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A foundation ready for growth in 2023

consumers are facing a higher-risk world. The economy
has been battered by inflation and the efforts to tame
it. Volatile equity markets have reduced individual retirement
and investment accounts along with company valuations. At
the same time, employment has remained strong, contributing
to the war for talent, even as the threat of recession looms
ahead.

ﬁ s 2023 begins, we find that individual and business

Beyond the economic picture, the rise of cyber-crime, natural
catastrophes, and concerns about outliving retirement savings
have made consumers more aware of the need to find protec-
tion.

Given this backdrop, it may seem that any insurance industry
outlook for 2023 would be gloomy. Yet, as we look at the
macro-environment, we see a foundation for strong growth

in the property-casualty, life-annuity, and health insurance
sectors.

In this look-ahead Commentary, we identify the key pieces of
that foundation and why we think they indicate strong growth
in 2023. We also give an overview of our 2023 forecast for all
three insurance sectors. Next month, we will take a close look
at each sector and what growth might look like for each of the
major statutory product lines.

It’s (almost) about the economy

As we head into 2023, the possibility of a recession looms
over the economy. A decline in real estate prices, an inverted
yield curve, high inflation, and high-profile layoffs have all
helped to increase this possibility. Despite this, however, our
baseline is for economic growth, albeit slower than previously
forecast. If a recession were to occur, it would likely be short
and shallow.

The outlook for GDP (gross domestic product) growth and
continued strong levels of employment are positive for pre-
mium growth in both the property-casualty and life-annuity
sectors. Inflation is increasing expenses, but also is enabling
property-casualty insurers to take rate. Higher interest rates
are, finally, bringing some relief to life-annuity insurers, which
have struggled to find yield during a prolonged low interest rate
environment.

GDP outlook supporting P&C exposure growth

The growth in real GDP is a key part of the foundation for
property-casualty exposure growth leading to higher premi-
ums. Looking at 2023, we anticipate real GDP growth that is
modest, at best.
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Supporting that view is the Federal Reserve Bank of Philadel-
phia’s 2022 fourth-quarter Survey of Professional Forecasters.
Their estimate for annual GDP growth is 0.7%, down from the
previous quarter’s survey of 1.3%.* Much of this growth is
expected in the second half of the year.

There is some worry for a potential downturn in real GDP in
the first half of 2023. For the first two quarters of 2023, the
Philadelphia Federal Reserve Bank Survey of Professional
Forecasters predicts an almost 50% chance of a contraction,
decreasing for the second two quarters of the year.*

As we head into 2023, we look at the most recent GDP report
from October 2022. Real GDP increased on a quarter-by-quar-
ter basis at 2.6%, or 1.8% on an annual basis, in the third
quarter of 2022, driven in part by increases in exports, con-
sumer spending, and federal and state government spending.>

Strong employment positive for premium growth

Looking next at the employment market, we expect to see a
slower increase in payrolls as we head into 2023. Strong em-
ployment supports continued premium growth in all group ben-
efits. In addition, employment enables individuals to purchase
insurance and retirement products.

The Federal Reserve Bank of Philadelphia’s fourth-quarter
2022 Survey of Professional Forecasters lowered its 2023
monthly payrolls projection from 167,600 per month in the
third-quarter projections to 143,600.:

While still positive, we project that the unemployment rate will
increase slightly as the number of individuals looking for work
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increases. This was seen in the October 2022 jobs report.
The unemployment rate increased from 3.5% in September
to 3.7% in October as the number of individuals looking for
work increased, despite payrolls increasing 261,000 for the
month. Looking at 2023, the Philadelphia Federal Reserve’s
fourth-quarter 2022 Survey of Professional Forecasters proj-
ects an unemployment rate of 4.2% in 2023, up slightly from
the prior quarter’s forecast of 3.9%.:

Wage increases also continue to be a positive factor within
the labor market. Per the Bureau of Labor Statistics, total
private average hourly earnings continue to increase, begin-
ning the year at $31.56 in January and increasing to $32.58
in October, a 3.2% increase year-to-date. Since January 2021,
average hourly earnings have increased 8.9% through October
2022.3 Should the economy remain strong, we would antic-
ipate that wages will continue to increase. Supporting that
outlook is that several groups have already projected potential
wage increases in 2023 of 4% or higher.*s

Inflation giveth and taketh

Inflation hit a 40-year high during 2022. While elevated infla-
tion is expected to persist well into 2023, the outlook for price
increases should ease over the coming year.

For the property-casualty sector, stubbornly high inflation cre-
ated an array of issues, affecting underwriting results, pricing,
reserving, and investment management. One of the starkest
effects during 2022 was the impact on claim severity due to
increased input costs. For example, in its third-quarter 2022
10Q, Allstate reported property damage incurred claim severity
for auto losses up by approximately 27% year-over-year.s

While inflation has a negative impact on claims, it also sup-
ports property-casualty insurers’ rate increases to cover those
higher claims. The ability to increase rates in the face of infla-
tion should contribute to premium growth in 2023.

Going into 2023, there is some support for the notion that
inflation peaked in 2022 and is on an improving trend. The
all-items consumer price index increased 7.7% for the twelve
months ending October. This was better than expectations

and was the smallest twelve-month increase since the period
ending January 2022.7

An important factor driving inflation was the unprecedented
growth in the money supply since the beginning of Covid-19,
but money supply growth (as measured by M2) slowed during
2022 to more traditional levels and at a level more likely to
achieve the Federal Reserve’s 2% inflation target.

Fed interest rate hiking along with slowed growth in the money
supply are expected to slow inflation in 2023. The Federal
Reserve Bank of Philadelphia’s fourth-quarter 2022 Survey

of Professional Forecasters projects core CPI to slow to 3.5%
growth by year-end 2023.* This is up from the outlook a quar-
ter earlier, but a significant improvement from conditions over
the past two years. This will ease some of the upward pricing
pressure in the property-casualty sector and ease expense
pressure across the industry.

Interest rates bring relief to life insurers

While inflation contributes to the growth in property-casualty
claims and premium increase, Federal Reserve responses

to inflation are having a positive effect on life-annuity insur-
ers. In 2022, the ten-year Treasury rate rose higher than has
been seen in years. On November 7, 2022, the ten-year rate
reached 4.22%, in contrast to 1.63% on January 3, 2022. This
relatively rapid rise in rates has been driven by the Federal
Open Market Committee’s six rate increases during 2022 in
response to the high inflation rates observed during the year.

Looking at 2023, we expect to see continued rate hikes by
the Federal Reserve, albeit not at the same pace or level as in
2022. Evidence for that was seen in the November 30 speech
Chairman Jerome Powell gave to the Brookings Institution’s
Hutchins Center on Fiscal and Monetary Policy. In that speech,
he stated that the time for moderating the pace of rate in-
creases may come as soon as the December meeting.®

These increased interest rates are relieving pressure on
spread margins. For example, American Equity Life reported in
its third-quarter 2022 financial supplement that its investment
spread for the nine months ending September 30, 2022, was
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M2 Money Supply
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2.64%, compared to 2.16% for the same period in 2021. Its
return on average assets increased from 3.71% to 4.33% as
well.°

As a result, life-annuity insurers are likely to see higher net
investment income in 2023. Higher spread margins also allow
insurers to increase crediting rates on universal life and fixed
annuities. Those increased crediting rates are likely turning
into higher premiums. At Conning, we estimated that, based
on third-quarter 2022 statutory premium, as reported by S&P
Global Market Intelligence LLC, individual annuity direct pre-
mium increased 13% on a year-to-date basis compared to the
same period in 2021.

Rising interest rates mean that higher-yielding bonds are avail-
able for purchase. However, this only incrementally affects the
overall portfolio rates for insurers. The new rates are averaged
into the portfolio yields already being earned. While Conning
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forecasts increasing portfolio yields for the life industry, we do
not project portfolio rates to rise as fast as the ten-year rate
due to the averaging effects.

One concern about the increase in interest rates is the signal
of the yield curve inversion, which has been very persistent
and deep. This can be measured in multiple ways, but a
standard measure is the ten-year rate minus the two-year rate.
This yield curve inversion indicates another danger to the bond
portfolio: increased credit losses. Insurer credit losses during
the Covid-19 economic turmoil of 2020 were historically low
and mostly took the form of downgrades more than defaults.

While interest rates may rise, credit risk may also increase in
2023. Insurers may be balancing the two by de-risking their
portfolios. Many insurers have sought to improve their yield
through shifting to lower-rated BBB bonds and by taking on
a riskier profile in their asset portfolios overall. The higher
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interest rate environment may give them a chance to shift
back into safer higher-rated Treasuries and cash to reduce the
credit risk exposure even while increasing their portfolio yield.

Equity markets hindering growth?

The S&P 500’s recovery from the Covid-19 lows proved short-
lived. The recovery ran from March 2020 through December
2021. Over that period, the index climbed past pre-pandemic
levels. However, the S&P 500 cratered more than 20% be-
tween January 1, 2022, and November 22, 2022. Accompa-
nying that decrease was significant volatility. Looking ahead to
2023, equity markets may well continue to decline and remain
volatile.

While the S&P 500 decreased almost 20%, the insurance in-
dustry fared much better. Conning’s Personal Lines Index was
up 17%. Our Commercial Lines Index was only 2% lower than
the start of the year, and our Life Index was 4% lower.

The health of the equity market is one economic area that may
hinder premium growth in 2023. Publicly traded companies
are likely to remain under shareholder pressure to increase
returns. In the past, this has led to balance sheet restructur-
ings to reduce capital and an increased emphasis on share
buybacks and dividends. From a growth perspective, however,
those actions reduce the capital available to invest in new
products, markets, or technologies. We would expect that pat-
tern to continue in 2023.

In 2023, continued market volatility may also have an impact
on the ability of companies to raise capital through IPOs or
new stock issuance. At the same time, while public stock
represents a small percentage of life-annuity insurer portfolios,
the same is not true for property-casualty insurers.

Our analysis of property-casualty investments at the end of
2021, the latest data available, found the sector had 10% of
its assets in equities, excluding Berkshire Hathaway and State
Farm. A decrease in equity markets, therefore, has a ripple
effect on realized and unrealized gains. The property-casualty
sector has benefited from those gains as the markets rose; in
2023, those insurers may be on the flip side.

For the life-annuity sector, market decreases can have a
double impact. One impact is on revenue. The reduction in

Separate Account fees can be significant for insurers with
large blocks of variable annuity business. The second impact,
then, is on an increase in expenses. The cost of hedging the
risks from the embedded guarantees inside annuities increas-
es when markets are volatile. We would expect both impacts
during 2023 if markets continue their 2022 pattern.

The recessionary wildcard

From our baseline economic forecast, Conning expects there
to be overall positive support for continued premium growth.
Some of those factors will affect expenses and, in the case

of equity markets, potentially reduce revenue and capital.

Of course, this assumes the economy dodges a deep or
prolonged recession. However, should the economy see a
significant contraction, then our outlook for growth would be
challenged. As we head into 2023, we will continue to monitor
these economic inputs and the effect on the insurance indus-
try’s growth.

It's not just the economy

While the economy forms a key part of our 2023 forecast, it is
not the only part. From a demand perspective, we see custom-
ers still needing significant coverage to close their protection
gaps. Those gaps remain in 2023, and a hardening reinsur-
ance market helps create new markets. At the same time, the
ability of the insurance industry to realize growth opportunities
depends on continued modernization of technology. That
modernization is supported by an InsurTech sector undergoing
a shift in 2023.

Insurance gaps creating demand, but at a cost

Individuals and businesses will be buying new insurance

and renewing existing coverage in 2023 for the same reason
they always have: the need for financial protection. The gap
between their available resources and the potential financial
losses is significant for both life-annuity and property-casualty
customers.

The nature of catastrophe exposure is changing. Population
increases in areas subject to drought, flooding, sea rise, and
hurricanes, along with urban density and economic growth in
general, have caused insured values to increase due to the
accumulation of people and property in zones most affected
by climate change. Frequency and severity will generate in-

Insurance Stock Indices Compared to S&P 500 January 3, 2022, to November 1, 2022
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creased losses.”® While some insured losses will be retained by
the insurer, a substantial percentage of these insured losses
will be reinsured.

According to NOAA (the National Oceanic and Atmospheric
Administration), in 2022 (as of October 11), the United States
had experienced 15 weather/climate disaster events where
losses exceeded $1 billion.it Overall, these events resulted

in the deaths of 342 people and had significant economic
impacts on the areas affected. In total, NOAA reported that the
total economic loss was $29 billion from those 15 events.
That amount does not include the losses from Hurricane lan.
For the insurance industry, a significant portion of these eco-
nomic losses turn into insured losses.

As businesses and individuals seek protection from these
financial losses, new risks continue to emerge that create
growth opportunities. The need for protection from cy-
ber-crimes is a recent example. With everyday life increasingly
dependent on access to data and the Internet, this has been a
growth area in terms of product design and premium. In 2023,
we expect cyber-insurance premiums will continue to grow.

The challenge to meeting this consumer demand in 2023 will
be the availability of capital and reinsurance to support the
coverage. The current hardening of the reinsurance market
challenges an insurer’s ability to meet demand. If insurers
struggle to obtain coverage from reinsurers, the end users—in-
sureds—will ultimately see premium rates increase or reduced
coverage. At the same time, this hardening of the market has
created coverage gaps where forward-looking insurers can fill
voids and capitalize on growth opportunities with their unique
risk transfer skills and expertise. We expect to see the contin-
ued development of insurers looking to develop solutions to fill
those gaps in 2023.

Falloff in InsurTech funding shifting sector focus

In 2023, we anticipate that insurers will continue investing

in technology that will support the growth in premium and
customers. Doing so will require partnering with InsurTechs.
Fortunately for insurers, we see the InsurTech sector undergo-
ing a shift to a more sustainable approach to business.

After the frenzy of investments in 2021, the market for In-
surTech investments has significantly cooled down in 2022.
The recent stock market downturn has exacerbated the down-
ward slide of publicly traded InsurTech companies. Looking at
2023, the InsurTech sector is now entering a period of con-
solidation with significantly lower valuations driven by a more
limited funding environment than even a year ago.

Conning’s InsurTech Index (an index of 22 publicly traded
InsurTech companies) demonstrates the precipitous slide in
market capitalization of these companies.

This signals a new era for 2023, where InsurTechs with weak
balance sheets and earnings profiles will struggle to raise
capital. Increasingly, InsurTechs will be forced to demonstrate
the long-term sustainability of their business models to attract
new investments. Most InsurTech companies will need to
adopt austerity measures and cut costs to achieve profitability

© 2022 Conning, Inc.
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and avoid raising capital at drastically lower valuations.

Not all is gloom and doom in 2023. While InsurTechs recently
suffered as investors sought more profitable opportunities,
we believe the sector is here to stay. Lower valuations and a
decrease in available funding could prove to be the ideal mix
for some investment firms looking for InsurTech acquisitions
at bargain prices. We expect to see PE (private equity) firms
more active in this sector and more deals like the Lemonade
and Metromile deal in 2023 as companies with strong cash
reserves look for InsurTech acquisitions at bargain prices.

The stratospheric valuations of 2021 proved to be unsustain-
able, and the current levels of valuations are becoming the
new norm. Looking ahead to 2023, InsurTech companies will
delve deep into streamlining expenses and lower their cost

of operations to survive during the current economic down-
turn. Those that are unable to quickly adapt to a lower cost of
operating environment may need to raise additional capital at
significantly depressed valuations. The current market dynam-
ics will create a strong momentum for consolidation, which will
lead to more mergers and acquisitions in 2023 and beyond.
All of this will create an interesting future for InsurTechs.

For insurers, the shift away from high-flying “disruptors” to
more sustainable InsurTech partnerships focused on helping

Conning’s InsurTech Insurance Stock Index
Indexed to 1/3/2022
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insurers and distributors solve problems is a positive. Our
analysis of expenses reported in statutory filings has found
that both property-casualty and life-annuity insurers have been
investing in technology at almost three times the growth in
liabilities.

A foundation set for growth

While the performance of each product and sector has its
unique set of drivers, they are building on a macro-environ-
ment foundation discussed here. As in 2022, however, there
are a few wildcards that could affect growth positively and neg-
atively. We would be remiss if we did not point out the ongoing
rise in global unrest. How that plays out has ramifications for
the insurance industry and all of society.

Closer to home, the midterm election brought gridlock back
to Congress. That said, states and federal regulators may
seek workarounds to that gridlock. Those workarounds could
certainly change the business climate and regulatory environ-
ment for insurers.
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While investments in technology are leading to real efficiencies
for insurers, they are also changing the nature of the insur-
ance workforce. In 2023, an insurer’s ability to attract, devel-
op, and retain highly skilled technical staff is crucial to winning
the competitive battle. As a result, the industry’s success in
the war for talent could be a determining factor in who wins or
loses in achieving growth.

So, looking out at 2023 from mid-December, we forecast con-
tinued premium growth across the life-annuity and property-ca-
sualty sectors. Both sectors are forecast to enjoy positive net
operating results and net income. Next month’s Commentary
will take a close look at the performance of each sector and

their major product lines.
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Conning’s New and Upcoming Releases

InsurTech: Artificial Intelligence Focus Series

Next in our series of InsurTech focus series reports, Conning examines
artificial intelligence across both property-casualty and life-annuity sectors.
Building on our previous installment, “The Pressure to Innovation Through
RPA,” Conning explores how artificial intelligence is quickly becoming an
essential business capability for insurers. The focus series report starts by
defining Al and analyzes forces motivating Al adoption. Next, the report dis-
cusses how insurers quantify their return on significant Al investments. The
study concludes with our outlook for this technology, including how insurers
can build a winning strategy, the impact of Al, and impacts with respect to
ESG. Case studies highlighting InsurTech startups and insurer use cases
are featured throughout the report. Coming soon

Embedded Insurance Focus Series

Embedding insurance in the products and services of noninsurance
companies is both an old practice and potentially the most disruptive trend
in property-casualty insurance today, presenting threats and opportuni-
ties to insurers, reinsurers, brokers, MGAs, and InsurTechs. Our study will
analyze the technology advances that have transformed perceptions of
embedded insurance and the economics—including, crucially, the behav-
ioral economics—that have generated such high investor excitement. How
far might this revolution extend, and who will win and who will lose in the
process? Coming soon

U.S. Insurance Industry Outlook

Conning’s annual presentation of the year ahead for the insurance indus-
try examines property-casualty, life-annuity, and health sectors. This year’s
outlook finds significant growth opportunities, with increasing demand for
insurance and risk transfer products as well as increasing input costs and
expectations for future claims costs—all translating into higher premiums in
just about every insurance sector. The 2023 report also reviews the numerous
uncertainties and new risks insurers face heading into the new year. Our view
is the opportunities for insurers to grow and enhance their relevance far ex-
ceed the challenges they face. Coming soon

Global Insurance M&A in 2022

This study, Conning’s 33nd annual in-depth analysis of global insurance
M&A (mergers & acquisitions), reviews insurance M&A transactions an-
nounced in 2021. The analysis covers acquisitions of insurers in one volume
and distributors and insurance service providers in a second. Coming soon

ANNUAL—Personal Lines State Environmental

Conning’s Personal Lines State Environment Annual provides a detailed
look at the premium growth and profitability outlook in each of the states.
The review focuses on the unique characteristics of each state that cause its
outlook to diverge from Conning’s national forecast. Historical performance,
legislative and regulatory changes, as well as economic and demographic
trends are reviewed, with an eye on the key drivers of state premium growth
and profitability. Coming soon

Life Settlements—Growing Through Turbulence

The economy emerged in 2021 with an outlook for renewed growth. How-
ever, consumer concerns about Covid-19 lingered. Those concerns led to a
decrease in the amount and number of life settlements in 2021. During 2022,
global unrest and Covid-19 have created an economic environment of high
inflation. In response, central banks are raising interest rates, possibly leading
to a recession. Given this economic turbulence, what is the outlook for contin-
ued life settlement growth? Released October 2022

2022 Managing General Agent & Program Market Annual:
Strategic Study

MGAs (managing general agents) are increasingly at the forefront of prod-
uct, technology, and business model innovation in commercial and personal
lines insurance. They account for a growing share of product distribution in
these markets. This will be the ninth year that Conning has analyzed the uses
of MGA distribution using industry-filed data from insurers. We will explore in-
depth the talent and technology that a modern MGA needs to start and suc-
ceed and look at the diverse universe of Lloyd’s U.S. coverholders, the MGAs
backed by the world’s largest insurance market. In common with previous
studies, we will also present the results of our annual MGA survey, offering a
granular view of how the market is evolving. Released July 2022
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Asset Manager Re/Insurers: The Ongoing Quest for More
Assets: Focus Series

The U.S. annuity industry continues to undergo significant restructuring
as asset managers and private equity firms acquire or establish liability
platforms. However, as more platforms emerge, the competition for annuity
liabilities is increasing. Conning continues its ongoing analysis of the restruc-
turing that is changing the U.S. annuity landscape by considering where these
platforms may turn next in their search for new liabilities. Could life insurance
and non-U.S. liabilities be next? Released April 2022
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