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Valuation Arbitrage

I 10 Year Historical Life Insurance Price to Forward Earnings I
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International Activity by North American
Companies

($in millions)
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Illustrative Components of Historical EPS Growth

Organic Top Line  Share Buybacks MaA Expense Saves  Abowe Awg. Investment Total
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Long-Term Trend Towards Greater Scale

Market Share of Top 10 Players by Product

m  Technology costs e Tam o

cividulDisaity

®  Distribution demands nsurance (00

Group 01

m  Back-office scale

b LTC

®  Product development and innovation

copie

®  Brand

em—

Flight to quality Foced pnnies

Rei Lo

m  Cost of capital / Balance sheet volatility

Source: WallStreet research.

1
Ranking of Top 50 Financial Institutions
Sabiion
I 2000 [ [ 2005 |
e e [aanksrmmans | [ Beslel ] forokereers| [ msurance
u

SOA 2005 May Spring Meeting - 61PD, Where Did All the Mergers and Acquisitions go?



($in billions)
I Company | [market cap I Company | [market cap
NG 608 Jefferson-Pilot 6.7
axa 470 Nationwide Financial 56
Allanz 448 Torchmark 54
Alstate w76 UnumProvident 51
Manuife 361 Assurant 6
MetLite 309 Conseco 30
Prudential US 307 Protective 27
Hartord 22 StanCorp Financial 21
Prudential UK 209 Amerus 18
AFLAC 199 Industial Allance 18
Aegon 101 Delphi 11
Great-west 193 Phoenix 10
Suntife 184 AEFA B
Genworth 134 NY Life .
Principal Financial 114 Mass Mutwal
Lincoln National 73 Pacifc Life
N5, Market data a5 f 51305
12
I Acquirors vs. S&P 500 @ I
-8%- 7.3%
1998-2000 2001-2002 2003-2004 2005 Q1
mMEA uS&P
Notes
Loy
@) periomance of Varch 31,2005, 2005 Q1.
Source: Securtes Data Company, e
" 13
(Sin millions)
Announce Date _Transaction (sco  Targe 1osy  200m 200 00
113172005 et feIn,  Travelers Lie & Annuty O 2e% @2 ss7
101182004 Scrish Re /ING US L Reisurance Business 2 om0 us ns
252004 rom 02 39 01 a1
12112003 erfod Lite and Aciden nsurance Co. 1 CNA FinancalCor. Group Benefts 23 68 w0 10001
111712003 Prusental 1 Cigna Retement o8 01 s 2021
912812003 Manuite | John Hancock e 03 wny  usey
9172003 AXA TMONY 20 62 o e
51302003 Bk One | Zuch Financial(cenan U, L Ops) 13 08 sis3 64
2282003 e ins Co) e FE ) s ason
2172003 GreatWest Lieco  Canada L 0 ae 00 @2
127202002 Prusenta 1 American Skancia 09 35 ©@n  weo
12172001 Sun it / Carica Lt 09 01 @y w3
182001 Natonide Financa | Provident Mutual w az o1e ©10)
713012001 Sviss Reinsurance { Lincon Natonars Reisurance Operaions 08 @2 w2 ey
32001 Sun L / Keypon L 00 a9 00wy
47262001 OId Mt ity and Guarany Lie o 03 (045) @
4042001 AIG 1 Amercan Genera w s saaz
112012000 ING Groep 1 Actna . (. Serv & Itemationa Uns) ea e wose  ss2m0
6292000 RBC 1 Libery L 14 we s2 ary
5112000 ING  Refasiar Fiancia 01 76 me  seno
71911999 Allstate / American Heritage Life. 14 “8) 4020 (1.407.0)
21801999 Aegon  Transamerica 56 79 127 24w
8201998 AIG | Sunamerica @5 ey ey asaes
7811957 ING  Equtableof v o5 a aama 2z
e L U L)
Wedian 02 is 14 2100
5. Al dolla amouns 1 US dolls
1 14

SOA 2005 May Spring Meeting - 61PD, Where Did All the Mergers and Acquisitions go?



Where Did all the M&A Go?

2" Life Insurer M&A

& 2003-2004 Characteristics

Search for external growth

Renewed focus on capital
Opportunities outside U.S.
Return of private equity
Significant activity by reinsurers

Two Markets:
a)  Growing, viable companies
b)  Run-off blocks

Search for scale: Consolidation savings
Diversified distribution and product portfolio

" Characteristics of

e Life Insurance Targets

“Strong” Sellers

—

= Proprietary High Growth Products or
Distribution

Expandable Products or Distribution

Efficient Administration

Recognized
Brand/Franchise

Strong Management

Source: Banc of America Securities L.L.C.

“Weak” Sellers

Limited Product and ~ Distribution
Inefficient Administration
Limited Brand

High Cost of Capital/Rating
Pressure

Risky Product Design

Risky Investment Strategy

Weak Management
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3 Recent Transaction Pricing

m Discount Rates have not Trended Down with Interest Rates

B GAAP Results are Less of a Constraint Due to Reduced Trading

Multiples

m  Renewed importance of actuarial appraisal (DCF analysis) as focus

shifts to underlying value

5 What is an Actuarial Appraisal?

m  Discounted Cash Flow analysis, where:

Distributable Cashflow = After-tax Earnings minus
Increase in Required Capital

= Premium + Investment Income

— Benefits — Expenses — Commissions

— Increase in Statutory Reserves

— Taxes

— Increase in Required Capital

Components of an Actuarial Appraisal

s

Component of Value

Other
items

Company
Value

StatutoryNet ~ Embedded Value  Actuarial Total Company

Worth Appraisal Value Value
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3 Valuation Issues

Price v. Appraisal Value: 2001-2004
Life Transactions in Excess of $250 million
Price as a % of
ABV +
Transaction Discount Rate Value of Inforce Total Appraisal Value
1 9% - 13% 107% 82%
2 9% - 13% 109 90
3 8% - 12% 124 92
4 10% - 14% 108 99
5 8% - 12% 147 108
6 9% - 13% 84 84
7 10% - 14% 104 86

Note: Ratio based on discount rate in midpoint of range.

Market Value v. Reported Embedded Value

Market Value/ Market Value/
Reported Embedded Value Estimated Appraisal Value

Nov. Oct. Dec. Feb. Nov. Oct. Dec. Feb.

2001 2002 2003 2005 2001 2002 2003 2005

CGNU 151 128 122 139 080 096 094 114
L&G 145 134 123 124 091 104 1.00 092
Pru UK. 197 152 170 145 089 090 102 101
Aegon 1.98 119 117 091 072 082 1.05 087
AXA 173 157 158 130 086 088 115 088
ING 1.68 140 142 150 1.04 0.92 126 1.04

Source: Morgan Stanley analysts’ reports.

! valuation Issues and Challenges -
3 Variable Products

®  Variable Annuity and Variable Life have been areas of significant growth in the U.S. industry

m  Profitability of Variable Annuities depends heavily on growth rate of underlying assets since
revenue is driven by assets under management

m  Death and income guarantees in Variable Annuities have been popular but increase
volatility. Policyholder behavior may be highly anti-selective for certain types of benefits.

®  Use of stochastic analysis to determine costs for asymmetric benefits and, potentially,
revenue

Variable Life is less dependent due to insurance charges

Proposed NAIC Capital Requirements can be severe for unhedged guarantees.
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“* valuation Issues and Challenges -

Interest Environment

m  The general historic decline in interest environment has permitted companies to
manage spreads to optimal levels

®  The economic environment may place pressure on interest spreads

m  Guaranteed Rates for inforce business vary by period of issue with life rates slightly
higher than annuity rates

m  New money rates have declined to a level where certain carriers will realize reduced
(but positive) spreads over time under continuation of environment

m  Certain lines of business have been (or may be) highly affected by interest
environment:

a) Long Term Care: Reinvestment risk has caused some carriers to have to raise
rates on new business and/or inforce
b) Fixed ities: Di iation could cause p! if rates rise sharply

] Pottentlal use of stochastic analysis to measure asset-liability mismatch and cost of
ptions

L E .
Valuation Issues and Challenges -
Expense Savings
®  Value of cost savings varies by buyer
m  Greatest potential for cost savings:
m  Systems
m  Corporate support
m  Distribution
®m  Target Cost Savings are often 20+% of the acquired company cost structure
®  AIG/ American General: $400 million expected
®  Hancock/Manulife: $250 million expected
m  Metlife/Travelers: $150 million expected
m  Excessive cost savings can damage intrinsic value of organization
m  Several effective consolidators have utilized outsourcing
2
RS

Other Valuation Issues and Challenges

m  Bond defaults in 2002-2003 were 200-300% of historic average, but have since stabilized

= Mortality once again is an issue

a) 2001 VBT v. 1975-80 S&U mortality slopes
b) Future mortality improvement

m  Reserve issues

a) XXX and AXXX reserves
b) Variable products

m  Long Term Care experience: evolving market

a) Termination rates
b) Mortality curves

m  Tax consequences
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RS
EGAAP Accounting Issues

m FAS 141/142: Allocation to intangibles and goodwill recoverability

® |mpact of low interest rate environment

® SOP 03-1 and earnings volatility

Where Did all the M&A Go?

e
r Market overview

m Concentration

m Revenue growth

m Penetration

® Non-spectacular ROEs
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Recent M&A activity shows a slightly larger
concentration of top 10 insurers by net written premium

46.30% 29.90%

Life & Health Property & Casualty

W Topl0 @ 11-50 @ Remaining Groups

Note: Data as of December 31, 2004. Companies are ranked by net written premium.
Source: Best's Aggregates & Averages Life-Health, Property/Casualty United States & Canada, 2002 Edition.

The insurance industry is beginning to keep pace
with the banks for consolidation

2004 Market Share by Sector
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Concentration of insurance industry by premium

Life and Health Groups

1995 1997 1999 2001 2003 2004

Property and Casualty Groups

1995 1997 1999 2001 2003 2004

O Top 10 Groups O Groups 11 - 50 O Remaining Groups

Note: Data as of December 31, 2004. Groups are ranked by net written premium. Source: Best's Aggregates & Averages
Life-Health, Property/Casualty United States & Canada, 1995-2004 Editions.
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Penetration of insurance industry, U.S. vs. world

Premium
as % of
GDP

HLlife ONon-Life

1568

o 702

South Africa
United States

United Kingdom

Country

Note: All figures are in % of GDP 2003,
‘Source: Swiss Re, sigma No. 3/2004. .

Penetration of insurance industry, U.S.

Premium
as % of
GDP .
a% Life
— —Non-Life
6%

2% +
1972 1978 1974 1975 1976 1977 1978 1970 1560 1961 1962 1963 1984 1565 1965 10G7 1563 1960 1990 1991 1092 1003 1994 1096 1996 1967 1998 1569 2000 2001 2002 2003
Year
Source: Bureau of Economic Analysis (10/31/2003); Swiss Re, sigma No. 3/2004 for 2003 27
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Source: SNL Financial -
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Summary

U.S. insurance market has characteristics that make sustained
organic growth difficult

®m High market penetration

® Low growth in industry premiums

m Relatively non-spectacular ROEs

M&A is the logical outcome...

" Market share of mutual life

insurers has dropped significantly

Percentage of Total Admitted Assets for U.S. Life-Health Insurers
Attributable to Mutual Organizations*

50%

411% 4 o5 41.0% 40.8% 4039

38.9%
s 38.4% 37.8% 37.5% 36.7% 35,496

30%

20%

16.4% 16.3% 16.3%

10%

1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003

*Mutual holding company groups included with mutuals.
Source: Best's Aggregales & Averages Life-Health,

Disincentives to property & casualty M&A

B |egacy systems

m Legacy personnel

m Legacy thought processes

and, of course...

m Legacy LIABILITIES

These create incentives for “renewal rights only” deals
and “virgin” startups, particularly in reinsurance...
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The drivers of M&A in
the insurance industry remain unchanged

External Drivers
Changing demographics

and customer demand :
customer de s Internal Drivers

Access to capital, customers and Continuing
markets M&A
Activity

‘ Globalization

‘ Need for critical mass

‘ Deregulation

‘ Economies of scale

Rating agency/stock analyst
pressure

Other trends/events also point to increased
insurance M&A activity over the longer term

®m |nsurance executives continue to believe M&A is important

m Cataclysmic events occurring in the market could force mergers

and acquisitions

m There is also the potential for further spin-off activity

® European insurers continue to show interest in acquiring
U.S. companies

m Cost and complexity of compliance with Sarbanes-Oxley and other
regulatory entities may force smaller companies to merge

Challenges to acquisition success

Companies have had varying degrees of success with the acquisition process...

Source: 1996 Economist Intelligence Unit Source: 2003 Tillinghast
Survey of 150 Company Senior Executives Survey of 30 Insurance CFOs

Successiul worth repeating) Al or most of the deais fel
1190 below expectatons
5o

Allor most of the ransactions
xceeded or met expectations
3%

Successtul (ot worth Some deals me.
)

Unsatsfactorydisastious repeating
505 0%

expectations
4%

...Due to arange of potential reasons

Problems Encountered in M&A Transactions

That Did Not Fully Meet Expectations
abiy 1o manage arget 530
o D ot anicpate freseeable events a0
ymery nonevstent o veresimated 522 ke pd o0 muc
= Acqurerpaid oo mueh a0
511
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s e o pin off or Tudate 100 much 205
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Source: Survey of Forbes 500 CEOs, assessed on a Source: Tillinghast Life Insurance CFO Survey #4, 2003.
scale of 110 7, where 7 i high
44
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These pitfalls result from failures or
omissions at key stages in the acquisition process

Strategy Due Diligence Implementation

m Incompatible m Overly high m Inability to manage
cultures acquisition targets

m Nonexistent or premium m |nability to
overestimated m Did not anticipate implement change
synergies foreseeable events u Clash of

= Incompatible m Unhealthy management styles
marketing systems acquisition target

= Need to spin off or

liquidate too much

The keys to implementation
success are often people related

m Keep key talent

m Ensure good understanding and communication of objectives and

synergies

m Be able to manage and implement change

® Build a new culture that incorporates
“best of both”

m Align people’s incentives with the successful implementation

of the merger/acquisition

A Time for Exuberance?

Cartoonbank.com

Mgl == L

(ol

"Well, let's do something and do it quickly, because

I'm sitting on a big pile of cash over here.”
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2 Or Caution?

©Cartoonbank.com

N,

“My gut tells me this is a time to mute our hoopla.”

5 M&A Drivers and Constraints

I Drivers [Nl Constraints 1
m Search for growth ®  Lack of seller motivations
= Distribution m Improved capital positions
m Expense saves ® Hard markets
= Benefits of scale = Mutual companies
m Back-office m Social issues
m Technology ® Buyer's return criteria / caution / valuations
® Distribution ®  Shortage of motivated buyers for large properties
= Product = Quality of properties for sale
= Brand = Lowinterest rate environment
m  Cost of technology / Legacy issues m  P&C:
m  Creation of long-term market leaders and m Balance sheet exposures
survivors m Skepticism regarding scale benefits /
m  Exit from non-core / capital re-allocation tradeoffs

m  CEO succession

m  Ratings / capital pressures
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