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== An open letter
l to our readers

When opportunities and challenges converge as they are in 2014’s life and annuity industry it usually
— presents businesses with two choices: A chance to embrace transformation and leap forward, or the
impulse to resist change and risk irrelevance.

If industry leaders are going to take advantage of current conditions they must work much harder at
connecting with, and educating, the masses of consumers who need more insurance protection and
guaranteed-income investments.

The data that provide context about these needs are staggering: The number of American households
owning life insurance is at a 50-year low, and tens of millions of Americans know very little about how
annuities can help them meet living expenses during retirement—which, due to prolonged life expectancy,
could last 25 years or more.

The education efforts can’t only be aimed at the people comprising the buyers in the mass-middle and
mass-affluent segments of the American population. Equally as important, insurance companies must
target many of the financial advisers, who are in a position to boost annuity sales. But, there is some
concern that many advisers may not possess the appropriate knowledge to properly educate their clients
about fixed, variable-rate, single-premium, and deferred-income annuities.

M

While confronting these external challenges, insurance leaders must simultaneously focus on internal
structural and operational issues that could be limiting potential progress toward sustainable growth.
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Mood swing

Millions of people in the United States are reaping the benefits of a gradually improving economy, as jobs
in a cross-section of industries—from nanotechnology to oil production to durable-goods manufacturing to
the service sector—are being created at a steady clip. Since the economic recovery in the United States is
geographically uneven, with some cities and regions experiencing better growth than others, insurers will
be well-served to target the regions where the job growth is strongest. Still, overall consumer confidence
is moving upward and more Americans, regardless of where they live, are considering how to financially
protect their families and invest for the future.

Those developments are welcome news after a period of time in the recent past where the industry was
shrouded in a mist of misery. Now that the rising sun of economic improvement is burning off the fog, a
new landscape is being revealed where much work remains, challenging the budding progress of the past
several quarters.
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Customers first

There can be no question that, during the past several years, the customer didn’t always make it to the top
of management’s agenda. Much of the attention in the C-suite at that time was on managing the fallout of
the credit crisis and the resulting Great Recession. But now, with economic conditions on the upswing,
it's jutst as obvious that it's the customer who will drive the life and annuity business. We are entering a
time when life products will be bought, not sold.

Among the primary questions life and annuity businesses must confront in 2014 is how they can allay
fears among a growing number of Americans that they will outlive their assets, given the decline in private
pension funds and the increasing reliance on self-directed retirement savings and investment strategies.

Will the industry be able to solidly connect with the post-Baby Boom generation whose members often
don’t know how much life coverage they need? With so many tech-savvy post-Baby Boomers willing to
buy through direct channels, along with their buying decisions so heavily influenced through social-media
interaction, the industry also faces a major challenge regarding how to better leverage its independent
and affiliated life agents.

The industry also must continue to deal with the uncertainty that surrounds numerous regulatory issues.
Those rules add complexity to operations while demanding new levels of transparency, better governance
processes, and increased accountability. As a result, not only will insurers’ risk management processes and
risk governance capabilities be put to the test, so too will their data quality and data accessibility capabilities.

On a related front, when will more life businesses invest in next-generation predictive analytics and modeling
tools, and where will insurers find the skilled people to build the tools and interpret the implications produced
by the information? While many of the largest life insurers are beginning to more widely use predictive
analytics and modeling, there are many more insurers that have not yet made the investment.

Let’s talk

The work on these and other issues is just beginning: We take the view that the majority of insurers are in
mile one in a marathon race rather than headed to the finish line. Those who are gaining ground realize that
the work on key issues must be done with the customer in mind at all times. That job demands adoption of
a new frame of mind regarding a commitment to change that is shared across the C-suite and throughout
the organization.

In offering this document, with our point of view on challenges and actions, we expect debate. After all,
consensus is elusive when considering the industry’s current key topics.

Our team of professionals welcomes this opportunity to engage with you, and we hope you take the time to
reach out to us with your feedback. We look forward to hearing from you.

Laura Hay

National Sector Leader
Insurance
ljhay@kpmg.com




Fast facts
a. An estimated 30 percent of households in the
United States have no life insurance.

. At least 50 percent of households in the United States
say they believe they lack adequate life insurance.

. Fixed annuity sales increased 31percent in 3rdQ '13,
compared to 3rdQ '12.

. Variable annuities decreased 3.3 percent in 3rdQ’13,
compared to same Q of previous year.

. The number of independent life insurance producers
has declined 15 percent since 2007, when there were
163,400.

. The median age of a life insurance agent is 51;
the median age of the U.S. worker is 42.

. There are 85 million Gen Y'ers in the United States—
born between 1978 and 1994, with annual spending
power of $1.5 trillion.

. There is an estimated retirement " protection gap” of
$21 trillion in the United States.

Sources: a and b: “Facts of Life,"” LIMRA, 2013
¢ and d: "Fixed Annuity Sales Push Industry-wide Sales
to Highest Level in Two Years,'' Insured Retirement
Institute, Dec. 5, 2013
e and f: “"Facing Up to an Aging Producer Workforce,"’
Life Health Pro.com, July, 2012
g: "9 Ways to Sell to Gen Y,” Life Health Pro.com,
Aug. 5, 2013
h: "Advisors Can Net Big Business From $21 Trillion

Protection Gap,’’ Insurance News Net Magazine

© 2014 KPMG LLP, a Delaware limited liability partnership and the/tiS
firms affiliated with KPMG International Cooperative (“"KPMG \mern.l
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In an environment where a strengthening U.S. economy offers real stimulus for
life and annuity businesses in the United States, (See GDP chart, below) a major
guestion confronting industry leadership is whether insurers can seize the
opportunity and nimbly build for future growth.

Educate the masses

The industry must do a better job of educating the mass-market sector across age groups—as well as the
lucrative mass-affluent sector—about the need and benefits of life insurance as well as the benefits of
income generation that comes with annuities.

The data that defines the condition of life insurance and annuity businesses today are compelling:

Roughly 50 million Americans say they need more life insurance. The percentage of households owning a
life insurance policy was higher in the 1960s than it is now. About 4 in 10 U.S. adults have no life insurance.
Annuities remain a stew of complexity for many people who could benefit from them.

The vast economic middle market in all age groups is generally underserved in terms of both life

and annuity products, representing an enormous opportunity for new sales. A staggering $21 trillion
retirement “protection gap,” which represents the difference in the amount of money people have saved
for retirement and the amount they will need to maintain their living standard, needs to be addressed.
The $21 trillion figure is double the amount of 2006."

With life expectancy lengthening, that enormous number reinforces the refrain we hear every day:
Will many Americans outlive their assets?

U.S. GDP
(Seasonally Adjusted/Annual Rate)

2008 2009 2010 201 2012 2013

Source: Bureau of Economic Analysis — U.S. Department of Commerce, Jan. 13, 2014

14 KPMG LLP, a Delaware limited liability partnership and the U.S}
affiliated with KPMG International Cooperative (“KPMG Internatig

! "Advisers Can Net Big Business from $21 Trillion Protection Gap,”
Insurance News Net magazine, May 2013.



Create connections

With disposable income edging upward, employment on
the rise, and with a larger portion of the population having to
self-direct their retirement nest eggs, life insurance policies
and annuities can—and should—fill a need in years to come.
It will require, however, that the industry do much more in
connecting with consumers in many more ways.

While that connection will require leverage of the latest mobile
technologies, whether they are tablets or smartphones,
hardware represents just one small piece of the puzzle.

The winners in the competitive U.S. market will be insurers
that offer uncomplicated, valuable products. They will employ
creative and technically savvy people who will design and
deploy easy-to-understand education programs and messages
for many more consumers about the products.

Survey after survey during the past decade reinforce the notion
that many potential buyers of life insurance and annuities are
befuddled by the complexities built into what ought to be
simple income-protection and income-producing products.
Consumers say they need the industry to demystify products
before any sale will happen.

That said, it is important to realize education is a two-way
street in this industry. Despite years of talking the talk about
using social media and deploying new apps, many insurance
executives and agents still face an enormous learning curve.
Agents, especially, must better leverage the computing and
communications systems preferred by a large segment of the
population that brings “high expectations for fast, efficient,
and highly personalized customer service."?

2 “"Top 10 Trends in Insurance, 2014: Becoming More Customer-Centric,”

Aite Group LLC, January 2014.
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B U.S. Unemployment Rate (As of Dec. 2013) —
U.S. Bureau of Labor Statistics

“The best way to get to millennials is to have millennial
salespeople on the surface... Millennials do not want to
be sold, they want to be educated... empowered and
then arrive at a decision themselves.”

Mark Hug, executive vice president, Prudential
Financial, Product and Marketing, Individual Life
Insurance

“What Millennials Want From Agents, "
LifeHealthPro.com, August 30, 2013

© 2014 KPMG LLP, a Delaware limited liability partnership and the U.S. member firm of the KPMG network of independent member

firms affiliated with KPMG International Cooperative (“KPMG International”

), a Swiss entity. All rights reserved. NDPPS 243315
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Beyond boomers

While life and annuity agents have built solid connections with
the mass-affluent Baby Boom generation that is in retirement
or edging closer to that time, the agents have not yet
connected well enough with the roughly 165 million Americans
who make up:

e Generation X —about 80 million born between 1960 and 1980
and are entering their prime earning years

e Generation Y —the so-called Millennials, comprising about
85 million born after 1980 who are just now beginning to
understand the need for insurance and savings for retirement.®

Part of the challenge lies in the makeup and the technical savvy
of the current population of agents. Many agents in the current
pool are of a different generation than those who need more
life insurance, creating a “disconnect” that must be addressed
in two ways: adding more agents who have tech capabilities
and share the demographic profile of the new wave of buyers,
and a concerted effort to educate the current crop of agents,
whose median age is about 20 years older than the buyers in
the Gen Y segment.

The big picture: 2014 and beyond | 7

In addition, there are large portions of middle-market

Baby Boomers who are underinsured and don't own
annuities—primarily because they don’t understand them. That
market segment needs more direct contact with agents, either
through face-to-face meeting or through online means. Their
retirement needs are underserved, and they could be ready

to invest in annuities—if they understood them better. There
already is evidence that annuities are becoming attractive
again: Sales of fixed annuities grew in 2013 after a period of
contraction in previous years, and poised to grow in 2014.4

Insurers intent on boosting annuity sales must, however, “focus
more on customers—and not just on sales,” according to a
recent Aite Group analysis of the annuity market's challenges.®

Allianz Life in 2013 issued a report on a survey that found an
astounding 87 percent of 1,400 survey respondents between
the ages of 55 and 65 would prefer a financial product that
provides a 4 percent return guaranteed to maintain its value over
one that provides an 8 percent return that is vulnerable to loss.®

3 U.S. Census Bureau, Pew Research Center.

4 "3Q Annuity Sales at Highest Level in 2 Years," Insured Retirement
Institute, December 5, 2013.

5 "Five Keys to Unlocking the Lifetime Income Annuity Safe,” Aite Group,
January 2014.

8 “Transition Boomers and Retirement Income Survey,” Allianz Life,
April 2013.
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Build the bridge

Itis no revelation that younger, tech-savvy buyers look first to
direct channels to buy products and services. It is a mistake

to believe that it is the only way to build bridges to Gen X and
Gen Y consumers who at some point will need life and annuity
products. A combination of face-to-face and direct channels
may be needed in the not-too-distant future.

And, insurers are not only struggling with Boomers, and

Gen X'ers and Gen Y'ers: Financial advisers also often do

not include annuities with lifetime income options in the
investment strategies to clients because of several reasons,
Aite analysts recently reported. The analysts say some advisers
do not possess the technical skills to explain them to their
clients, and fiduciary guidelines prevent their inclusions in
401(k) plans—among other reasons.’

Clearly, the time is now for the industry to study the facts and
challenges that are affecting the potential for future growth of

7 "Five Keys to Unlocking the Lifetime Income Annuity Safe,” Aite Group,
January 2014.

8 “Bank Channel Eyes Life Insurance Growth,"” Life Health Pro.com,
September 1, 2012.

the industry. The industry must create strategies to meet the
challenges, and—perhaps most important—adopt a culture
that accepts transformation as the means to grow in the future.

If the industry does not act now, the completion, which is

now already snatching market share, will grab even more in
the years ahead. The Life Insurance Marketing and Research
Association (LIMRA) estimates that at least half of Gen X and
Gen'Y consumers would consider buying life insurance from
their bank instead of reaching out to an insurance broker.®
Why? In many cases, agents are ignoring the entire generation
and instead focusing on the mass-affluent segment—the exact
segment that already is saturated with brokers.

These younger people may be the same people who, when

the time comes to begin investing more aggressively for their
future, would avoid insurers and instead turn to another financial
services organization for advice and investment products.

© 2014 KPMG LLP, a Delaware limited liability partnership and the U.S. member firm of the KPMG network of independent member
firms affiliated with KPMG International Cooperative (“KPMG International”), a Swiss entity. All rights reserved. NDPPS 243315
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Like so many buzzwords, when “put the customer first” is uttered in a discussion
about sustainable growth and competitive advantage in the life business, it can be
interpreted in a number of ways.

Put the customer first

We believe best-in-class insurers adopt a customer orientation that leverages four key attributes®:
e Constant focus on a strategy that keeps the long-term needs of their customers at the forefront

e Embracing a culture of efficiency that relies on the investment in scalable systems, processes, and
delivery channels that resolves the legacy inefficiencies that have hamstrung growth efforts for the past
decade or longer

¢ An agility that relies on a top-to-bottom organizational culture that embraces the idea of adapting swiftly
to the rapidly changing environment surrounding the industry

e Emphasizing the importance of regaining trust among customers and regulators.

If nothing else has been learned in the past several years, it is that customers are not shy about voicing
expectations about how they want to learn about and purchase products and services. The expectations
regarding insurance are being shaped in large measure by how these very same customers are interacting
with other industries. The list of industries and businesses that have transformed just in the past few years
through the creation and deployment of customized, consumer-friendly, easy-to-use technologies is long
and getting longer.

Think about how we rent movies, buy books, “read newspapers,” and buy music. Are we heading to
big-box retailers to shop for TVs and computers, or are we only stopping by to pick up the merchandise
after we shopped and compared prices online? Isn’t the only question left unanswered: What's next?

These same changes that reshaped so many other industries may be “creating chaos” inside the walls of
some of our insurers, but we believe that from chaos comes opportunity. Making matters challenging for
insurers, however, is that, although the industry has long-enjoyed a reputation for being very successful,
it also has been characterized as being slow at embracing change. Now, with the industry having gone
through some of the toughest tests in decades, we are seeing a real movement among leaders in the
industry toward adopting a "“customer-first” mentality.

We would agree with those who say that this ""customer-first” mentality is the only “source of competitive
advantage remaining'” in the current business environment. We have no doubt that a strategy that has—
at its heart—the belief that great customer experience will ultimately lead to greater efficiency and
profitable business is the sensible path forward.

Mega-trends

Two years ago, when KPMG International published “The Intelligent Insurer”, it described how powerful
global mega-trends would shape the industry for the next 20 years.!" In just the past two years, several
of those mega-trends—demographics, technology, and social values/ethics—are being better
understood. As more study is conducted about the mega-trends’ current and future impact, there is a
growing realization about how insurers can understand them and harness their power in the quest to
connect with consumers and grow the business.

% “The Valued Insurer: Leading the Pursuit of Sustainable Growth,”
KPMG LLP, 2013.

10 "Customer Advocacy 2013: How U.S. Consumers Rate Their Financial
Firms,” Forrester, November 8, 2013.

" “The Intelligent Insurer: Creating Value from Opportunities in a
Changing World,” KPMG International, 2012.
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Demographics

Several major U.S. demographic changes in the next several
decades—population size, length of life, as well as ethnic
diversity of the U.S. population—are having significant
consequences for life and annuity businesses are having
significant consequences, to: are expected to have significant
consequences for life and annuity businesses.

While U.S. population growth currently is at its lowest rate

in almost a century, a higher birthrate among an expanding
immigrant population in the United States is expected to

be a major driver of population growth in the years ahead.?
The U.S. population is expected to grow by about 25 percent
by 2060, compared to the population of about 317 million

as of January 1, 2014.72 In that same period, the number of
U.S. citizens age 65 and older is expected to more than double
to about 92 million,' compared to the current number.

Staying abreast of the population, age, and ethic trends in the
United States will allow life insurers and annuity writers to align
strategies with trends.

U.S. Census Bureau studies predict that the number of U.S.
citizens of Hispanic or Latino descent will grow rapidly in

the United States by the end of the current decade, and will
account for about a third of the overall U.S. population midway
through this century. Between 2000 and 2010, the growth rate
of the Hispanic population in the United States was four times
the growth rate of the overall population.™

Insurers that create brand-awareness campaigns among
expanding population segments, and build paths and products
to serve them, will gain a strong position in the marketplace of
the future.

Trends in obesity, however, may present increasing concern in
the life industry as it relates to the ability to properly underwrite
and price. According to the Centers for Disease Control

and Prevention (CDC), more than one third of U.S. adults

(35.7 percent) are obese,'® meaning their “body mass index”

(a measure of an adult’s weight in relation to his or her height)
is greater than 30. Overweight or obese people face a higher
risk of heart disease, Type 2 diabetes, high cholesterol, high
blood pressure, sleep apnea, stroke, and arthritis, among other
medical problems.

2 "Changing U. S. Demographics Offer Opportunities to Insurers
Willing to Adapt,” June 6, 2013, Property Casualty 360.com

8 U.S. Census Bureau, U.S. and World Population Clock, January 1, 2014.
4 U.S. Census Bureau news release, December 12, 2012.

Obesity Trends* Among U.S. Adults
BRFSS, 1990, 2000, 2010

(*BMI =30, or about 30 Ibs. overweight for 5’4" person)

1990

2000

O No Data
20%-24%

<10%
B 25%-29%

B 10%-14%
B >30%

B 15%-19%

Source: Centers of Disease Control and Prevention

5 "2013 Personal Lines Consumer Markets Annual,” Conning, Inc.,

June 5, 2013.

6 “Adult Obesity Facts,” Centers for Disease Control and Prevention,
January 2014.
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There has been a dramatic increase in obesity among the U.S.
population since 1990. In 1990, there were 10 states that had
prevalence of obesity of less than 10 percent and no state had
a prevalence of obesity of equal or greater than 15 percent of
its population. By 2010, there were no states in the country
that had prevalence of less than 20 percent and 12 states had
prevalence of obesity of greater than 30 percent.

Among children, the rate of obesity has doubled to 18 percent
in the past 30 years, and it has tripled among adolescents (also
18 percent) in the same period, according to CDC research.
The implications for the life industry, already struggling with
pricing and overall sales, could be severe if these trends
continue into the future.

Technology

It is difficult to understate the role that technology and digital
revolution continue to play in terms of greater connectivity
between consumer and insurer, the use of social media to
understand and meet consumer needs, and in gaining access
to an unparalleled wealth of information.

The industry’s Achilles’ heel in terms of technology, however, is
its continued reliance on too many legacy systems. Much work
already has begun to address the issue, although much more
work is ahead. The patchwork of hardware and software created
through bolt-on additions to existing systems and through the
attempt at systems integration after a merger or acquisition
continues to cause major problems in the industry.

Disparate systems and processes are a key cause of mistakes,
they exacerbate the problems associated with duplication of
efforts (which aggravate customers), and they add significant
costs and time. Until the legacy issue is fixed, there will be a
continued drag on productivity and profitability.

From an industry competitive standpoint, we believe the slow
uptake of the deployment of digital technologies to connect
with consumers presents one of the greatest threats to
established insurers. Already we have seen new entrants, not
encumbered by the legacy systems of their more-established
competitors, steadily grabbing more pieces of the market by

meeting customers’ new connection and distribution demands.

7 "The Intelligent Insurer: Creating Value from Opportunities in a
Changing World,” KPMG International, 2012.
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Social values and ethics

In survey after survey with consumers in recent years, financial
services organizations rank extremely low with regard to trust.
Rebuilding a reputation that has been damaged takes more
than time.

The reverberations due to the financial crisis of 2008 are still
being felt, and insurers—as well as other organizations in
the financial services industry—still have not fully recovered.
Rebuilding a reputation requires unstinting focus on the
consumer, top-of-class governance, and a strong culture
throughout the organization to do things right at all times.

Life insurers have earned higher marks in recent years by
leveraging social media to connect with a new generation,
and social media will continue to play an important role in
connecting with customers and in attempting to create a
positive public opinion of the industry. Social media, however,
is a dual-edged sword. Done well, social media programs can
help build strong alliances; the penalty for breaching trust,
however, almost always is immediate and severe.

Successfully building trust creates value, an intangible that
increasingly is being recognized on corporate balance sheets.”



Shift in the balance of power

There literally are tens of millions of people who, without
hesitation and at any time of day or night, use their mobile
phones, tablets, laptops, gaming devices, and desktop personal
computers to search online for products, comparison shop, and
hold “conversations” with friends and total strangers about the
utility and value of the product or services.

These same people make instant—and important—decisions
and recommendations about whether to buy or disparage
products and services. Insurance executives, for many
reasons, still are playing catch-up, while other industries are on
pace. Anyone who doubts that the balance of power is in the
hands of the consumer hasn't been paying attention.

The life industry is showing signs of reacting quicker to
customer demands for better and speedier customer
service; better multichannel options to settle claims, buy, and
receive products; and more use of social media. We believe,

\\\

however, many insurers still are grappling with getting a
handle on the scale of the transformation required. And fewer
still are successfully achieving it. Midway through 2013, when
KPMG conducted numerous industry events with leading
global insurance companies, we learned that only about one
third believed they have an agile business structure adaptable
to changing customer and market needs.®

It is important to understand what is meant by “customer
orientation,” since it is frequently touted by major
organizations including the insurance industry, without giving
it a tangible, lasting strategic focus. In order to establish a
customer orientation, firms must overcome the frequent
conflicts in corporate mind-set that emphasize short-term
priorities and next-quarter shareholder value. Customer
centricity takes significant time and investment to embed in
an organization and reap a meaningful competitive advantage
and return on investment.

'8 Valued Insurer Pulse Survey, KPMG International, conducted at industry

events, June 2013.
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Here, we identify four strategic building blocks, supported by a number of tactical
enablers, which define the components of a customer-centric business model.'®

Better knowledge
of customers

Relevant
propositions at the
Customer- right time
centric
business

Optimal
model :

distribution for
each customer
segment

Optimal servicing
for each customer
segment

Governance and
People

Source: “The Valued Insurer”, KPMG LLP, 2013

Do you understand the needs of customers and
develop propositions to match?

Do you use predictive analytics and propensity
modeling to target and cross-sell?

Are your propositions based on customer needs
and do your customers reward you through
greater loyalty, referrals, and retention?

Can you comply with more consumer-focused
regulation?

Do you understand how customers want to buy
and have you aligned your distribution strategy?

Have you optimized the cost of acquiring your
customers based on the value created by your
propositions?

Do you understand how your customers want to
be serviced and through which channels?

Do you promote a positive customer experience
at every touch point?

Enablers

Regulation and

Capital Management

Components of a customer-centric business model
In an environment where competition is becoming ever more intense, it will become

increasingly important for life and annuity businesses to:

e Develop differentiated products targeted at particular market segments

e Focus on building loyalty to reduce customer churn and pressure on business

volumes

e Differentiate brands through enhanced customer service, and thus

¢ Deliver maximum value for customers.

% “The Valued Insurer: Leading the Pursuit of Sustainable Growth, "
KPMG LLP, 2013.
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The new and pending insurance regulations coming out of the reform wave of the
past decade will continue to demand a significant amount of the life industry’s
attention this year in order to remain in compliance in a cost-effective way.

More regulation;
More uncertainty;
More staff time

In addition, the sheer number of new regulations continues to mount, while the scope of those regulations
continues to broaden. The breadth of these rules and regulations will require that life insurers not only
have more staff devote more time to completely understand the new rules and their current and future
implications, but there also will be demands on whether the structure of current governance models are
appropriate and whether any changes will need to be made.

At the end of 2013, the U.S. Department of the Treasury's Federal Insurance Office (FIO) released

its long-awaited report—" How to Modernize and Improve the System of Insurance Regulation in the
United States"—on ways to modernize and improve the current system of insurance regulation. The FIO,
created by mandate of The Dodd-Frank Wall Street Reform and Consumer Protection Act, was to have
issued its report on January 21, 2012. Twenty-three months late, the FIO report does not challenge the
legitimacy of the state-based insurance system. It did, however, offer a roadmap for improvement of the
current state-based system and concluded that a “hybrid model” of state and federal authorities would help
create uniformity and efficiency, improve solvency, and address certain market-conduct issues.

If nothing else, the FIO report adds to the environment of regulatory uncertainty that has enveloped in the
industry for the past several years.

In the meantime, more concrete regulatory matters will occupy the time of industry executives, affecting
certain business operations such as life businesses’ use of their captives for reinsurance (cited in the FIO
report), financial reporting, the possible designation as a systemically important institution, systemically
important financial institution (or a globally important systemic insurer), cost of capital, solvency, and pricing
for universal life products.

Through it all, the bottom line is that, collectively, these regulatory imperatives that are on 2014’s agenda add
complexity and cost to operations, and they add even more compliance and reporting risk to the industry.

Also remaining on the horizon are changes in accounting for insurance contracts. In February 2014, the
Financial Accounting Standards Board (FASB) decided to change the direction of the insurance contracts
project. For long duration contracts, the board will work on targeted improvements to current U.S. GAAP
and then evaluate how those improvements compare to the building block approach as determined by the
International Accounting Standards Board (IASB). This decision is likely to lead to further non-convergence
with the IASB.

Life Insurers should continue to expect much higher demands from consumers, lawmakers, regulators, and
other stakeholders around transparency and accountability, which puts a premium on enhancing existing
governance processes and risk-management capabilities while requiring a redoubling of efforts related to
bolstering data quality and data accessibility capabilities.

Gaining an unambiguous understanding of the implication of these regulations has been a challenge for
the industry, primarily because many have been subject to debate and modification virtually from the day
they were proposed. Nevertheless, insurers must devote more attention to the implications of the pending
regulations in preparation for when they finally are adopted.
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An improving economy, coupled with slowly rising interest rates, an uptick in
disposable income, and job growth, provides potential positive momentum for
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the life and annuity business in 2014.

On the path

of growth

Propelled by whole life and universal life products,
insurance sales increased in 2013 and are expected
to experience moderate growth this year. Sales of
variable and indexed annuities could increase
moderately (single-digit increase), driven by such
factors as an increase in the number of retirees
seeking to bolster and diversify their retirement
investment portfolios, and an expected rise in
disposable personal income positive equity market
growth. Some factors that could limit growth in
annuities in 2014 include some confusion about
the products among both consumers and agents,
and too few independent agents willing to offer
the products.?

Fixed annuity sales 2007-2013
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20 “Conning'’s 2014 Life-Annuity and Health Industry Forecasts,”

November 14, 2013.
21 SNL Financial LC
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At the same time, though, net investment income
has been relatively flat for the past five years,

and net yield on invested assets has been on a
downward path since 20052?'. While the slight rise
in long-term bond yields in the final quarter of 2013
helped boost life insurers’ investment income, the
impact of the actions by the U.S. Federal Reserve
Board (Fed) continues to create some uncertainty.

As 2014 gets underway, the Fed continues to
provide indications that it will continue to taper its
bond buy-back program, which some fear could
slow economic growth.?
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22 "Rosengren Says Fed Needs to be Patient in Removing Stimulus,”

Bloomberg.com, January 4, 2014.
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Variable annuity sales 2007-2013

$80 - $475 gy 5 3481
$41.3 $41.7 $42.0
$40 — $37.8
8353 05 931.9 g1 1 $32.1 $31.8

$30 —

$20 —

$10 |

$0
™~ ~ ® [oe} [0} [o)) o
o o o o o o 5
o o o o o o
~ ~ ~ ~ ~ ~ “{
= I} = o = e} =
a a a a @] @] ©)

Source: Insured Retirement Institute, Morningstar, and Beacon Research
(used with permission)

With sales across the spectrum of life and annuity expected

to generally follow the modest growth of 2013, now is not

the time for taking a rest. Instead, the gradually strengthening
position dictates that industry executives seize the momentum
and accelerate investments in people, technologies, and
processes that may have been given less-than-adequate
attention earlier in the postcrisis period.

These industry improvements should encourage the

industry focus on the soft skills and hard investments.

Those investments can help put the consumers first and

drive increases in market share and create new ways to deliver
the critical messages that consumes need to understand if
they are going to buy new products and services.

Insurers that work with lawmakers also stand to reap rewards
through proposal legislation in the U.S. Senate that would
overhaul the system now in place for the $3 trillion held in the
public pensions for states and cities. If adopted, the law would
allow funds to be turned over to life insurers, which would then
take responsibility for making payments when workers retire.?

2 “Insurers Get Shot at $3 Trillion in Hatch's Pension Plan,” Bloomberg,
August 7, 2013
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The kind of online purchases people make, or the type of magazines they buy, or how
they spend their leisure time, and the movies and TV shows they watch says a lot about
the risks they represent from a life insurer’s perspective. Consequently, predictive
analytics and modeling techniques applied to deep mines of information that are
increasingly made available about almost everybody are being used by life insurers.

Investment in
predictive analytics
and modeling

Predictive analytics and modeling already is widely used in non-life insurance lines, including personal
auto, homeowners, commercial auto, and commercial property, but more life insurers are benefitting from
leveraging these powerful tools to help drive profitability, reduce risk, grow revenue, and improve efficiency.

The volume, velocity, and variety of data pouring into insurance organizations place enormous emphasis
on the assurance that the data is reliable. Further, insurers must make certain that the organization has an
outstanding data management environment to ensure quality and security.

Sophisticated judgment and effective investment can deliver fundamental and lasting benefits to the most
advanced companies. In fact, we believe that without strong technical and human capital capabilities to collate
and synthesize the massive amounts of data available, insurers will find themselves, at a minimum, potentially
missing an opportunity and, at worst, at a serious competitive disadvantage in the very near future.

Sustainability and profitability depend on identifying the specific behavior characteristics of policyholders as
well as developing lasting and deep relationships with clients. Modeling and analysis of customer data are,
therefore, fundamental to a successful business model.

Data and analysis

Deployed hand-in-hand with more powerful computer hardware, new software applications allow companies
to routinely undertake analyses that would have been prohibitively time-consuming or expensive only a few
years ago. Hard figures—costs, claims, dates, times and other customer details—can be trawled automatically
to extract significant correlations that can yield valuable insights into core business parameters.

In addition, dramatic developments in the analysis of unstructured data, or text mining, can allow large
volumes of text-based material held in-house to be scanned to extract potentially significant information.
Furthermore, publicly available material can complement existing consumer behavior data.

Internet technology and social media now allow customers and potential customers to chronicle their
lifestyles and consumer experiences online. Many people also use social media networks to evaluate
products, services, and providers. It is well known that certain key life events, such as buying a house,
having a baby, or retiring, are associated with insurance purchases. Increasing numbers of analysts and
modelers are experienced in the necessary actuarial and statistical analysis. Identifying these key life events
can make targeted marketing much more effective.
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Benefit to customers

The benefits of advanced data analysis and prediction do not
all flow one way. Many aspects that create advantages for the
company also improve the customer experience:

e Policies tailored to individual circumstances

e Premiums more closely related to actual risk, resulting in
benefits to lower-risk customers

e Faster, more personalized service at every stage of customer
interaction.

Investment

Developing these new analytical capabilities should not

be undertaken lightly. Typically, significant investment is
needed in people, hardware, software, collecting, collating
and verifying data, in data cleansing, and the development of
data warehouses.

Embedding data analytics in the heart of the operating model
as a routine and continuing dimension of management decision
making can require major change. However, many companies
will already have a number of key components in terms of
hardware and capacity to host the infrastructure and existing
analytical tools.

As is often the case, when the topic turns to investment, it
almost invariably is centered on hardware, software, and data
capabilities. While vital, we believe that the industry also is

facing a talent shortage, and investment in human capital must
rise higher on the agenda. Finding the right people with the
right skills, especially high-grade talent with background in
investment and risk, is one of the industry’s more important
unmet challenges.

With investment returns a major worry, insurance industry
boards and senior management will need to target
individuals with specific expertise in asset management in
a variety of asset classes. And with increased regulatory
scrutiny now part of “business as usual” in every insurance
organization, professionals with deep quantitative and
analytical skills are needed.

Investments made in people, processes, and technology can
have high returns. However, all insurance businesses are
different in terms of their business model, risk appetite, target
customer segments, and product profile.

The challenge is to relate the investment to the return in

a transparent way in order to evaluate the relevance and
significance of modeling outputs. This is especially challenging
in view of the very long lead times in the insurance business
model. Securing corporate support at the senior executive level
for business investments based on data analysis depends on
getting buy-in to its relevance and significance in this way.
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With the prospect of a relatively low interest rate environment persisting through 2014,
and facing new liquidity and capital requirements that present ongoing operational and
bottom-line risks for life insurers, leadership will need to consistently evaluate their
investment strategies and product portfolios that are interest-rate sensitive.

Sources of
iInvestment income

Life insurers may consider stepping up efforts they've already initiated to reach for higher yields by
investing in certain alternative investments, such as private equity, commodities, hedge funds, and certain
riskier classes of real estate. While those alternatives may produce returns that match higher guaranteed
returns that were made in the past on products sold under much different economic circumstances, life
insurers will need to revisit their risk-management and capital-mmanagement practices.

But, because movement from more traditional fixed income investments to alternative investments will
increase risk-based capital (RBC) requirements, boards and senior management should consider a variety
of questions in making the decision. For example:

e Will the return on RBC requirements be greater?

¢ |[f the company measures capital performance using metrics other than RBC—for example, economic
capital—will the return on economic capital be greater?

¢ |s the alternative investment within market risk tolerances, including allowable asset class, concentration risk
to asset class, industry, or geography? If not, should tolerances be adjusted to accommodate the change?

Since alternative investment strategies place a heavier burden on a life insurance company’s investment
professionals, management and the board also will need to evaluate the professionals’ level of investment
sophistication and consider whether to use outside managers as a risk-management strategy.

of independent member
hts reserved. NDPPS 243315

The protracted period of low rates already has compelled life insurers to alter product strategies, and
more work may still need to be done in that regard into 2014—and perhaps beyond. The risks associated
with investment-oriented products will continue to increase, giving new urgency to redesign such
products, and—where possible—increase premiums and fees and change to minimum guarantee
provision on life and annuity products.

Insurers in 2014 are facing the challenge of reeducating their customers who, for a long time, expected
attractive, guaranteed returns—such as those offered by variable annuities. For some life insurers, the sale
of annuity lines of business may make the most sense from a strategic and shareholder perspective.
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Life sector annual net investment income/net yield on invested assets
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As straightforward as it is to suggest such alternatives, there
are legitimate questions about the challenges they present. In
a 2013 report issued by State Street Corporation, in conjunction
with The Economist Intelligence Unit, one in four insurers
admitted their business had trouble hiring knowledgeable,
qualified staff in the field of asset allocation.?* For some,
outsourcing the investment management function will be an
answer, although with increasing demands by regulators for
transparency, moving the investment function outside the
organization could elevate risk.

Expect regulators to heighten their scrutiny of alternative
investment strategies in order to protect policyholders. While
hedge funds can offer higher returns than U.S. Treasuries,

2 "Facing the Future: Blueprint for Growth,” State Street Corporation, 2013.
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many insurers—other than the largest—have avoided investing
in them. However, with the specter of prolonged low rates

and the steady decline in the industry’s net yield on invested
assets, hedge funds may become attractive in 2014 for a
broader swath of insurers.

The risks raised by investing in alternative classes of assets
also point to the need to leverage data analytics to manage the
associated risks. As it is with many aspects of the insurance
industry, the difficult investment environment demands
detailed focus on innovation. Questions remain, however,
about the level of preparedness among the majority of insurers
to meet this challenge.

© 2014 KPMG LLP, a Delaware limited liability partnership and the U.S. member firm of the KPMG network of independent member

firms affiliated with KPMG International Cooperative (“KPMG International”

), a Swiss entity. All rights reserved. NDPPS 243315






ING.,) @Al

e diysiauy

D [eUONRUIBIU| DAY UHM Palel|ijfe SWillf
el| pajwil| alemejeqd e ‘477 OINDY ¥1L0Z @




The big picture: 2014 and beyond | 31

The risks and opportunities associated with cyber security at insurers are significant.
The average “operational” cost of a data breach in the United States is approximately
$5 million.?® But, the monetary impact is only one element of the fallout, however.
There are issues associated with lost productivity, damage to the organization’s
reputation, and the very real possibility that the customer will walk away from the
company.?

Cyber security

In a customer-sensitive business such as insurance, the potential impact is significant, especially in light of
the increasing number of recent incidents where insurers have experienced data breaches.

With the ubiquity of electronic content inside insurers’ computer systems and the incidence of hacking
increasing, there is considerable pressure to review protection protocols against data breaches.

In New York State, for example, Gov. Andrew Cuomo in 2013 issued so-called “"308 letters” to 31 of the
state’s largest insurance companies asking what steps they are taking to keep data safe from cyber threats
as part of the governor's effort to protect critical infrastructure and information systems. The letters, so
named after a section of the New York Insurance Law, sought information on:

e The cyber safeguards in place at the insurance companies

e The companies’ IT management policies

e The amount of funds and other resources the companies dedicate to cyber-security
e The companies’ governance and internal control policies related to cyber-security.

Since these same questions surely apply to more than 31 insurers, we would suggest boards and senior
management use this set of questions in examining their own operations. Further, we expect such emphasis
on controls to increase in the future, and we advocate that insurers routinely test protection protocols.

Though final statistics for 2013 are not yet tabulated, the expectation is that the final tally will show nearly
600 computer network breaches at U.S. companies, government agencies, and other institutions, according
to the Identity Theft Resource Center.?’
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25 “Cyberinsurance Picks Up Steam, Study Finds,” The Wall Street Journal’,
August 7, 2013.

26 “Customers Take Their Business Elsewhere After a Data Breach,”
Infosecurity Magazine.com, October 22, 2013.

27 “Data Breaches on the Rise,” The Wall Street Journal CFO Journal,
August 13, 2013.
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For the past several years, there has been no shortage of predictions about a pending
run-up in mergers and acquisitions (M&A) among life insures. But, for the most part,
the pace has been slow, and the deal value modest. Yet the drivers—the need to
increase scale, cost synergies—to name just two—remain compelling. The strategic
imperatives for growth through M&A, against the backdrop of relatively low interest
rates and opportunities for expansion into niche markets in the United States and in
rapidly developing markets, remain great.

M&A: A combination
of options

Life M&A (U.S.) deals 2005 - 2013 (Nov. 31)
100 —
90 — 86
80 —|
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Source: Thomson Reuters/KPMG analysis

With life premium growth and annuity sales slowing in mature economies, we expect more discussion in
the boardroom during 2014 about such disparate topics as expansion into rapidly developing economies,
particularly in Asia and Latin America (LatAm), or the sale of annuity lines to private equity firms.

Expansion into new markets

In the period beginning in 2000 and extending through 2007, North America and Western Europe accounted
for 75 percent of the growth in the global insurance market. Since that time, however, roughly 70 percent
of the premium growth in the global market came from South and East Asia and LatAm. And, according

to the Organisation for Economic Co-operation and Development (OECD), in the years ahead, the size of
the middle class in South and East Asia and LatAm is likely to exceed that of the United States. The OECD
"reports that in 2009, the U.S. middle class comprised the largest share of purchasing price parity globally
with a 21 percent market share—two-and-a-half times that of the next largest market, Japan. The study
projects that by 2030 the U.S. market share will fall to 7 percent globally, taking a distant third place behind
India (23 percent) and China (18 percent).” %

28 "Annual Report on the Insurance Industry,” Federal Insurance Office,
Department of the Treasury, June 2013.
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PE and annuities

During the past several years, a number of private equity
(PE) firms bought blocks of annuities that were spun off by
insurers looking to shed noncore assets. The acquisitions
have raised concerns among regulators that, while such
purchases may be beneficial to the PE firms, holders of
annuities might be placed in peril.

Senior executives from some of the high-profile PE firms have
met with a working group created by the National Association of
Insurance Commissioners (NAIC), which is considering whether
more stringent rules are needed to monitor risks that PE firms
could present to the insurance sector and holders of annuities.?

The risks most often raised by critics are that there could be

a conflict between “the insurers’ need to invest to meet the
long-term promises inherent in life/annuity products and the short-
term business model that many private equity firms espouse.”*°

The next few months will certainly provide more insight into
whether more PE/annuity activity will occur, or limitations will
halt more such deals.

Manage complexities

Whether it is the sale of annuity blocks, or the purchase of a
businesse at home or abroad, with such potential opportunity
comes unknown risk.

Life insurers seeking to benefit from the demand for insurance
products accompanying the expected rising wealth in rapidly
developing economies, for example, will likely need to identify,
analyze, and manage the complexities that are routinely shifting
in the region.

Taking advantage of the current conditions—and the
expectations for future growth—places a very high premium,
however, on insurers’ abilities to develop strategies for the
successfull execution of M&A that lower the potential down-
side risks, while enhancing chances for success. That approach
to enhancing the odds for success begins by careful target
selection, thoughtful structuring of deals, disciplined due
diligence, and—perhaps most important—patience.

2 " Apollo Would Support More Regulation for PE-Backed Insurers,
" The Wall Street Journal,” December 16, 2013.

30 *Athene CEO Seeks Level Playing Field,” Insurance News Net Magazine,

December 31, 2014.

“The share of the global life and health insurance market
in Latin America and Asia is expected to grow from

22 percent in 2010 to 37 percent in 2020. The relatively
mature markets of Korea and Japan are also expected to
significantly increase demand for life insurance products
in the future.”

Annual Report on the Insurance Industry, Federal
Insurance Office, Department of the Treasury, June 2013

“The risk we're concerned about at [the Department

of Financial Services] is whether these private-equity
firms are more short-term-focused, when this is a
business that’s all about the long haul ... Their focus is on
maximizing their immediate financial returns, rather than
ensuring that promised retirement benefits are there at
the end of the day for policyholders. ”

—Benjamin Lawsky,
New York State Superintendent of Financial Services

"Risk Altered as Private Equity Moves into Insurance,”
Bloomberg News, May 12, 2013
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Culture, more than rule books, determines how an organization behaves.

— Warren Buffett
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We can always count on one of the world’s most revered investors to capture the
essence of an idea. He seldom fails to provide perspective in a concise way. And,

in the case of culture, his quote hits the mark. As pithy as it is, though, it still leaves
room to wonder: How is culture defined in the context of an organization as complex
as an insurance company? The answer? Well, it depends.

Demand a culture
that accepts change

What we do understand is that, for far too long, the culture inside many insurers—large and smaller—
didn’t adequately allow for listening to the demands of a customer base that felt disconnected to their
insurance company.

One of our favorite comments on the subject of culture and corporate change comes from outside our
industry. It was in a news article published a few years ago about the turnaround of a struggling automobile
manufacturer. In it, the chief executive was asked about his top challenge. His answer was blunt:
Overcoming resistance within the organization to change.®' “You have to create a culture that not only
accepts change,” he said, “but seeks out how to change.”

Each of us who spends our days (and nights) focusing on the solutions to the industry’s challenges
presented by the shift of power to the consumer can take that message to heart.

Our message to those at the helm is that the top issue on the agenda is not always necessarily figuring out
how to create and deliver a new product or service. Rather, it is coming to grips with an entirely new way of
doing business, given what is going on around us.

In practice, the achievement of cultural transformation in order to become a customer-centric
organization requires:2

e Senior management making a commitment to transformational change, including a review of the core
beliefs and routines that exist within the organization. To be effective, it is vital to have visible and
authentic role-modeling of values, with leadership demonstrating decisive action.

e A structured approach to managing people risk: Knowing the areas of the organization with the biggest
impact on performance or reputation. What is the succession pipeline like for these areas? Is the
organization’s key talent in the critical roles and functions?

e |ncorporation of talent risk into wider risk management governance and reporting. Is “people risk” being
monitored in the same way and in the same forums as operational, market, or credit risk?
Successful and credible cultural transformation will depend on two important elements:

e Statement of intent — The change journey should start with some high-impact, symbolic actions that
demonstrate that the organization is taking culture change seriously, and that there is no going back.
These symbolic actions could include:

— Cessation of certain business activities and/or the sale of certain products that are perceived to be
contentious or unfair

— Radical overhaul of traditional norms and routines.

e Conduct must be embedded through:
— An articulation of clear measures, making it easier for peers and the public to hold insurers accountable.
— The framing of behaviors that should be rewarded through incentive structures.

31 “"GM CEO Dan Akerson: Our Company Has a ‘Resistance to Change,”
The Associated Press, December 11, 2011.

32 “Embedding Real Culture Change and Managing Talent Risk,” KPMG,
Frontiers in Finance, April 2013.
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| Getting going

There is no denying that while the life and annuity industry has always focused on
consumers there is validity in the observation that somehow that focus was less

N intense during the depths of the Great Recession, due to the ongoing financial
chaos gripping the globe at that time. Now that we have regained a foothold, the
industry must pivot to a strategy centered on the customer as a way to serve their
interest and grow the industry.

That pivot requires a new and unrelenting focus on developing new products and
services that connect with customers and make them available via the channels
they want to use as opposed to the channels the industry thinks are appropriate.
Ambitious insurers will find ways to cater not only to their core customer base, but
also to new customers in new locations.

This refocus will require that insurers rethink and rebuild their systems and
processes to be more agile and their analytical capabilities more insightful. Some
institutions may find that the only way to meet these imperatives will be through
mergers, acquisitions, or joint ventures. Others will opt strictly for organic growth.

No matter the course, the way forward will require nothing less than a relentless
focus on customer demands. By failing to adopt a strategy that has at its heart
a total focus on the customer experience, insurers risk a gradual slide into
irrelevance.
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