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By Matt Daly, Head of Corporate and Municipal Teams, and Denzil De Bie, Head of Credit Research - Europe

Potential business exposure to the growing concerns of climate change is becoming an issue for more insurers, and
regulators are picking up the mantle as well. Regardless of how this affects an individual insurer’s business practic-
es, for all insurers it creates a need to understand transition risk, i.e., the investment risks - and opportunities - that
may arise in response to how efforts to reduce carbon emissions may affect market conditions.

Momentum has clearly risen globally to address climate change concerns, and Conning anticipates that the path
ahead will include more changes related to carbon emissions in both public policy and insurance industry regula-
tions. From an investment perspective, Conning believes insurers should consider transition risk and the potential
impact on both credit fundamentals as well as valuations.

Conning believes its credit analysis is more robust when it includes potential climate impact as it provides a longer-
term view of how a credit may perform. Efforts to lower carbon emissions may impact some industries more than

others and may not affect all companies in an industry equally. Identifying better-performing securities will remain
our goal, and this deeper understanding may help insurers enhance the long-term value of their investments.

Regulations Grow with Climate-Change Concerns

Awareness continues to grow regarding climate concerns and the broader context of environmental, social and governance
(ESG) activities. Several recent events suggest more formalized actions may be coming to the insurance industry regulatory
environment in response.

Figure 1 U.S. Greenhouse Gas Emissions by Economic Sector, 1990-2019
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Prepared by, Conning, Inc. Source: U.S. EPA’'s Greenhouse Gas Inventory Data Explorer,
https://cfpub.epa.gov/ghgdata/inventoryexplorer/index.html#allsectors/allsectors/allgas/econsect/all
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The U.S. has generally trailed Europe as well as Asia in addressing climate concerns. For example, the European Union
(EU) has incorporated recommendations from the Task Force for Climate-related Financial Disclosure, and most Euro-
pean insurers soon will be required to demonstrate they have the systems and processes to understand and quantify
the financial impact of climate change on the business, including investments. The EU has also committed to become
carbon-neutral by 2050, which is expected to have a huge impact on businesses overall and may be transformative for
certain industries.

President Biden appears committed to have the U.S. catch up. On his first day in office, he announced that the nation
would rejoin the 2015 Paris Agreement of the United Nations Framework Convention on Climate Change, an agreement
aimed to substantially reduce global greenhouse gas emissions that also commits the U.S. to becoming carbon neutral
by 2050. Recently President Biden added to these measures, setting a target for the U.S. to achieve a 50-52 percent
reduction from 2005 levels in economy-wide net greenhouse gas pollution in 2030. (U.S. net greenhouse gas emissions
fell 13% between 2005 and 2019, according to the U.S. Environmental Protection Agency,! as illustrated in Figure 1.)

Meanwhile, in the U.S. insurance industry, a number of firms have reported that climate change is affecting their under-
writing by driving up the costs of natural disasters like hurricanes and wildfires. U.S. insurance regulations are showing
signs of requiring some type of recognition by insurers. The National Association of Insurance Commissioners (NAIC),
along with the states of California and New York - both viewed as first-movers in state regulatory requirements - now
require that insurers provide company-level climate-risk impact assessments.

From Education to Action

Regulatory action regarding climate-change risk appears to be generally following a process of education, information and
then action.

The steps are intended to help insurers understand the issues and key metrics: what contributes to increased carbon emis-
sions, what are the current levels, how do you track their movement, etc. As insurers monitor these factors over time, the
figures become more meaningful and can help insurers identify the drivers to change.

Understanding climate-change risk factors may be a new step,

but the process is similar to the “own risk and solvency assess-  “Once insurers understand the

ment” (ORSA) that many insurers undertake under the guise of concepts and the risks they
J

enterprise risk management. As with the incorporation of ESG th d t h d
factors into Conning’s investment process, adding the climate- en nee O assess ow an

related focus puts more guidelines around the risk assessment,  LO what extent these factors

providing an enhanced framework to identify and monitor po- ~ Will impact their business.”
tential areas of concern.

Once insurers understand the concepts and the risks, they then need to assess how and to what extent these factors will
impact their business. How will they prioritize carbon emissions? How will this affect the management of their portfolios? Each
insurer will likely need a custom solution for its business needs and objectives.

Identifying the Risk, Avoiding “Stranded” Assets

Many factors affect the level of climate-change risk an insurer faces today. Firms insuring against weather-related events may
already be feeling the effects of higher claims, while those insuring lives may see little impact. However, life insurers may need
to take a longer-term view of the risk climate change could play on investment assets given the longer-duration profile of their
portfolios; P&C firms, with their generally shorter-duration portfolios, may have fewer concerns for the time being.

Conning’s credit research includes proprietary ratings of ESG risk (Strong, Average or Weak) for each issuer. Our process con-
tinues to evolve and analysts are beginning to assess an issuer’s CO2 intensity and its bearing on our ESG assessment in the
context of the industry and relative to peers. From this analysis, we assign a Low, Medium or High transition risk factor to each
issuer as well as industry. We pay particular attention to companies in the manufacturing, mining, energy, utilities and automo-
tive areas given the carbon intensity of their industries.
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Figure 2 Sample Conning Transition Risk Reporting

Prepared by Conning, Inc. Source: ©2021 Conning, Inc. Provided for illustrative purposes only.
We generally identify risks among the issuers in two categories:

* Technology risk is the risks and opportunities associated with the technological shift in products and energy consumption
patterns in moving toward a low-carbon economy.

¢ Policy risk encompasses the regulatory and legal aspects that a firm will need to comply with as certain jurisdictions
require behaviors consistent with climate-aware strategies, e.g., the California Thermal Coal Test.?

Within client portfolios, we also watch for potential “stranded assets,” or assets that turn out to be worth less than expected
as a result of changes associated with the energy transition. (As an example, in Australia there are coal-fired power plants
that are no longer economically viable.®)

Conning’s analysis is not intended to be a moral view of an issuer or industry and is not intended to be an exclusionary
endeavor. We are trying to enhance our assessment of the financial risks companies face from climate change, such as how
many have patents that will support them in lower-carbon initiatives, and what that may mean for credit worthiness and valua-
tions in the long term. We believe the process improves our overall view of a credit and use that to develop recommendations
for our clients, who ultimately decide on the best strategy for their businesses.

Applying to Portfolio Management

A number of Conning’s U.K. clients are considering incorporating new guidelines for their portfolios, such as maximum aver-
age carbon emissions among the securities in which they invest, or a limit on the amount of transition risk to include in the
portfolio overall. Some have gone further. For example, at the end of 2020 the Corporation of Lloyd’s ESG Report stated its
commitment to phase out investments in thermal coal-fired power plants, thermal coal mines, oil sands and new Arctic energy
exploration activities by 2025.

The U.S. is seeing movement as well. As an example, some U.S. insurers have begun efforts to add more climate-friendly secu-
rities to their portfolios. For example, “green bonds,” i.e., debt funding for environmentally focused projects such as solar-panel
farms, are growing in popularity. Moody's forecasts that in 2021 there will be $375 billion of green bonds issuance - a 39%
increase from 2020 (which was up 32% from 2019-2020). Moody’s also predicts issuance of $150 billion in “social bonds”
(financing intended to effect positive social change) and $125 billion in “sustainability bonds” (financing or re-financing to
continue and enhance environmental and social goals).*

Conning’s analysis seeks to integrate all risk and opportunities related to an investment portfolio, including transition risk.
Our effort includes helping insurers build an investment strategy that suits their business needs and tolerance for risk and
helps them understand the regulatory environment and the evolving investment landscape. Additionally, Conning offers the
necessary data and reporting tools to allow clients to customize investment portfolios for their unique preferences to reflect
climate-specific goals (see Figure 2).
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