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Saturn Life

Saturn Life at a Glance
Ownership Structure:
Company Organization Date:

Size:

Primary Distribution Channel:

Secondary Distribution Channel:

Ratings:

Primary/Core Products:

Secondary products:

Stock

1975

e  $54 billion of life insurance in force (before reinsurance) as of
12/31/03

s  $285 million of life insurance premium ($195 million retained
after reinsurance) in 2003

o $59 million of 1¥ year life insurance premium ($41 million
retained after reinsurance) in 2003

¢  $320 million of anmuity premium in 2003

Non-agency building brokerage operation. A Brokerage General
Apent, who is an independent contractor who can represent many
companies, appoints brokers on behalf of the company. Saturn Life
also contracts directly with some brokers without the use of a
Brokerage General Agent.

Direct response, via mail, phone call centers and the Internet.

Saturn Life is generally rated in the second tier of ratings. Ratings
have remained steady, with the rating agencies satisfied with the quality
of management and the prospects for growth through the current and
new distribution systems. Profitability has been satisfactory, thongh
the rating agencies have raised concerns with some unfavorable unit
expense trends. Asset quality is high, though much of the business is
cither reinsured o1 consists of variable life insurance or variable
annuities.

s Term life insurance
s  Variable universal life insurance
e  Variable annuities

e Universal life insurance
s Fixed deferred annuities




Saturn Life Marketing Information

Marketing Goals:

Increase term life insurance market share from 1% to 2% over next 5 years. The measure
used is total face amount in force.
Increase variable annuity and variable universal life assets under management 30% per year

over next 5 years

Marketing Strategies:

Expand term insurance distribution channels.
Expand variable policy investment options available to policy owners

Competitive Strengths:

Favorable name recognition within the marketplace and brokerage community.
Reputation as a high quality, low cost insurance provider

Competitive Weaknesses:

Expenses that are higher than average versus similar companies.
Not known for investment expertise,

Primary Markets:

Affluent families
Affluent pre-retired people

Critical Success Factors:

-
L ]

Risks:

Controlling expenses in order to maintain compctltwcuf:ss of its term life products.
Fstablishing a strong market position with competltwe investment product offerings.
Growing distribution systems

It may not have the critical mass needed to achieve its goals in the term life insurance
marketplace. Expenses may be too high, not allowing a competitive enough product.

It may not be able to maintain the allegiance of brokers to the extent needed to achieve its
marketing goals.

Policy persistency has been worsening during the last three years. Further deterioration could
begin to weaken profitability and cause increases in unit costs.




Saturn Life Distribution Channels

Overview:

The primary distribution channel is 2 non-agency building brokerage operation.

Saturn Life has been focusing on developing its direct response distribution channels. 2003
was the first year that sales through this channel were material. Almost 10% of its term life
insurance was sold via the telephone, with the initial contact coming from either mail, the
phone or the Internet.

Channel Structures:

Brokerage General Agents: Independent contractors who represent many companies and
appoint brokers on behalf of the company.

Brokers: Saturn Life advertises heavily in the frade press, and is successful in contracting
with brokers directly without the use of a General Agent, 25% of brokers placing business
with the company are attracted through this approach,

Direct; This channel centers on a phone-underwriting unit that receives leads from mail,
phone and Internet requests. Saturn Life has developed strong advertising, communication
and quote capabilities that can be launched efficiently and effectively, resulting in relatively
predictable volumes of phone contacts for the underwriting staff to make,

Channel Compensation Structures:

The company pays the cost of contracting and licensing with the company as long as the broker
sold one policy in the prior calendar year. Commissions are determined as a percentage of
premium. If a general agent is involved in a sale, the general agent receives 20% of the total 1%-
year commission, and the broker receives 80%. All renewal commissions are paid to the broker.

No commissions are paid for any sales made through direct distribution channels. The cost per
sale in the direct market is currently being analyzed, but it is clear that cosis vary significantly by
the type of direct offering and by various demographic factors,




Saturn Life Historical Sales Data — All Products

All Distribution Systems Combined

1999 2000 2001 2002 2003
1* Year Life Premium $35 mill $35 mill $44 mill $48 mill 359 mill
before Reinsurance
1 Year Life Premium 520 mill $20 mill $26 mill $30 mill $41 mill
after Reinsurance
Number of Life Insurance | 48,000 46,000 53,000 54,000 55,000
Policies Issued
Face Amount Sold (before | $8.6 bill $8.6 bill $10 2 bill $107 bill $11.3 bill
reinsurance)
Annuity Premium $225 mill $200 mill $261 mill $286 mill $320 mill
Brokerage Distribution
1999 2000 2001 2002 2003
1 Year Life Premium $35 mill $35 mill $43 6 mill $47 mill $56.9 mill
before Reinsurance
1™ Year Life Premium $20 mill $20 mill $25 96 mill $29.9 mill $40.8 mill
after Reinsurance
Number of Life Insurance | 48,000 46,000 52,230 52,100 51,150
Policies Issued
Face Amount Sold (before | $8.6 bill $3.6 bill $10.03 bill $10.28 bill $10.43 bill
reinsurance)
Annuity Premium $225 mill $200 mill $261 mill $286 mill $320 mill
Channe] Size 100 GAs, 100 GAs, 100 GAs, 100 GAs, 100 GAs,
with 2800 with 2600 with 2400 with 2200 with 2000
brokers brokers brokers brokers brokers
contracted by | contracted by | contracted by | contracted by | contracted by
them. them. them them. them.
200 brokers 250 brokers 300 brokers 400 brokers 500 brokers
contracted contracted contracted contracted contracted
directly. directly. directly. directly. directly.
Direct Distribution
1999 2000 2001 2002 2003
1" Year Life Premium 0 0 $0 4 mill $1.0 mill $2.1 mill
before Reinsurance
1* Year Life Premium 0 0 $.04 mill $0 1 mill $0.2 mill
after Reinsurance
Number of Life Insurance | 0 0 770 1,900 3,850
Policies Issued
Face Amount Sold (before | 0 0 $0.17 bill $0 42 bill $0.87 bill
reinsurance)
Annuity Premium 0 0 0 0 0
Number of underwriters 0 1] 3 6 9
taking applications by
phone




Saturn Life Historical In Force Data — All Products

All Distribution Systems Combined

1999 2000 2001 2002 2003
Total Life Premium $121 mill $143 mill "$187 mill $227 mill $285 mill
before Reinsurance
Total Life Premium after | $69 mill $82 mill $116 mill $147 mill $195 mill
Reinsurance
Number of Life Insurance | 165,000 184,000 220,000 250,000 272,000
Policies In Force at Year-
End
Face Amount In Force at $29 2 bill $34.0bill $41.3bill $48 .2 bill $53.9bill
Year-End (before
Teinsurance)
Annuity Account Value at | $2.5 bill $2.7 bill $2.9bill $3.0bill $32bill
Year-End




Saturn Life - Overall Financial Management Overview

Corporate Cost of Capital

Satum Life’s corporate parent finances its operations in the equity and debt markets and allocates capital to
Saturn Life through an internal required surplus mechanism. Shareholders demand an afier-tax annual
return on the investment of 18.00%. Saturn Life’s parent leverages its capital structure by employing a
significant amount of debt financing. Its afier-tax cost of long-term debt financing is 5.50%. Given the
current mix of equity (60%) and debt (40%), Saturn Life’s after-tax cost of capital is 13.00%

Profit Measures & Targets

To meet its cost of capital and create value for its shareholders, Saturn Life’s parent requires Saturn Life to
achieve an after-tax return on equity of 15% in aggregate. In turn, Saturn Life has developed the following
profit targets for its products. While some individual product profit targets have not been met, the
aggregate target of 15% has generally been achieved.

After Tax
Product Return on Equity
Term Life 15.0%
Variable Universal Life 12.5%
Variable Annuities 20.0%
Other Products 15.0%

Internal Pricing Standards

Saturn Life traditionally reviews the adequacy of its pricing on an annual basis. This would include
reviewing the adequacy of fixed account interest spreads, emerging mortality experience, actual versus
expected expenses, a cost/benefit analysis of existing or proposed reinsurance, and sales by product and
pricing cell The competitive nature of the term life mafket necessitates a semi-annual review of this
product. In addition, the company’s Appointed Actuary conducts a peer review of this product assessment
to gain further familiarity with the issues facing the company’s product lines

Experience Analyses

Saturn Life’s Appointed Actuary annually reviews the emerging mortality and persistency experience for
the company’s life and annuity products in conjunction with the actuarial analyses that support Saturn
Life’s financial reporting Recent experience is summarized below:

Actual to Expected Mortality & Lapse Ratios by Product

Term Life Variable UL Deferred Annuities

Calendar Year Mortality Lapse Mortality  Lapse Mortality  Lapse
1999 100% 100% 100% 100% 100% 105%
2000 98% 105% 99% 95% 100% 106%
2001 102% 110% 98% 95% 100% 107%
2002 99% 120% 99% 95% 97% 109%
2003 104% 120% 96% 95% 95% 112%




Satuin 1ife’s product management actuary establishes credited interest rates for the fixed account
investment options in its VUL and Variable Annuity products following periodic reviews of emerging
investment results Recent investment performance is summarized below:

Gross Net Actual
Investment Investment Default Eamed Credited Rate
Calendar Year Yield Expenses Losses Rate VUL VA

1999 8.00% 0.10% 030% 7.60% 5.85% 6.10%
2000 7.75% 0.10% 030% 735% 560% 5.85%
2001 7.50% 0.10% 0.30% 7.10% 535% 560%
2002 725% 015% 0.25% 6.85% 510% 535%
2003 7.25% 0.15% 0.25% 6.85% 510% 535%

Reinsurance

Throughout its history Saturn Life has made extensive use of reinsurance in managing its life insurance
product portfolios. Saturn Life reinsures 100% of its VUL net amount at risk in excess of its retention
(currently $500,000) on a yearly renewable term basis to a pool of 4 reinsurers, split evenly. Reinsurance
premium rates are a percentage of the underlying cost of insurance on each product. To reduce mortality
volatility and mitigate high first year underwriting and issue expenses, Saturn Life coinsures 90% of its
term products to a pool of 5 reinsurers on a quota share basis. Each reinsurer assumes 18% of Saturn Life’s
new business and provides a reinsurance allowance equal to 100% of the reinsured premium. While the
renewal reinsurance allowance varies by pool member, the average renewal allowance across all pool
members and term products is 23%




Saturn Life Product Overview

The products of Saturn Life currently consist primarily of variable universal life (VUL), variable annuities

and a line of term life insurance products. Company management is satisfied with the growth of these core
lines of business, though there is a perception that the growth of new term premium should be accelerating
faster. VUL and term have been sold for several years, but the variable annuity was first sold in 2001

Other smaller lines of business include:
1. avery small block of whole life, which is no longer being sold;
2 asmall block of universal life which is available for sale, and growing, but is not actively
being marketed; and
3 adeclining block of fixed annuity business, which is still available but has experienced sales
decreases of about 65% over the last five years,

Annual Sales for Term Life Insurance

1999 2000 2001 2002 2003
I* Year Premium (before | $17.0 mill $17.1 mill $19 9 mill $20.1 mill $20 .8 mill
reinsurance)
1** Year Premium (after $1.7 mill $1 7 mili $2.0 mill $2.0 mill $2.1 mill
reinsurance)
Policies Issued 35,542 34,008 38,508 37,992 38,500
New Face Amount (before | $7 1 bill $7.2bill $8.3 bill $8 4 bill $8.7 bill
1einsurance)

In Force Data for Term Life Insurance

12/31/1999 12/31/2000 12/31/2001 12/31/2002 12/31/2003
Total Preminm (before $58 2 mill $67.6 mill $78 8 mill $89.3 mill 399 8 mill
reinsurance)
Total Premium {after $5.8 mill $6.8 mill $7.9 mill $8.9 mill $10.0 mill
reinsurance)
Policies In Force 121,320 134,060 152,672 169,161 184,728
Face Amount In Force $24 3 bill $28.2 bill $32 8 bill $37.2 bill $41.6 bill
{before reinsurance)

Annual Sales for Variable Universal Life Insurance

1999 2000 2001 2002 2003
New Premium $16.4 mill $15.6 mill $21.2 mill $24.0 mill $33.6 mill
New Policies 11,168 9,085 12,386 12,975 13,326
New Face Amount $1.40 bill $1.35bill $1.8 bill $2.08 bill $2.33 hill

Inforce Data for Variable Universal Life Insurance

12/31/1999 12/31/2000 12/31/2001 12/31/2002 12/31/2003
Annual Total Premium $46.8 mill $55.2 mill $83.2 mill $106.4 mill $146.4 mill
Policies In Force 31,870 37,000 44,500 52,000 59,500
Face Amount In Force $3.6 bill $4.8 bill $6.4 bill $8.2 bill $10.1 bill
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Annual Sales for Variable Annuities

1999 2000 2001 2002 2003
Premium 50 $0 $161 mill $206 mill $240 mill
Number of New Annuity | 0 0 10,063 11,444 12,000
Policies
In Force Data for Variable Annuities
12/31/1999 12/31/2000 12/31/2001 12/31/2002 12/31/2003
Account Value 0 0 $162 mill $375 mill $624 mill

11




Saturn Life --Term Life Insurance
Overview
The term portfolio of Saturn Life consists of eight products;

Annually renewable term
3-year renewable term
5-year level term

10-year level term
15-year level term
20-year level term
Term-to-65

Term-to-100

*® & & ¢ B » o

None of the plans have cash values, and all except the term-to-65 and term-to-100 plans have relatively
liberal renewability and conversion features. A variety of riders are available on all the term plans:

e Waiver of premium
*  Guaranteed purchase option
s Accidental death benefit rider

Sales are weighted heavily toward the 20-year level term plan, though sales of all plans, except the ART
plan, have been increasing.

Product Features

The anmally renewable term plan has the lowest initial premium. In most cases, the premium for a
specific face amount increases each year. Itis renewable to age 93,

The 3 -year term plan has level premiums payable, and guaranteed, for three years. After three years, the
policy owner can renew for another three-year period, during which the premium is level, and guaranteed
not to increase. Like the ART plan, it also can be renewed through age 95. .

The 5 and 10-year level term plans have level premiums that are guaranteed for the term of the contract
After the guarantee period, the policy owner can:

1. Renew the coverage at ART rates, through age 95,

2. Convert the term coverage to any cash value life insurance plan then offered by Saturn Life,
3. Attempt to be re-underwritten, and receive a new policy, or

4. Simply let the coverage end.

The 15 and 20-year plans have level premiums guaranteed for 10-years, and Saturn Life expects that those
level premiums will also continue for the term of coverage. After 15 or 20 years, depending on the plan,
the owner will have the same choices available to them as listed above for the 5 and 10-year plans.

The term-to-65 and term-to-100 plans are level premium plans, with premiums that are not guaranteed, but
which are expected to remain level for the term of the product. These products are not renewable, but they
do have conversion options at every fifth policy anniversary.

Investment Policy

The investments that are backing the term insurance line of business are not segregated from the rest of the
general account assets of the company. The assets backing the line of business are shown in the term
insurance balance sheet.

12




Underwriting Policy

All the term policies have premiums that vary by tobacco use. Saturn Life has moved toward preferred
underwriting classifications; its standard class has been broken into three separate preferred classifications.
Substandard percentage and flat extra ratings are available on all plans.

Underwriting guidelines are relatively aggressive, and the policy states that no exceptions are to be made to
underwriting policies. The company takes the position that the underwriting is competitive, and that
making exceptions to already competitive posture is inappropriate.

The company works with its primary reinsurers annually to assure its underwriting rules are appropriate for
the mortality assumed in pricing

Reinsurance

To reduce mortality volatility and mitigate high first year underwriting and issue expenses, Saturn Life
coinsures 90% of its term products to a pool of 5 reinsurers on a quota share basis Each reinsurer assumes
18% of Saturn Life’s new business and provides a reinsurance allowance equal to 100% of the reinsured

premium While the renewal reinsurance allowance varies by pool member, the average renewal allowance
across all pool members and term products is 23%.

Pricin

Key pricing assumptions are as follows:

Mortality: Recent reinsurer experience.

Lapse: Recent Saturn Life term life insurance experience {17% first year declining to 7% in year
6 and after)

Expenses: 175% of first year premium

$25 in all policy years
Average Size:  Recent experience with adjustment for planned changes in marketing.
Mix of Business: Recent term life insurance mix of business.

The key pricing measure is the internal rate of retuin on distributable earnings, for one year of planned
sales. This internal rate of return for the most up-to-date pricing assumptions is 9.15%. The company also
reviews profit margin and the pattern of profitability for acceptability.

Saturn Life projects earnings and return on equity (ROE) with a pricing methodology that includes income-
based reserves and a deferral of acquisition expenses. ROEs are projected to decrease versus the levels
experienced in recent years

Balance sheets are projected into coming years. These balance sheets are atypical relative to most lines of
business because of the high percentage (90%) of term sales that are reinsured. Virtually all assets are
deferred acquisition expenses, resulting in a high level of capital and surplus invested in the line of
business, relative to the liabilities.

13
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Mercury Life

Mercury Life at a Glance
Ownership Type:
Company Organization Date:

Size:

Primary Distribution Channel:

Secondary Distribution Channel:

Ratings:

Primaiy/Core Products:

Secondary products:
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Mutual
1900

$78 .8 billion of life face amount in force as of 12/31/03
$1,167 million in total life insurance premium in 2003
$147 million of annuity premium in 2003

$98.9 million of 1* year life insurance premium in 2003

Agency building operation. Agency managers, who are
employees of the company, manage the agencies.

The company is planning to move into bank distribution of

some of its products. In 2004, the company plans to determine a way
for the agency manager and nearby agents to benefit in some way when
the company has a relationship with a bank in their geographic area.

The ratings for Mercwy Life are in the highest tier of ratings.

The company has successfully achieved growth while converting from
a company focused on participating whole life insurance, to one
growing its universal life insurance line of business. The company has
a high quality distribution system that is well compensated and
managed.

e Par whole life
o  Universal life
s  Fixed deferred annuities

Single premium immediate annuities
Investment products

Term life insurance

Disability income insurance
Long-term care insurance




Mercury Life Marketing Information

Marketing Goals:
s Improve productivity of its career agency distribution system 5% per year.
» Increase the number of products cwned by its customers from an average of 1 50 to an average of 2.00.

Marketing Strategies:
» Position its career agency force as the best available in the country
e  Use advertising, phone support, and Internet advertising and quotes to provide improved sales leads for
the career agency sales force.

Competitive Strengths:
s  Highly productive, well-trained, field staff
¢  Excellent brand value and name recognition in the marketplace.
s  Strong financial strength.

Competitive Weaknesses:
» Relatively poor name recognition in the younger market.
e  Cannot compete on price-alone basis with the ne and low-load products.

Primary Markets:
o Affluent and very wealthy
s  Pre-retired and retired

Critical Success Factors:
¢ Continuing to improve productivity of the career agency system.
s Developing its bank distribution channel in a manner accepted by its career agency system.

Risks:

o  The career agency system, which the company is relying upon heavily, could become uncompetitive
with the distribution systems that other competitors are developing

¢  The distribution system and sales system is heavily reliant on complex, expensive technology, and
little backup exists should problems occur,

s  The company has chosen to focus on selling mutual funds and non-variable insurance and annuity
products. A strong move of insurance and annuity buyers into the variable products marketplace
could hurt prospects for the company’s continued growth
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Mercury Life Distribution Channel

Overview:

Mercury Life relies on its strong, well-trained career agency system. It plans to develop the ability to sell
insurance and annuities through banks by 2005

Channel] Structure:

The agency managers are employees of the company and are accountable for the hiring, training,
motivation and conduct of the agents.

Channe! Compensation Structure:

The agents receive commission income that is a percentage of premiums. The agency manager receives an
override equal to 10% of the commissions the agents receive. The agency manager also receives
compensation on bonuses that are based on the number of new agents that arc hired, and the percentage of
agents that sell above a minimum level. Mercury Life management has been discouraged by recent
increases in the percentage of agents selling below the minimum levels,

Mercury Life Historical Sales Data — All Products

100% Career Agency Distribution
1999 2000 2001 2002 2003
1* Year Life Premium $62 mill $71.5 mill $82.1 mill $90.9 mill $98.9 mill
Number of Life Insurance | 65,260 65,563 69,986 70,915 73,233
Policies Issued
Face Amount Sold $6.5 bill $7.0bill $8.0bill $8.5 bill $9.2 hill
Annuity Premium $245.2 mill | $210.3 mill $144.1 mill $161.1 mill $146.8 mill
Channel Size 100 Agency | 100 Agency | 90 Agency 80 Agency 70 Agency
Managers Managers Managers Managers Managers
2800 Agents | 3000 Agents | 10 Assistant | 20 Assistant | 35 Assistant
Agency Agency Agency
Managers Managers Managers
3200 Agents | 3350 Agents | 3500 Agents
Mercury Life Historical In Force Data — All Products
100% Career Agency Distribution
1999 2000 2001 2002 2003
Total Life Premium $903 mill $934 mill $994 mill $1,065 mill $1,167 mill
Number of Life Insurance | 782,208 732,563 710,628 705,265 721,002
Policies In Force
Face Amount In Force $71.6 bill $72.3 bill $73.2 bill $74.3 bill $78.8 bill
Amnuity Account Value $2.5 bill $2.8 bill $3.0 bill $3.1 bill $3.1 billt
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Mercury Life --Overall Product Financial Management Overview

Corporate Cost of Capital

Mercury Life’s philosophy has been to rely exclusively on accumulated par policyholder surplus to finance its
operations. It allocates surplus to each product line through an internal required surpius mechanism. Mercury Life
desires to provide its policyholders with a 10% after-tax return on surplus, after adjustment for required surplus,

Profit Measures and Targets

Mercury Life has established a number of profit criteria against which it assesses performance. In addition to the
10% return requirement described above, each product within a product line must have accumulated profits that turn
positive by year 10, and a profit margin (present value of profit divided by present value of premium) equal to at
least 5%.

Internal Pricing Standards

Mercury Life traditionally reviews the adequacy of its pricing on an annual basis. This would include reviewing the
adequacy of fixed account interest spreads, emerging mortality experience, actual versus expected expenses, a
cost/benefit analysis of existing or proposed reinsurance, and sales by product and pricing cell In addition, the
company’s Appointed Actuary conducts a peer review of this product assessment to gain further familiarity with the
issues facing the company’s product lines.

Experience Analyses

Mercury Life’s Appointed Actuary annually reviews the emerging mortality and persistency experience for the
company’s life and annuity products in conjunction with the actuarial analyses that support Mercury Life’s financial
reporting. Recent experience is summarized below:

Actual to Expected Mortality and Lapse Ratios by Product
Single Premium Fixed Deferred
Universal Life Par Whele Life Immediate Annuity Annuity
Year | Mortality Lapse Mortality Lapse Mortality Lapse Mortality Lapse
1999 90% 100% 100% 100% 95% N/A 95% 105%
2000 89% 100% 99% 101% 95% N/A 95% 107%
2001 91% 105% 102% 103% 55% N/A 95% 110%
2002 90% 100% 103% 103% 94% N/A 94% 110%
2003 88% 105% 105% 104% 94% N/A 96% 112%

20



Mercury Life’s product management actuary establishes credited interest rates for the UL and fixed deferred annuity
products following periodic reviews of emerging investment results. Recent investment performance is summarized

below:

Gross Net Actual
Investment Investment Default Eamed Credited Rate
Calendar Year Yield Expenses Losses Rate UL  Amm
1999 7.40% 0.15% 0.30% 6.95% 570% 5.95%
2000 7.30% 0.15% 030% 6 85% 5.60% 5.85%
2001 7.10% 0.15% 0.30% 6 65% 540% 5.65%
2002 7.00% 0.15% 025% 6.60% 535% 5.60%
2003 7.10% 015% 025% 6.70% 545% 5.70%

Reinsurance

Mercury Life makes very limited use of reinsurance in managing its life insurance product portfolios. It reinsures all
of its Par Whole Life and UL net amount at risk in excess of its retention (currently $5,000,000) on a yearly
renewable term basis to a pool of 4 reinsurers, split evenly,
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Mercury Life Product Overview

Mercury Life has three core products, and all have been available for several years. On the life insurance side, its
block of universal life has grown to the size of its whole life block (as measured by total premium). Both products

are relatively competitive, but the career agents perceive that the universal life product is more competitive than the
whole life product  The average face amount for a UL sale has grown to nearly $125,000, while the average size of

a whole life sale is around $100,000.

Sales of the fixed annuity have been declining significantly, and company management is concerned. A study is
currently underway to assess causes of the trend, and identify options for improving deferred annuity sales.

Mercury Life initiated a marketing emphasis on single premium immediate annuity sales in 2003, and the number of

sales grew from 64 in 2002 to 508 in 2003. Company management is extremely satisfied with the results, and
expects that very strong growth will continue into 2004 and beyond.

Mercury Life sells a relatively small amount of term life insurance, and while it has not been a focus of the
company, sales have more than doubled in the last 3 years

Other non-core products that the career agents of Mercury Life sell include:
1. adisability income product {(manufactured by Mercury Life);
2. along-term care insurance product (available through brokerage outlets); and
3. avariety of investment products (available through brokerage outlets).

While sales of the disability income product have been slowly declining over the years, brokerage sales of the
investment products and the long-term care insurance product have been increasing briskly.

Annual Sales for Universal Life Insurance

1999 2000 2001 2002 2003
New Premium $48 miil $55 mill $63 mill $70 mill $77 mill
New Policies 50,526 48,501 50,259 48,611 48,155
New Face Amount 35.1 bill $5.2 bill $5.8 hill $5.8 bill $5.9 bill

. Inforce Data for Universal Life Insurance

12/31/1999 12/31/2000 12/31/2001 12/31/2002 12/31/2003

Annual Total Premium $335 mill $395 mill $440 mill $480 mill %565 mill

Policies 352,632 348,325 340,097 333,333 353,346

Face Amount $35.3 bill $37.6 bill $39.1 bill $40.0 ball $43.5 bill

Annnal Sales for Whole Life Insurance

1999 2000 2001 2002 2003
New Premium $12.0mill | $14.0 mill $16.0mill | $17.0mill | $17.0 mill
New Policies 8,333 9,050 9,662 9,621 9,043
New Face Amount $0.7 bill $0.8 bill $0.9 bill $0.9 bill $0.9 bill

Inforce Data for Whole Life Insurance

12/31/1599 12/31/2000 12/31/2601 12/31/2002 12/31/2003

Annual Total Premium $555 mill $525 mill 3520 mill $520 mitl $520 mill

Policies 385417 339,367 326,087 322,581 311,170

Face Amount $30.8 bill $28.8 bill $28.0 bill $27.3 bill $26.9 bill
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Annual Sales for Fixed Deferred Annuities

1999 2000 2001 2002 2003
Total Premium for All $234 mill $204 mill $132 mill $156 mill $96 mill
Policies In Force
Number of New Policies 6,800 6,200 7,300 2,900 2,600
Issued

In Force Data for Fixed Deferred Annuities

12/31/1999 12/31/2000 12/31/2001 12/31/2002 12/312003
Account Value $2.5 bill $2.8 bill $3.0bill $3.1 bill $3.1 bill
Number of Policies In 31,250 33,735 36,905 35,429 33,500
Force

Annual Sales for Single Premium Immediate Annuities

1995 2000 2001 2002 2003
New Premium $11.2 mill $6.3 mill $12.1 mill $5.1 mill $50.8 mill
Number of New Policies 124 79 134 64 508
Issued

In Foree Data for Single Premium Immediate Annuities

12/31/1999 12/31/2000 12/31/2001 12/31/2002 12/312003
Policy Reserves $45 mill $49 mill $58 mill $59 mill $107 mill
Number of Policies In 1,000 1,030 1,120 1,130 1,570
Force
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Mercury Life — Universal Life

Overview

Mercury Life has been successful selling universal life since the mid-1980s. Initially, a product with surrender
charges was sold, but in 1994 a front-end load was introduced, and sales have grown significantly since its
development

Product Features

The universal life policy sold by Mercury Life is a typical universal life design. A specified amount is chosen at
issue, and premiums are flexible within limits allowed by tax laws. Mercury Life sells policies with both level and
increasing specified amounts.

A variety of riders are available:
Accidental Death
Guaranteed purchase
Waiver of premium
Terminal illness

There is a 5% of premium font-end load, and a flat dollar amount load that is charged during early policy durations.
The amount and duration of this flat front-end load is a function of the age and smoking classification of the policy.
There are no surrender charges.

Investment Policy

Assets backing the universal life block of business are segregated from the rest of the assets of the company.
Detailed liability models are analyzed annually, and the investment guidelines are adjusted as needed as a result of
the duration of the liabilities.

Underwriting Policy

Mercury Life uses a traditional variety of underwriting tools including attending physician statements, personal
health interviews, paramedical exams, and blood tests Mercury Life periodically attempts to review its
underwriting criteria versus industry norms, but it hasn’t made significant changes in more than a decade.

There are separate raies for smoking and non-smoking classes, and there is a full slate of sub-standard cost of
insurance rates available. There are no preferred underwriting classes.

Reinsurance

Mercury Life makes very limited use of reinsurance in managing its life insurance product portfolios. It reinsures all
of its Par Whole Life and UL net amount at risk in excess of its retention {currently $5,000,000) on a yearly
renewable term basis to a pool of 4 reinsurers, split evenly.

Pricin

Key pricing assumptions are as follows:

Mortality: Company experience from 1997-2002 for all of its permanent life insurance

Lapse: Company UL lapse rates experienced during 2000-2001 (15% first year declining to 6%
in year 5 and after)
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Expenses: 200% of first year preminm
$50 in all policy years

Average Size:  Experience from 2000-2001.
Mix of Business: Experience from 2000-2001.

The key pricing measure is the internal rate of return on distributable earnings, for one year of planned sales. This
internal rate of return for the most up-to-date pricing assumptions is 8.95%. The company also reviews profit
margin and the pattern of profitability for acceptability.

Mercury Life projects earnings and return on equity (ROE) with a pricing methodology that includes income-based

reserves and a deferral of acquisition expenses. Balance sheets are also projected into coming years. There are no
plans for a major change to the way that universal life block of business is being managed.
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Mercury Life — Participating Whole Life
Overview

The par whole life portfolio of Mercury Life includes the following products:
e  Ordinary life to age 100

Ordinary life, payable to age 65

20-pay ordinary life

Single premium life

Joint ordinary life

* & @ »

A variety of riders are available on these plans:
e  Waiver of premium
*  Guaranteed purchase option
e  Accidental death

Sales for all par whole life plans have been flat in recent history.
Product Features

All plans pay annual dividends that reflect actual versus expected mortality, investment and expense experience, as
well as other general business conditions Dividends can be paid in cash, applied to pay premiums, or used to
purchase paid-up additions.

All plans endow at age 100 and pay level annual premiums thronghout the premium paying period. Coverage
endows at age 100 of the older insured for joint policies

Policy loans are permitted on all plans, in amounts up to the contract cash surrender value. Policyholders can
choose an 8% loan interest rate or a variable loan rate at the time of purchase. Loan activity is reflected in dividends
on a policy-by-policy basis.

Cash surrender options include cash, extended term insurance and reduced paid-up. Life income settlement options
are also available upon surrender or withdrawal Settlements are based on current rates, and subject to minimums
specified in each contract.

Investment Policy

I'he investments backing the participating whole life insurance line are included in the company’s general account.
The assets backing the line of business are shown in the par whole life insurance balance sheet

Underwriting Policy

Mercury Life uses a traditional variety of underwriting tools including attending physician statements, personal
health interviews, paramedical exams, and blood tests. Mercury Life periodically attempts to review its
underwriting criteria versus industry norms, but it hasn’t made significant changes in more than a decade.

There are separate rates for smoking and non-smoking classes, and there is a full slate of sub-standard cost of
insurance rates available. There are no preferred underwriting classes.

Reinsurance
Mercury Life makes very limited use of reinsurance in managing its life insurance product portfolios. It reinsures all

of its Par Whole Life and UL net amount at risk in excess of its retention (currently $5,000,000) on a yearly
renewable term basis to a pool of 4 reinsurers, split evenly.
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Mercury Life — Fixed Deferred Annuities
Overview

The fixed deferred annuity portfolio of Mercury Life includes the following products:

»  Flexible premium deferred anmities
s  Single premium deferred annuity -~ 1-year interest guarantee
e  Single premiuwm deferred annuity — 3-year interest guarantee

Sales are heavily weighted toward the single premium products, though sales of all plans have been declining.

Product Features

All of the deferred annuity products are back-end loaded, with a surrender charge that grades from 7% of the
accumulated value in year 1, to 0% in years & and later. The surrender charge is waived upon death and maturity,
and contract holders have the option to withdraw up to 10% of the accumulated value each year without penalty of
the surrender charge.

The product pays a new money credited rate, with a minimum of 3% guaranteed through the contract. Rates are
reset annually for the flexible premium and one-year single premium confracts, and every three years for the three-
year contract. Additional interest is also credited to larger contracts, according to the following schedule:

Accumulated Value Credited Rate

$0 - $24 999 base rate

$25,000 — $99,999 base rate + 0.25%
$100,000 and higher base rate + 0.50%

A market value adjustment is applied to the three-year single premium contract.

Investment Policy

The investments backing the deferred annuity line are segregated from the rest of the general account assets of the
company. The comesponding asset portfolio has a target duration of' 3 years, and invests exclusively in bonds,
mortgages and mortgage-backed securitics Roughly 5% of assets are held in cash equivalent investments

Underwriting Policy

No underwriting is done on this block of business.

Reinsurance

The deferred annuities are fully retained by Mercury Life.
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Mercury Life — Single Premium Immediate Annuities -
Overview

The single premium immediate annuity portfolio of Mercury Life includes the following products:

Life income annuity

Joint life income annuity

Life income annuity with period certain
Joint life income annuity with period certain
Specified period annuity

New emphasis on this product line has increased SPIA sales significantly in 2003, and sales are expected to grow
steadily in the near future.

Product Features

The life income and joint life annuities provide a guaranteed income for the life of the annuitant(s). A certain period
may also be included on the life annuities to provide payments for the life of the annuitant or until the end of the
certain period, whichever is later. The specified period annuities provide guaranteed income for a specified certain

period, which may range from 2 to 30 years.

The joint annuities can pay a full benefit for the life of the both annuitants, can drop down to 2/3 of the original
benefit after the first death, or can drop down to 1/2 of the original benefit after the first death.

Annuity rates are reviewed weekly to reflect current market conditions.
The guaranteed payments can only be commuted by death. In other words, there are no surrender values or rights.

Payment fiequency can be monthly, quarterly, semi-annually or annually.

Investment Policy
The investments backing the SPIA line are segregated from the rest of the general account assets of the company.

The corresponding asset portfolio attempts to duration-match the annuity Hability cash flows. Investments in this
segregated portfolio are limited to bonds, mortgages and mortgage-backed securities.

Underwriting Policy

The maximum single premium per contract is $1,000,000, unless specifically approved by the company.
Satisfactory proof of date of birth is required for each life contingent SPIA contract.

Reinsurance

SPIA liabilities are fully retained by Mercury Life
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Assumptions to use in Examination Questions

The following lapse rates, risk free rates of return, inflation rates and mortality rates should be used in examination

questions, unless other assumptions are specifically identified within the exam question

These assumptions were not used in the determination of numbers within the case study. They are provided to

potentially avoid needing to place such assumptions within exam questions themselves.

P

Life Insurance
Lapse Rate

15%
12%
9%
9%
7%
7%
%
7%
7%
5%

R

Term to Maturity

1 ¥ear 5 Year
5.2% 54%
55% 6.2%
5.5% 57%
4.5% 4 5%
5.9% 6.3%

30 Year
6.0%
6.7%
5.9%
51%
6.4%
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Death Rates per 1000 -- Annuities
(1983a Table)

15 044 65 1285
16 045 66 14.20
17 046 67 15.72
18 047 68 17 41
19 049 69 19.30
20 051 70 2137
21 053 71 2365
22 055 72 2613
23 057 73 28 84
24 060 74 31.79
25 062 75 3505
26 085 76 3863
27 068 77 42 59
28 o7o 78 46 95
29 073 79 5176
30 076 80 5703
31 079 81 62.79
32 0.81 82 69 08
33 084 83 7591
34 088 84 83.23
33 092 85 90 899
36 097 86 99.12
37 103 87 107 58
38 111 a8 116 32
39 122 89 12538
40 134 a0 134 89
41 149 91 144 87
42 167 92 155 43
43 189 93 166 63
44 213 94 178 54
45 240 g5 18121
46 269 96 20472
47 3an a7 21912
48 334 98 23474
49 369 99 25189
50 4 06 100 270 91
51 443 0 202 1
52 4 81 102 31583
53 5.20 103 342 38
54 559 104 37209
55 599 105 405.28
56 641 106 442 28
57 684 107 483 41
58 739 108 528 99
59 778 109 57935
60 8.34 110 634 81
61 898 111 69570
62 974 112 762.34
63 1063 113 83506
64 1166 114 914 17
115 1000.00

Ral

15 019 65 734
16 020 66 809
17 o 67 889
18 023 68 0.73
19 024 69 10865
20 026 70 1170
21 028 71 1291
22 029 72 14 32
23 03t 73 1598
24 033 74 17 91
25 035 75 2013
26 037 76 2265
27 039 77 25 51
28 0.41 78 2872
29 042 79 3233
30 044 80 3640
31 046 81 4098
32 048 82 48.12
33 0.50 83 51 89
34 052 84 58 34
35 055 85 54 42
36 057 86 7349
37 061 87 8232
38 065 88 92.02
39 069 89 102 49
40 074 80 11361
41 0.80 91 12523
42 087 92 137 22
43 094 03 149.46
44 103 94 161 83
45 112 a5 174.23
48 123 96 186.54
47 136 97 198 65
48 150 98 21110
49 1.66 99 224 45
50 183 100 23922
51 202 101 25595
52 222 102 27520
53 243 103 297 50
54 265 104 32339
55 289 105 353 41
56 315 106 388 11
57 343 107 428 02
58 374 108 47369
59 408 109 525 66
60 447 110 584 46
61 491 111 650 65
62 541 112 72475
63 599 113 807 32
64 663 114 898 89

115 1000.00




Death Rates per 1000 -- Life
(1975-80 Ultimate Table)

| I

Age

15 068 BS 1950
16 1.01 66 21 47
17 114 &7 2365
18 122 68 26.05
18 131 69 2869
20 137 70 3157 20 05 70 16.63
21 1.40 71 3468 21 052 Al 1821
22 141 72 3800 22 053 72 2004
23 140 73 4160 23 053 73 2217
24 138 74 45 54 24 053 74 24 65
25 134 75 49 90 25 053 75 2753
26 129 76 54 71 26 053 76 30.86
27 124 77 60.03 27 053 77 3469
28 120 78 6585 28 053 78 39.07
29 117 79 7218 29 054 79 4400
30 1.14 80 7902 30 055 80 49 48
31 112 81 86 36 31 0.58 81 55 51
32 1141 82 94.12 32 0.61 82 6209
33 112 83 102 .35 33 0.65 83 69 22
34 114 84 114 34 070 84 76.90
35 117 85 12131 35 077 85 8513
38 122 86 132 05 36 04 86 93.91
37 128 87 14363 37 093 87 103 .24
38 136 88 156 05 38 103 88 113.12
39 145 89 169.12 39 115 89 12365
40 156 90 182 61 40 129 90 134 53
41 170 91 196 52 41 145 91 148 06
42 187 92 21085 42 162 92 158 14
43 207 93 22560 43 179 93 17077
44 231 94 24077 44 196 94 18395
45 258 95 256 36 45 214 95 197 68
46 2.89 96 27237 46 233 96 211 96
47 324 97 288 80 47 252 97 226 79
48 361 o8 305.65 48 272 98 24217
49 402 99 322 92 49 293 29 258 10
50 4 45 100 340.61 50 317 100 274 58
51 492 101 51 343 101
52 544 102 52 3.71 102
53 §.00 103 53 404 103
64 661 104 54 440 104
55 727 106 55 480 105
56 801 106 56 523 106
57 882 107 57 570 107
58 8973 108 58 6.22 108
59 1075 109 59 678 109
80 1188 110 60 737 110
61 1317 111 61 8 00 111
62 14 57 112 62 8.67 112
63 16 .07 113 63 9.38 113
64 17 .71 114 64 015 114

115 115




