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Backdrop

B Between the beginning and end of our 1999-2003 study period, the life insuran
industry’s portfolio managers have been faced with rapidly falling interest rate level
high-profile corporate defaults, and rating agency downgrades. Undoubtedly, the
factors have made their tasks today much more difficult than five years ago.

B Interest rates have fallen sharply since mid-2000. After climbing throughout 1999 ai
peaking at 6.50% in May 2000, the Federal Funds rate plummeted to 1.75% by the &
of 2001, fell further to 1.25% in 2002, and ended 2003 at 1.00%, its lowest level in mo
than 50 years. Likewise, yields on 10-year Treasuries fell from 6.45% to 3.37% betwe
year-end 1999 and May 2003, before rebounding to 4.27% at year-end 2003. A-ratt
corporate bond rates dropped from 7.44% to 4.38% between December 1999 and Jul
2003, before increasing to 4.88% by the end of 2003.

B Severa insurers were exposed, some much more than others, to corporate defaults su
as Enron, WorldCom, and Global Crossing in 2001 and 2002. In addition, ratii
downgrades have considerably outnumbered upgrades as Moody's and Standard
Poor’s ratios of bond downgrades to upgrades were more than 5:1 and 3:1 for 2002 ar
2003, respectively. The combination of these defaults and downgrades has led to
deterioration in the quality of the industry’s bond portfolio over the past three years.
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B The purpose of this study is threefold. Firgt, it examines how insure
have structured the asset side of their balance sheets and presen
allocations of the primary asset classes.

B Second, the report benchmarks the industry’s investment incon
earnings (in overall dollars) by asset class for the entire study univer
and each of the six peer groups from 1999 through 2003. Investme
income return trends, in total and on a more meaningful “adjuste
basis, are also presented.

B Third, the final three chapters provide a more in-depth view of it
industry’s various asset types and their respective return performanc

over the same period.



Asset Allocations

Allocation of Investable GA Assets, Study Universe

ixed-income assets have (as a % of total investable assets — statutory reporting basis)
|sen dlightly each of the
ast three years and now
ccount for 95.7% of the — 220 2001 2L 200
ndustry’ s investable
lSSGtS as Of 2003 Fixed Income
onds account for the Cash & Short-Term Bonds 3.5% 3.1% 3.4% 3.8% 3.2%
verwhelming majority of
feinsurers investable Long-Term Bonds 76.6% 77.1% 77.9% 79.2% 80.5%
ssets, increasing from Total Bonds 80.1% 80.2% 81.3% 83.0% 83.7%
ust over 80% in 1999 to
early 84% in 2003 Mortgages 13.5% 13.3% 12.6% 11.6% 11.0%
he decreasing allocation Preferred Stock 1.0% 1.0% 1.0% 0.9% 1.0%
0 mortgages and rea Total Fixed Income 94.5% 94.5% 94.9% 95.6% 95.7%
State come as no surprise
S companies are wary of :

S . Equity
neir limited liquidity.
nsurers wishing to Common Stock 2.3% 1.8% 1.5% 1.1% 1.2%
ETQ:;'endsome ?aaozrzo Real Estate 1.2% 1.0% 0.9% 0.8% 0.6%
ow with greater liquidity Schedule BA 2.0% 2.7% 2.7% 2.6% 2.6%
y using CMBSs, MBS, Total Equity 5.5% 5.5% 5.1% 4.4% 4.3%
Ind REI TS Source: Company filings, Conning Research & Consulting, Inc. analysis




Gross | nvestment | ncome Returns

GIR, Study Universe
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Gross I nvestment | ncome Returns:

By Peer Group
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GIR by Peer Group
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Expenses

(penses as a
rcentage of average
vested assets

proved each year
ring the study period,
ling from 52 bpsin
99 to 40 bpsin 2003.

1 an aggregate basis,
.5% of all gross
vestment income
rned from 1999
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t investment income.
>neral expenses
‘ated to investments
nounted to 3.5%, and
lerest expenses
counted for another
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Gross Investment Income Components: 1999-2003 Weighted Averages
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Real Estate
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Bond Holdings

B At $1.92 trillion, bonds—including short-term bonds and structured securities—make up the largest
portion of lifeinsurers’ GA assets, accounting for more than 83.7% of investable GA assetsin 2003.

B Long-term bond holdings, as a percentage of investable assets, have risen each year over the five-ye
study period, with the largest increases (1.3%) occurring in 2002 and 2003.

Long-Term Bond Holdings, Study Universe
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82% -
8 1% - 80.5%
80 %
79 %
78 %
T7%
76 %
75%
74 %

73 %

1999 2000 2001 2002 2003




Bond Holdings:

By Peer Group
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Long-Term Bond Holdings by Peer Group
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Bond Holdings by Sector

ith the exception of 2002,
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justrial bonds has Distribution of Bond Holdings by Sector, Study Universe
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Bond Maturity
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Average Maturity of Bond Holdings by Peer Group
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Bond Quality

ween 1999 and 2002,
quality of insurers Average Quality of Bond Portfolio, Study Universe
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Bl G Bonds

th the exception of 2002,
G bonds as a percentage
the bond portfolio has
nained stable. The 2002
ke can be attributed

stly to the industry’s
oosure to high-profile
porate defaults.

e average quality rating of
G bonds (3.52 in 1999
sus 3.64 in 2003) has
wly deteriorated. Most of
s deterioration can be
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Below Investment Grade (BIG) Bonds, Study Universe

1999 2000 2001 2002 2003
Investment Grade Bonds as a % of
Bond Portfolio 92.5% 92.5% 92.4% 91.4% 92.5%
Average Quality of Bond Portfolio 147 1.48 151 151 1.50
BIG as a% of Bond Portfolio 7.5% 7.5% 7.6% 8.6% 7.5%
Average Quality of BIG Bonds 3.52 3.58 3.60 3.62 3.64
BIG as a% of Investable Assets 6.0% 6.1% 6.1% 7.1% 6.3%
BIG asa % of Modified Capital &
Surplus 42.4% 42.3% 46.2% 58.7% 49.5%




Bonds. Gross | nvestment | ncome Returns

e lifeindustry’s GIRs on
bond portfolio exhibit
ighly the same pattern as
 coupon yield for the
hman Aggregate Index.
e gap between these two
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ferencesin average
turity and credit quality.
e lifeindustry’ s average
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99-2003, while the
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nds.

e market yield for the
hman Aggregate Index
resents the return that
uld be earned by new
/estmentsin asimilar mix
assets. The steep dropin
se market yields
eshadows a continuing
p in GIR for thelife
urance industry as bond
rtfolios lag current rates.

Gross investment income returns on bond portfolios have fallen each of the past four years, with the
steepest declines occurring in 2002 and 2003. Over the five-year period, the GIR on bond portfolios

has dropped from alevel of 7.76% in 1999 to 6.59% in 2003.

Gross Investment Income Return on Bond Portfolio, Study Universe
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Sources: Company filings, Conning Research & Consulting, Inc. analysis & Lehman Brothers Global Family of Indices.



M ortgage Holdings

vo factor s have
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ortgage investments: Mortgage Holdings, Study Universe
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Mortgages. Gross | nvestment

| ncome Returns

Gross Investment Return, Bonds vs. Mortgages
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Common Stocks

Common Stock Increases/Decreases in Fair Value (Excluding Affiliates),

 investment allocation to Study Universe
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Conclusion

B Asinterest rates and investment yields begin to rise, the industry may find
increasing opportunities in returning to a more diversified sector allocation.
Some sectors, including mortgages and CMOs, may again prove attractive as
grossyields rise and net yield margins improve. Alternative investment sector
including Schedule BA sectors, may prove attractive as yields overcome RBC
constraints. Finally, new investment structures may emerge in packaging
investment classes to provide better yields at acceptable expense and RBC
costs.

B On theother hand, if investment yields do not rise, expense control and RBC
management will continue to dominate the story, and sector allocations are
likely to continue trending toward low-cost alternatives. This could have an
impact on product development and premium growth as the industry becomes
challenged in producing competitive credited yields. Larger companies, able t
manage investment classes such as mortgages within acceptable cost factors,
will likely gain increasing advantages of scale over smaller competitors.




