base. These trends underscore a nuanced approach to
fixed income, where insurers are seeking yield enhancement through structured products while
also maintaining a strong liquid position.

Typical P&C Insurer Asset Allocation by Admitted Asset Size

The following table summarizes typical asset allocations for P&C insurers based on their
admitted asset size, providing a comparative perspective across different segments of the
industry. This visual quantification of asset allocation differences highlights the implicit focus on
the S10MM to S1 Billion segment by illustrating how their allocation practices diverge from
smaller and larger counterparts. This comparative assessment helps identify areas where the
$S10MM-S$1B group might seek to optimize their portfolios, such as by reducing excess cash or
exploring alternatives to traditional fixed income to enhance returns without compromising
essential liquidity. It provides a foundational understanding of current practices and identifies
potential avenues for strategic shifts.

Asset Class <$100M Admitted Assets $100M-$1B Admitted >$1B Admitted Assets
(Approx. %) Assets (Approx. %) (Approx. %)

Bonds (Investment
Grade) 69 High (Primary) High (Primary)

Common Stock 10-11 Medium Medium

Cash & Short-Term
Investments 17 Less than <$100M Less than <$100M

Mortgage Loans Low Low Significant
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Asset Class <$100M Admitted Assets $100M-$1B Admitted >$1B Admitted Assets
(Approx. %) Assets (Approx. %) (Approx. %)

Concentrated Among
Schedule BA Assets Very Low Relatively Few Largest

Other Assets Low Small Broader Mix

Note: Data is approximate and based on general trends observed in the provided research for various years. Specific
percentages may vary.

This table clearly illustrates that as insurers grow in size, their ability to diversify into less liquid
or more complex asset classes increases. However, the core of their portfolios remains heavily
weighted towards bonds. For the $100M-51B segment, there's a clear opportunity to
strategically enhance yield without moving into the highly complex or illiquid Schedule BA
assets, which often require significant internal resources and expertise. This is where short-
duration high-yield bonds can play a pivotal role.

Regulatory Environment and Investment Constraints (NAIC)

The National Association of Insurance Commissioners (NAIC) plays a pivotal role in governing
the investment activities of P&C insurers, establishing a robust framework designed to ensure
financial solvency and protect policyholders. NAIC examinations are conducted in accordance
with the Financial Condition Examiners Handbook, employing a risk-focused examination
process to assess insurer health. The regulatory philosophy, as articulated in NAIC Model Law
283, aims to balance the complexities and competitive forces of investment markets with the
fundamental need to safeguard insurers' financial condition. This involves providing prudent
standards for investment programs while minimizing undue interference with management
initiative and judgment.

Prudent Standards and Definitions under NAIC Model Law 283

A cornerstone of NAIC regulation is the principle of prudence. The board of directors of an
insurer is explicitly mandated to exercise the same "judgment and care" that a prudent person
would in managing a similar enterprise, focusing on the "permanent disposition of funds" rather
than speculation. This directive underscores a strong regulatory bias towards risk aversion and
capital preservation, which inherently influences insurers' willingness to allocate to higher-
yielding, lower-rated assets, even if such assets might offer attractive risk-adjusted returns. The



CapVisor Associates, L1(
= ——

regulatory lens is primarily concerned with solvency and policyholder protection, which can
sometimes take precedence over pure return optimization.

The NAIC provides specific definitions for different grades of investments, which directly impact
an insurer's permissible allocations and capital (RBC) charges. A "lower grade investment" is
defined as a rated credit instrument or debt-like preferred stock rated 4, 5, or 6 by the NAIC
Securities Valuation Office (SVO). A "medium grade investment" is similarly defined as a rated
credit instrument or debt-like preferred stock rated 3 by the SVO. These explicit definitions and
the board's responsibility for prudent management serve as de facto constraints on portfolio
managers, even when economically attractive opportunities arise in higher-yielding segments.

Definition of High-Yield Bonds

High-yield bonds, often referred to as "junk bonds," are corporate debt securities that are rated
below investment grade (BBB- or Baa3) by established credit rating agencies such as Standard &
Poor's, Moody's, or Fitch. These bonds are issued by corporations perceived to have a greater
risk of defaulting on their interest or principal payments compared to investment-grade issuers.
To compensate investors for this elevated credit risk, these bonds typically offer higher coupon
rates. The modern high-yield market, which emerged in the 1980s, expanded beyond "fallen
angels" (formerly investment-grade companies that were downgraded) to include new
issuances from companies with below-investment-grade ratings, often to finance mergers,
acquisitions, or leveraged buyouts.

Risk-Based Capital (RBC) Factors for Bonds

The NAIC uses a Risk-Based Capital (RBC) formula to determine the minimum amount of capital
an insurer must hold based on the risk profile of its assets and liabilities. For P&C insurers, the
RBC factors for bond holdings, including those rated BB+ through B-, are crucial. These factors
reflect the percentage of capital an insurer must hold against the value of each bond in these
rating categories. The factors increase as credit quality decreases, reflecting the higher risk
associated with lower-rated bonds. This incentivizes insurers to hold higher-quality assets.

Here are the RBC factors for P&C insurers for bonds rated BB+ through B-:

Rating NAIC Designation RBC Factor (P&C Insurers)

BB+ 3A 3.151%
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Rating NAIC Designation RBC Factor (P&C Insurers)
BB 3B 4.537%

BB- 3C 6.017%

B+ 4A 7.386%

B 4B 9.535%

B- 4C 12.428%

For comparison, common equity investments carry a P&C RBC factor of 15%, highlighting the
NAIC's view on equity market volatility relative to fixed income, even below investment grade.
These capital charges are a critical consideration when evaluating the suitability and optimal
allocation to short-duration high-yield bonds. While they require more capital than investment-
grade bonds, the potential for enhanced yield must be weighed against this capital cost.

Deep Dive: Short-Duration High-Yield Bonds (SDHY) as a Strategic Asset

Short-Duration High-Yield (SDHY) bonds represent a distinctive segment within the fixed-income
market, offering a compelling blend of income potential and risk management characteristics
particularly relevant for P&C insurers. To understand SDHY, it is first essential to define high-
yield bonds in general.

Distinguishing Characteristics of SDHY Bonds

SDHY bonds are a crucial subset of the broader high-yield market, specifically characterized by
their shorter maturities and, consequently, lower duration. This distinction is critical for their
appeal to P&C insurers:

o Duration: SDHY bonds possess a relatively low duration, typically defined as having
maturities of five years or less. This means their prices are significantly less sensitive to
changes in interest rates compared to longer-duration bonds, whether investment grade
or high yield. For P&C insurers sensitive to interest rate risk, this characteristic is
invaluable. While general high-yield bonds are typically issued with terms ranging from 7
to 10 years, SDHY portfolios focus on the shorter end of the curve, often averaging 2-3
years.
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¢ Yield Advantage: Despite their shorter duration, SDHY bonds consistently offer higher
yields than comparable short-duration investment-grade bonds. This yield premium
directly translates into enhanced current income for the portfolio. This is particularly
appealing in a low-interest-rate environment where traditional fixed income offers
meager returns.

e Predictable Returns: A remarkable feature of the SDHY market is the strong historical
correlation between the initial yield of SDHY bonds and their subsequent five-year
forward returns. Over the past 20 years, this correlation has been approximately 93%.
This high correlation provides a significant degree of predictability regarding future
income, allowing insurers to better forecast investment returns.

¢ Interest Rate Inversion Relevance: In the current market environment, characterized by
flat or inverted yield curves, the relative attractiveness of SDHY is amplified. Historically,
longer-dated bonds would offer higher yields. However, when the yield curve is inverted
(short-term yields higher than long-term yields), SDHY bonds are currently yielding more
than intermediate- and long-term investment-grade counterparts. This unique situation
presents a compelling opportunity to capture higher income without extending
duration.

Risk Considerations

While SDHY bonds offer compelling advantages, it is important to acknowledge their inherent
risks:

e Credit Risk: As below-investment-grade securities, SDHY bonds carry higher default risk
than IG bonds. Investors must rely on thorough credit analysis to mitigate this risk.

¢ Market Volatility: The high-yield market can be more volatile than the investment-grade
market, particularly during periods of economic uncertainty or credit stress.

¢ Liquidity Risk: While SDHY tends to be more liquid than other high-yield segments, their
liquidity can diminish in distressed market conditions.

Despite these risks, the controlled exposure to SDHY bonds can be highly beneficial when
coupled with an active management approach.

Portfolio Implementation & Active Management

The successful integration of SDHY bonds into a P&C insurer's portfolio heavily relies on active
management. Passive strategies, while suitable for broad market exposure in some asset
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classes, are generally inadequate for the high-yield market due to its inherent complexities and

inefficiencies.

The Imperative of Active Management

Active management in SDHY involves several critical components:

Rigorous Credit Research: Active managers employ deep fundamental credit analysis to
identify financially sound issuers within the below-investment-grade universe. This goes
beyond simple credit ratings, scrutinizing business models, financial health,
management quality, industry trends, and competitive landscapes. The goal is to avoid
"fallen angels" (companies whose credit quality is rapidly deteriorating) and identify
"rising stars" (companies with improving credit profiles that may eventually be upgraded
to investment grade).

Proactive Risk Mitigation: Active managers continuously monitor existing holdings for
signs of distress and are prepared to exit positions before significant credit events occur.
This includes managing sector concentrations and single-issuer exposures.

Exploiting Market Inefficiencies: The high-yield market, particularly in the short-
duration segment, can be less efficiently priced than the highly liquid investment-grade
market. Active managers can capitalize on these inefficiencies, such as mispriced
securities or temporary dislocations, through opportunistic trading and tactical
allocation adjustments.

Yield Curve Management: Active managers can strategically navigate the yield curve,
adjusting exposures based on anticipated interest rate movements and the shape of the
yield curve (e.g., steepening vs. flattening).

Default Management: While default risk cannot be entirely eliminated, active managers
can minimize its impact through diversification, credit analysis, and active participation
in workout situations if a default occurs.

Liquidity and Diversification

While the broader high-yield market can experience liquidity challenges, the SDHY segment

often offers relatively better liquidity. Shorter maturities mean more frequent rollovers of

principal, and the market for shorter-dated issues tends to be more active. This enhanced

liquidity profile is crucial for P&C insurers who require ready access to capital.

10
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From a diversification perspective, SDHY bonds can enhance the risk-adjusted returns of a

broader fixed-income portfolio:

Low Correlation with IG Bonds: The drivers of return for SDHY bonds are different from
those for investment-grade bonds. While |G bonds are more sensitive to interest rate
movements, SDHY bonds are more sensitive to credit cycles and economic growth. This
differing sensitivity can lead to a lower correlation, which helps reduce overall portfolio
volatility.

Equity Diversification: While high-yield bonds do exhibit some correlation with equities
(especially during economic downturns), they generally offer lower volatility and smaller
drawdowns than common stocks. They can therefore serve as a "middle ground"
between traditional fixed income and equities, providing higher income than IG bonds
with less volatility than stocks.

Risk/Return and Diversification Analysis in Context

Evaluating SDHY bonds requires a nuanced understanding of their risk-return profile and how

they contribute to portfolio diversification when considered alongside traditional IG bonds and

equities.

Risk vs. Return: A Relative Assessment

Higher Return Potential: As discussed, SDHY bonds offer a compelling yield advantage
over short-duration investment-grade bonds, translating into higher expected returns.
This is their primary appeal for insurers seeking to boost investment income.

Risk Profile Relative to IG Bonds: SDHY bonds carry higher credit risk and are subject to
greater market volatility than |G bonds. Therefore, while they offer higher returns, they
also demand a higher tolerance for credit-related price fluctuations. However, their
shorter duration mitigates interest rate risk, which is a major concern for longer-dated I1G
portfolios.

Risk Profile Relative to US Large Cap Equities: SDHY bonds are generally considered less
risky than US large cap equities. While high-yield bonds are sensitive to economic cycles,
their price swings are typically less extreme than those of common stocks. In market
downturns, fixed-income instruments (even high-yield) tend to experience smaller
drawdowns than equities, offering a degree of capital protection. This makes SDHY an
attractive option for insurers looking for equity-like returns but with lower volatility and
a more predictable income stream.

11
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Income vs. Capital Appreciation: High-yield bonds primarily generate returns through
current income (coupon payments), whereas equities generate returns through capital
appreciation and dividends. For P&C insurers prioritizing stable income to offset
underwriting expenses, the consistent cash flow from SDHY is highly valuable.

Diversification Benefits

Low Correlation: One of the most significant advantages of including SDHY bonds is their
potential for low correlation with other major asset classes in a well-diversified portfolio.
While not entirely uncorrelated, their performance drivers are distinct enough from 1G
bonds (more credit-driven) and equities (less sensitive to broad market sentiment than
stocks) to provide meaningful diversification. This means when one asset class performs
poorly, SDHY might perform differently, helping to stabilize overall portfolio returns.

Credit Cycle Exposure: High-yield bonds tend to perform well during periods of
economic expansion and strong corporate earnings, as default rates are lower.
Conversely, they can be challenged during recessions. This cyclical sensitivity provides a
different exposure than, say, long-term government bonds, which might perform better
during "flight to quality" events. By including SDHY, insurers gain exposure to the credit
cycle, which can be complementary to their existing exposures.

Volatility Reduction: By combining assets with differing return patterns and sensitivities,
the overall volatility of the portfolio can be reduced. SDHY, by adding a component that
yields more than IG but is less volatile than equities, can help create a more efficient
frontier for the insurer's investment portfolio.

Acceptance by Insurance Companies (Institutional View)

High-yield bonds, including the short-duration segment, are widely accepted and utilized by

insurance companies and other institutional investors globally. While they are subject to strict

regulatory oversight and capital charges (as evidenced by NAIC RBC factors), their inclusion is a

common strategy for enhancing portfolio yield.

Yield Enhancement: Insurers, facing persistent pressure to generate investment income
to meet liabilities and support profitability, strategically allocate a portion of their
portfolios to high-yield for its income potential.

Prudent Management: Institutional investors typically employ rigorous internal credit
analysis teams or work with external specialist managers to identify strong credits and
manage risk, demonstrating that high-yield can be managed prudently.

12
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e Regulatory Limits: While accepted, regulators impose limits on the percentage of total
assets that can be allocated to below-investment-grade securities, and the higher RBC
charges serve as a built-in disincentive against excessive risk-taking. This ensures that
insurers maintain sufficient capital to absorb potential losses from these higher-risk
assets.

e Track Record: The high-yield market has matured significantly over decades, becoming a
recognized and integral part of institutional fixed-income allocations, including within
the insurance sector.

In summary, the inclusion of SDHY bonds is not a radical departure from established
institutional investment practices but rather a strategic enhancement, provided it is managed
actively, within appropriate risk parameters, and in full compliance with regulatory
requirements.

CapVisor Recommendations and Conclusion

For small to medium-sized P&C insurers with admitted assets between $10 million and S1
billion, navigating the current economic landscape requires a dynamic and thoughtful approach
to investment management. The traditional reliance on high cash balances and solely
investment-grade bonds, while prudent for liquidity and capital preservation, may leave
significant income opportunities on the table, especially in today’s elevated yield environment.

This report posits that a carefully considered allocation to Short-Duration High-Yield (SDHY)
bonds represents a compelling strategic opportunity for these insurers. SDHY bonds offer a
unique combination of higher yields, lower interest rate sensitivity, and strong predictability of
returns that align well with the core objectives of P&C insurers: generating consistent income,
managing interest rate risk, and maintaining sufficient liquidity.

Key Recommendations:

1. Strategic Allocation: P&C insurers should explore making a modest, yet meaningful,
allocation to SDHY bonds within their fixed-income portfolios. The optimal allocation
percentage will vary based on the insurer's specific risk tolerance, liability structure, and
capital surplus, but even a small percentage can significantly enhance overall portfolio
yield.

2. Focus on Active Management: Given the complexities and credit risks inherent in the
high-yield market, active management is not just beneficial but essential. Insurers should
partner with investment managers who possess deep expertise in credit research, risk

13
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mitigation, and proactive portfolio adjustments to navigate market cycles and identify
attractive opportunities.

3. Regulatory Compliance: Any allocation to SDHY must be made with full awareness and
adherence to NAIC regulations and Risk-Based Capital (RBC) charges. Insurers should
factor in the capital cost associated with these assets and ensure that the enhanced
yield justifies the increased capital requirement. The NAIC's framework allows for
calculated risk-taking, and SDHY, when prudently selected, fits within these guidelines.

4. Continuous Monitoring and Rebalancing: The SDHY market is dynamic. Continuous
monitoring of credit quality, market conditions, and the insurer's own liquidity needs is
crucial. Portfolios should be periodically rebalanced to maintain desired risk exposures
and capital allocations.

5. Integration with Overall Strategy: The decision to invest in SDHY should be part of a
holistic investment strategy that considers the insurer’s total asset base, liability profile,
underwriting performance, and long-term financial goals. SDHY should complement
existing investment-grade holdings, adding a layer of yield enhancement and
diversification.

CapVisor Conclusions

Small to medium-sized P&C insurers seeking to optimize their investment portfolios for greater
income generation and improved risk-adjusted returns will find that Short-Duration High-Yield
bonds present a powerful solution. By carefully integrating SDHY through active management
and strict adherence to regulatory standards, these insurers can enhance their financial
strength, support underwriting profitability, and ultimately, better serve their policyholders. The
time is opportune for P&C insurers to evaluate this strategic asset class and leverage its benefits
to navigate the challenges of today’s investment landscape.

Carl Terzer, Chief Investment Strategist, CapVisor Associates, LLC
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