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RELATING TO INSURANCE.
Insurance; Fraternal Benefit Societies

Exempts from insurance code, associations (1) organized before 1880; (2)
whose members are active, retired, or honorably discharged members of the
U.S. armed forces or sea services; and (3) whose principal purpose is to
provide insurance and other benefits to their members.

None

CPN



STATE OF HAWAII

NEIL ABERCROMEIE KEALI'I S. LOFEZ
GOVERNOR OFFICE OF THE DIRECTOR DIRECTaN

BRIAN SCHATZ DEPARTMENT OF COMMERCE AND CONSUMER AFFAIRS EVERETT KANESHIGE

LT. GOVERNOR
335 MERCHANT STREET, ROOM 310 BEPUTY DIRECTOR

P.C. Box 541

HONQLULU, HAWAII SEB0S
Phone Numbaer: 586-2850
Fax Number: 586-2858
www . hawaii.gov/dcea

TO THE SENATE COMMITTEE ON COMMERCE
AND CONSUMER PROTECTICN

TWENTY-SIXTH LEGISLATURE
Regular Session of 2011

Thursday, February 24, 2011
9am.

TESTIMONY ON SENATE BILL NO. 1484 — RELATING TO INSURANCE.

TO THE HONORABLE ROSALYN BAKER, CHAIR, AND MEMBERS OF THE
COMMITTEE:

My name is Gordon Ito, State Insurance Commissioner (“Commissioner™),
testifying on behalf of the Department of Commerce and Consumer Affairs
{("Department”). The Department supports the intent of this bill.

The purpose of this bill is to amend Hawaii Revised Statutes (‘HRS") § 432:2-
704(a) to add an exemption from the laws governing fraternal benefit societies for
associations organized before 1880 that provide insurance and other benefits to its
members and their dependents or beneficiaries and whose members are active, retired,
or honorably discharged members of the armed forces or sea services.

These associations pre-date the enactment of fraternal benefit society laws and
are organized for the benefit of military members and their families, These associations
do not operate as commercial insurance companies and do not fall within the current
exemptions under HRS § 432:2-704(a).

The Department believes that the longevity of these associations is an indication
of the financial stability of these organizations.

We thank this Committee for the opportunity to present testimony on this matter.
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Testimony in Support of SB1484
by Lauren M. Bloom
Before the House Committee on Commerce and Consumer Protection
on Thursday, February 24 at 9a.m.
in Room 229

Good Morning Chair Baker and members of the committee:

My name is Lauren M. Bloom. I am the General Counsel and Vice President for Beneficiary
Services and Education of the Navy Mutual Aid Association (“Navy Mutual™). Tam writing on
Navy Mutual’s behalf in support of SB1484. The passage of SB1484 will clarify Navy Mutual’s
regulatory status in Hawaii.

Background

Navy Mutual is an unincorporated, not-for-profit mutual aid association and Congressionally-
chartered veterans service organization that provides members of the Sea Services (Navy,
Marine Corps, Coast Guard, National Oceanic and Atmospheric Administration, and the U.S.
Public Health Service) with life insurance and survivor benefits at the lowest possible net cost.
Navy Mutual was formed in 1879 to provide these benefits to Civil War veterans and their
families, and it is still performing this critical mission today.

At this time, however, Navy Mutual is taking proactive steps to ensure that its regulatory status is
clear. Navy Mutual’s concern is based upon its recent experience in three states that interpreted
their fraternal benefit codes so that Navy Mutual was not exempted from regulation. In each of
those cases, the respective insurance codes were amended to make clear that Navy Mutual was to
be treated like other exempt fraternal benefit associations who provide services to members of
hazardous occupations. Navy Mutual respectfully requests Hawaii to make a similar legislative
change.

Navy Mutual’s Experience in Virginia, the Carolinas and Maryland

In the 1990s, Navy Mutual received an inquiry from the Department of Insurance in its
domiciliary state, Virginia, concerning its regulatory status. After an initial inquiry and informal
hearing, the Virginia Department recognized the public policy benefits of making Navy Mutual’s
unique products and survivor services available to Sea Service members, but concluded that
Navy Mutual did not necessarily fit neatly within the “hazardous occupation™ exemption in
Virginia’s version of the Model Fraternal Code. The Virginia Department assisted Navy Mutual
in going to the Virginia Legislature to add the following express exemption from regulation to
Virginia’s insurance statutes:

Any association, whether a fraternal society or not, which was organized before 1880 and
whose members are officers or enlisted, regular or reserve, active, retired, or honorably
discharged members of the Armed Forces or Sea Services of the United States, and a
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principal purpose of which is to provide insurance and other benefits to its members and
their dependents or beneficiaries.

After this resolution, Navy Mutual believed that Virginia’s position was unique, and that the
remaining states categorized Navy Mutual as exempt from regulation under the “hazardous
occupation” exemption. In 2005, however, Navy Mutual received an inquiry from the North
Carolina Department of Insurance and, during the inquiry an attorney from the North Carolina
Attorney General’s Office informally opined that Navy Mutual did not meet the letter of that
state’s “hazardous occupation” exemption. Navy Mutual did not agree with that viewpoint but,
rather than further argue the legal merits, Navy Mutual (with the support of the Department of
Insurance) brought the issue to the North Carolina Legislature to clarify North Carolina’s statutes
to everyone’s satisfaction. In 2007, the North Carolina State Legislature amended the state’s
Insurance Code to expressly exempt Navy Mutual from regulation by adding the same
exemption that had been adopted in Virginia. See N.C. Gen. Stat. § 58-24-185(a)(6).

Since that time, while Navy Mutual believes that it continues to fall within the long-standing
exemption for hazardous occupations already set forth in the Model Fraternal Code, Navy
Mutual has concluded that it would be best for all concemed to proactively seek clarification of
its regulatory status in other states. In this line, Navy Mutual initiated contact with the South
Carolina Department of Insurance in 2008 and, with the Department’s support, Navy Mutual
obtained from the South Carolina Legislature an express regulatory exemption similar to those
granted by Virginia and North Carolina. In 2009, Navy Mutual initiated contact with the
Maryland Department of Insurance and, once again, received the department’s support in
obtaining from the Maryland Legislature an express regulatory exemption similar to those
granted by Virginia, North Carolina and South Carolina.'

Although, Navy Mutual has always been treated as exempt from the definition of fraternal
benefit societies by the Hawaii Insurance Commission, taking a pro-active approach, I
recently met with Paul Yuen, Supervising Attorney for the Hawaii Insurance Commission, to
explain Navy Mutual’s situation and request an opinion as to whether Navy Mutual falls within
Section 432:2-704 of Hawaii’s Insurance Code. Mr. Yuen initially opined that no legislative
change was needed. After further consideration and discussion, however, he recommended that
Navy Mutual seek legislative clarification of its status as a desirable precaution. It is my
understanding that the Hawaii Insurance Division does not object to Navy Mutual’s efforts to do
SO.

'At the end of 2009, I met with representatives of the Florida Department of Insurance to discuss
Navy Mutual’s regulatory status. After considering the matter, the Florida Department issued a
letter confirming that Navy Mutual qualified for exemption from regulation under Florida’s
Fraternal Code, which meant that no legislative clarification was needed.
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Please note, that there is only a nominal cost to the State in having Navy Mutual and others like
it from being exempt from the definition of fraternal benefit societ‘ies._2 In Navy Mutual’s case,
the cost is only $1,057.50 annually.’

1 would like to emphasize that, in each state where this issue has previously been addressed, it
has been treated as a technical one over the application of the precise wording of the Model
Fraternal Code’s hazardous occupation exemption. Virginia, the Carolinas, Maryland (and
Florida) agreed that Navy Mutual fell within the spirit of the exemption. No state has taken the
position that Navy Mutual was not entitled to an exemption, or that Navy Mutual should be
treated differently from fraternal benefit organizations whose members are engaged in a
hazardous occupation. In each of the states where we raised the issue, the state’s insurance
officials rendered valuable assistance in codifying an express statutory exemption applicable to
Navy Mutual. We hope that Hawaii will agree to make the same technical correction.

Navy Mutual’s Unique Value to Members

Navy Mutual insures only its Members and their families, and it provides them with many
benefits that are not offered by commercial insurance companies, including one-on-one
beneficiary support services; military survivor benefits education and counseling; secure storage
for wills and other testamentary documents; and representation of veterans and their beneficiaries
before the Veterans Administration.

In offering Membership to Sea Service personnel whose service to our country puts them in
harm’s way, Navy Mutual serves a uniquely deserving population, and its contracts reflect the
hazardous nature of its Members’ duties. For example, Navy Mutual has no war, aviation or
terrorism exclusions in its benefit plans, and does not restrict the amount of insurance that
Members and prospective Members can purchase based on their combat status. Recently, Navy
Mutual has paid numerous claims to the families of Navy SEALs and Marines who were killed
in combat in Iraq and Afghanistan. We do not believe that commercial insurers would have
provided those brave combatants with similar coverage.

Navy Mutual’s mission is badly needed because its Members serve in a hazardous occupation.
Navy Mutual’s Members repeatedly put themselves in harm’s way as they serve our nation and.
as a result, they can have tremendous difficulty obtaining life insurance beyond that offered by
the federal government. To the extent Navy Mutual’s Members are even able to purchase life
insurance from commercial insurers, that insurance is likely to be extremely expensive and
capped at relatively low levels. Navy Mutual’s mission is to aid our servicemen and women by

?

2 It is Navy Mutual’s understanding that because the exemption language is so narrowly drafted only one other
organization would be able to qualify and that would be the Army-Air Force Mutual Aid Association,

? The $1,057.50 is comprised of the $7.50 annual fee for Fraternal Benefit Societies and the $150 fee for non-
resident producers (sellers) of the policies charged by the State’s Department of Commerce and Consumer Affairs.
Navy Mutual at any given time has approximately 7 in-house employees selling its policies so it would be ($150 x
7) + $7.50 = $1,057.50.
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insuring its Members when commercial insurance companies would not, precisely because their
service is hazardous.

In recognition of their unique service to the military community, Congress has granted Navy
Mutual and its Army-Air Force counterpart a special federal tax exemption under §501(c)(23) of
the Internal Revenue Code (see Letter of Congressman John J. Duncan (Oct. 16, 1984), attached
as Exhibit A). Similarly, the National Association of Insurance Commissioners included in its
model regulation on sales to the military an express exemption for life insurance products sold
by 501(c)(23) tax exempt organizations. That model regulation has been adopted in Hawaii as
HAR §16-171-603 (2010). Four other states, including Navy Mutual’s domicile Commonwealth
of Virginia, have already adopted identical legislation to that which we are requesting in Hawaii.
Thus, ample precedent exists to support this legislative clarification.

Navy Mutual is financially strong, with over $2 billion in assets and an A+ rating with a stable
outlook from the Fitch rating agency (see Fitch Ratings Report (Oct. 14, 2010), attached as
Exhibit B). There is not and never has been any risk to Navy's Mutual's insured Members and
families, and our insurance and benefits contracts have always been honored. Navy Mutual
engages in rigorous self-regulation, voluntarily submitting to annual financial and actuarial
audits (see 2009 Annual Report, attached as Exhibit C).

Legislators need not be concerned with Navy Mutual’s market conduct — we have made our
insurance available to Sea Service members in Hawaii for decades without a single consumer
complaint. Navy Mutual has long been a trusted part of the defense establishment (see Exerpt,
Final Report of on Insurance Solicitation Practice on Department Defense Installations,
presented to the Deputy Under Secretary of Defense (May 15, 2000), attached as Exhibit D), and
can be relied upon to continue to provide honest, dependable service to our Hawaiian Members.

I also wish to emphasize that Navy Mutual seeks exemption only from the technical
requirements of Hawaii’s insurance regulations. We respect and will fully comply with all other
applicable state laws, including consumer protection requirements. Our products are simple —
we sell only life insurance and fixed annuities. None of our products is variable or equity-
indexed. Because Navy Mutual is tax exempt and runs with a small staff and exceptionally low
expenses, we are able to offer our Members high quality insurance at the lowest possible price, a
key element of our mission since 1879.

Navy Mutual’s presence in Hawaii is relatively small. As of today, we have only 2094 plans
active in the state, of which 1297 are known to be owned by Members who are on active duty or
active reserve. Approval of this legislation would make it easier for Navy Mutual to reach out to
members of the Sea Services and encourage them to take advantage of the exceptional value that
we offer.

There should be no doubt that Navy Mutual’s mission is as vital as ever, particularly at a time
when the nation is at war. It will benefit military members in Hawaii to be able to purchase
Navy Mutual’s products. Navy Mutual is able to provide their policies to its military members in
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Hawaii only if it retains its exempted status. Therefore, I respectfully urge you to pass SB1484
out of your committee.

Respectfully submitted,

Lauren M. Bloom

Lauren M. Bloom
General Counsel and Vice President for
Beneficiary Services and Education
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October 16, 198k

Rear Admirsel J. R. Ahern, SC, USN, Ret,
Executive Director

Navy Mutusl Aid Association

Navy Department

Weshington, D. €, 20370

Dear Admir&i Ahern:

In response to your concerns that were recently called to my attention
relating to Section 501(c)(23} of the Internal Revenue Code, I would
1like to assure you that at the time of its enactment this provision
was expressly intended to cover both the Army Mutual Ald Associetion
and the FNavy Mutuel Ald Associatian.

The Revy Mutual Aid Association has performed a vital service for
personnel of the sea services over the vears and this was fully
understood and appreciated by the members of the Ways and Means Committee
and the Committee on Finance in asccepting this amendment to the Internal
Révenue Code. The intent, underlying the eddition of Section 501(c)(23)
to the Internal Revemie Code, was to make certain that thereé could be no
‘doubt vhatsoever uith reapect to the exempt status of the Navy Mutual Ald
Assoclation,

Stneerely,
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Rating Ralivnale

Mawy Mutual Ald Association’s (Mawy Mutual of the Aswciationt 'As' bewrer finencial
strength (IFS) ral'ng reflects its very strang capital levels, high-quatity Ugald frvestiment
portiafio, and favorable business proflle with a stroog niche position as 2 low-cost
priowider of e insursnce probection products 10 the L3, sed services and their families.
In Fitch Ratings” opinion, Mavy Mutual's addittonial steengbhs are conservative reservirg,
excellent persistoncy, and consistentty low expense ratios, Fiich bellevis that the
Association’s “war risk” w prudently wansged and that mortality experience i within
expectations despite the current conflicts in the Middle Last.

Havy Mutual exhibits a conservative financtal profile with predictable cash flows. Product
iabilitles are composed of prednminately term and whale [ insurance prodocts with no
varizhle aanuity products or gusrantees. Mavy Mubual's investmant portfolic 4 comgased
of more than 30% LLS. govemment or governmént-sponsored enterprise debt and high-
quakity corporate bomds, with fo exposane 0 problematic structured seeurlties. Financlal
fexibility is corgidered adeguate In sespeck to Havy Mutuat's vnigue bosiness profile and
pioduct portfolin

While moderate in scale and considered 2 nlche writer, Moy Motual has sofid credit
fundametals ard has outperfonmed many peerrated covpenies in the chalicnging
2008-2009 period. Fitch notes MNavy duteal's risky assel rativ realived credit-related
insres commpare wery Tavorably with the tife irsumance industry at vear-end 29,

Bating concems Include Nawvy Mutual's limited access to capital mavkels, moderare
walatility in capital drivess by cornrmon stock investments, and the lorg-term challenge of
membersiip groveth.

Kew Rating Dorvers

-

Fitch expects Mavy Mutual will maintain 2 solid balarce sheet in 2010 with strong
capital levels and 2 high-quality liquid investmernt portfolio, Fitch expects the
Association to report gond pperating performance i 2010, driven by law expenses,
strong tevels of investment income, and iow credif-related tnvestment Losses.

* Mawy Muteal’s ratings are based in part s unigue proflie 45 2 nonprofit institution

SEIVING & narrow customer base. Fitch believes thet the Association’s strategy that
provides high-valie productt 1o i customers and maintains prudert levels of
reserves and capital, rather than generating strongsr earnings and higher reserving
and capital levels, limits the upside range of its FS rating, Barring any change I
these guatities, Fitch views Nawy Muiual gt the uppes end of that range.

Within Fitch's rating rationale are key fathig drivers. IF Mavy Mustual was to materizlly
deviate from ary of these items, especially for an extended period, the ratings could
be affected, tncluded within these key rating drivers are the following;

o Met gperating earnings of $10 millian—-$15 miffion & vear,

o Gross investment iosses ol less than 525 million in 2010

v Estimated risk-based capital (RBL) above 3003 commpany action level.

o Hgnificant change In war risk exposure and experience,

. Unfavoreble change in taxsregulatory status,

(NG R TEN F'Er:hr'liingﬁ.f:wm

October 14, 2010
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Koy Rating 1sswues
Strong investment Performance

Havy Mutual exhibited strong investment performance aver the challenging 200B--2009
period. Fitch expects the Assaciatton's investrment portfolin performance to continue 10
be 2 favarabie credit driver in 2010 and 2011 with {ow credit-related losses and
ronfifnued strong investment income generation. Havwy Mutuat's high-gquality, fixed:
inzome porifolio continues to generate favovable fnvestment yields of approximately
£.56%, due in part to its long duration and ow reinvestment oisk,

Risky Assets to Total Adjusted Surplas

Lo Ry Matiat i Asortablon, Fraon Ratings.

| Realized Investment Gaing -

- Losses to Total Adjusted Capital
W gy Wil PR rgurence sy :

o Wby M e B L Priors sostry

oy 2 Il HUG i
GErpCe: vy Rulual &id Adesr ietian, Flich alegs,

HNawy Mutcsl's unreallred losses are low and the net unrealized gain posftion was
L2010 million at year-end 200%, The Assoclation's lorg duration bond portfodio exhibits
arlee risk to a rising interest rate scenario, hut it has performed at expected in 1he
dechining interest rate scenarso,

Maintaining a high credit quality fixed-income portfolin i a key stratepy Tor Mavy
Motual as seen i1 a below invesiment grade bonds {BIGs) to total 2djusted capital {TAC)
retin that is consistently pelow the industry average at less than 20% {the 2009 industry
average was 69.TE). The Assaciation realized its first moderate amounts of realized
investment losses in F0OB-2009 ot $21 milHon, or 4% bps reallzed investment
lossexSinvested assets, which compares Favorably versus an industry level of 269 bps.
Havy Matual does mot buy BIGs as per favestrnent policy. Below investment-grade honds
were oniy 1.3% of the bord portfalin &t year-end 2002 Mavy Motusl bas minimal
exposure to commermial mortgaves o residential mertgages and no subprime o alt-4
residential securities.

The wrestinent porttelie has gond liquidity as 92% aof honds are publicly traded. Navy
Mutual in recent years has purchased private placement securfties in limited amounts
a5 3 way o add incremental vield e it5 investment portfolio.

Favorable Business Prafile with o Defensible Niche

Mavy Mutual exhibits a stable buginess profile due bo s unigue custemer base and Tavorable
business mix. Fitch corsiders Mavy Mutugl 1o have & sectre posttion v ils niche as a nonprofit
provider of fnsurarce protection and services far #ts membership, based upon s guallty
service, efficient aperatians, and exceptionally comspetitive insurarce products. Mere than

Hawy Mutual Aid Assceiation  Griober 44, 3009

et
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Havy Mutual 15 a member
association created in

- 1879 ta provide |[He
inzurance for the
families of paval
officers, as private
insUrance was rarely
available to them at that
time.

Navy Mutual has solid credit
i fundamentals and has
wutperformed many peer-
rated companies in the
challenging 2008-200%
periad.

Narey Mutual Ald Assoclation

0% of produrt reserves are far iecividual Ufe Ingwance products. The Assnciatinn’s very
competitive creditag rates and low term premiums provide members with vilue and build
member ioyalty.

Fitch views Mavy Nutual as serving & unigue niche in termg of a customer hase and
customer services, The Assorlstion enjoys a2 strong reputation for integrity and seryice
to fts customer base. It has maintained a close relationship with the sem services and
has avarded the markel conduct fssues that have plagued several other associations and
commercial insurance companies that tasget the mititary markey. Fingncial flexibility Is
considered adequate in respect tn Mgy Matual’s unigue business profile and product
norriolin,

Sustainable Competitive Advantages Provide Stable Profitabiiity

Mayy Motesl exhibits a substantial <ost advantage versus many life insuress, a5
evidenced by its very low pxpense ratio [expense 1o assets) of 0.3%. A nwmber of
factors comtribute o this low cost structure, including its low owerhend, its lack of

cosumnesslaned agents, its classification as a2 B01C)23) organitation exempting it from

federal income taX, and itz edpress regulatory exemption by the Virginla, Morth
Carcling, 2nd South Carcling [egislatures, recogmizing s mission to provide coverags to
sed service members and their families. In addition to low expenses, Mavy Mutual alsa
benefits from a low mertality rate, reflecting the generally healthier population
segraent that the Association is targeting and a stringent medical underwriting process.

Uinigue Mortality Risk Due 1o War Catastrophe |s Manageable Despite Higher
Policy Limits and Extended Middle Tagt Conflicts

Fitch helisves that Navy Muttal's war cisk [s being prudently menaged and mertality
expirience s within expectations despite the currest escalated levels of conilict
worldwide in recest years. Since Its inception, Havy Auteal has been cxposed Lo the
possibility of catastraphic losses that coutd result frorm war. Havy Mutual estimates that
less thary 10% of (te current in-torce book of husiness 95 currently elgibic for war rizk.
Fitch pelieves that the Asscciation's current war reserves and mortality marging could
experience a significant increase in adverse results for a susimined number of years
without reguiring additions. Al year-ead 200%, Nawvy Mutial held 578 mitlien in war risk
and other adverze deviation reserves, desighed ta pratoct a2gainst long-1erm excess
vlalms due ta war, and other risks. War-relateg death benefits were 505 million in
200% and %4.& million n 2008, of 0.7% ol total death pernefits in 2009 versus J.59% in
2008,

Fecr Analvsisg

Wwhile moderate o scele and corsidered a niche writer, NHawvy Mutual bas solld credid
{undaimentals and has outperformed many peer-rated companies in the challenging
Z200B-20D7 pericd. Nawy Mutual's risk-adjustedt capital strength is comparahle to that of
other e insurance companies rated 'Ax', Profitability measures, such as retsm on
surplus, are average, 25 expected constderiag the Association’s high gucess policyholder
dividends. Fitch notes Mavy Mutual's risky asset ratio realized credit-related losses
campared very favorably with the life insurance industry at year-end 2009,

Mavy Mutual's main competitors Include selected benefit societies and commercial
insurance companies that typically targer mernbers of the military. As a result of its low
cost structure ard excellert imortalily experience, the Assaciation’s insurance pobicy
rates and benefits compare very favorably with each of these competitars, as well as
veterans Group Life indorance {VGUY. Havy Mutual’s survivor benefit services are alsa
wigwed ag a distinctive product element among competitars.
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Company Profile

Mavy Mutual is & mutunal aid azseciation, with eligible membershin that cutrently includes
all umformed personnel of the Havy, Marine Corps, Coast Guard, National Oceanic and
Atmospheric Administration (NQ2AS), and U5, Public Health Service Commissioned Coms
{USPHS), including all enlisted and officer grades, reqular, reserve, and retleed, 2c well as
sea service veterans i some stales, Wavy Mulual 35 headguartered in Arlington, YA, and ka3
& branch at the Maval Station Morfolk in Horfolk, Y4,

Membersslp expanded to the sctive reserves in 1920, Coast Guard in 1925, women officers
in 7, USPHS pnd NOAM in 1963, enlisted persormel n 198D, ard retireesfinactive
reserves in 1993, i addition, members could purchase life insurance Tor spoases h{:ginﬁing
iny 1985, and for their childeen and grandohiidren Degknming v 1996,

‘While Mavy Mutusl currently hes approwimately 100000 members, about 40% of all
memmbers are on ackyve duty in ihe vasious service: represented in the Assnciation, Fitch
helieves that the sxpected future decline in paval manpewer could make it more
chatlenging for Mavy Mutual to expand @ts membership base and grow premiums. The
Association's pocl of eligible Thsureds was expanded in 1996 to include the children and
grandchildren of members. Members can insure their children and grandehildren with
an interest-sersitive whole Nife policy from Nawy Mutual, which is positioned as a way to
help pay for the costs of 2 college education.

Adjusted Liahilities and Separate Accounts - Year-End Zﬂf.’l'? Cnﬁaparisnn
Mavy Mutual serves ks
defined {T}&l’k&t with ‘?m' .08 Tednd Wiy Wopiaad FiLIE Insdcande lnduasery
uncompiicated selection g
of insurance and annully W o
product afferings. 1 -
l @
o
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Dzzazils
Source: My Mutuei Ard Axwaciziban, Fich Rytogt

Products

Havey MUual serves fls delinesd markel with an unromplicated selection of insurance and
anelity product offerings. The Assoclation hzd 520.4 blllon of insurance in force at year-end
2009. It also provides related informational serdices including survivor assistance, Financial
planming, francial services, entitiemoenl education, and federal benefits education.

Mavy Mutual currentiy offers twn basic Wle insurance products: interest-sensitive whole
life ireurance and term dile insurance, Additionally, the Association offers a number of
death henefit settlement options for beneflciaries, az well as effering an accelesated
death benefit cptinn and 2 long-tenn care option, With the accelerated death benefit
opticn, the policyhotder can comvert The death benetit of the policy o an aceelerated
paybut oprion. The Associatinn structures the pavoul so that it is revenue-reutral,
ftlustratiog that Mavy Mutual®s focus iz service to its members whatever their aesds,

Havy Mituzl has increased {ts membership base and revenue through the introduction
of 2 pumber of member-requested praducts, siech as rated plars on #S Permanent
“Plus" products, new wersions of its Level 1| "Plus™ Term produoct, and increased
maximum coverage limits for members and spouses,

= ) Mawy Mutual AMd Assoclation  Qctober 14, 2010
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I recent years, Ha’w Mutial divessifled itx product portfolin with the offering of 3
single premium deferred annuity [SFR4A), a flexible premivm deferred annuity (FRDA),
and a single premiurm Sfmmediate anmoity (SPIA. These indhividual anruity products
intlude an SPR& with various tnterest rate {ock-in pericds, & market-value adjustment,
and no zurrender charve for early, full withdrawals, also offered is a zimphified SFA,

The {ong-term ¢are ophion is offered to all members or spouses wha have heen insured
viith an interest-sensitive podivy for ab least bwed years, are ab least 60 years old, have
heen in @ lemg-term care situation for at least four months, and are (ikely to be in that
sitwation permanently. The death benefit, less any loans, can bhe converied tn an
annulty payour for a specified period. This Teature alse benefits Hary Mutual, as
members. afe provided with 3 dizincentive to cash oot their policies. There i3 ng
additicral {ee far inclusion of this provislon, for i$ there any charge for its exercise.

Distribtion Channels
Mee plans are generated thraugh Lo main sources: direct marketing and memher referrals,

Hew members are phtained via member referrals, print niedia ads, direct mail, Web-based
advertlaing, and via Nave futual’s Web site. Approstimately one-third of new ewmbers
result from direct mait and one-fourth join because of Assoriation member referrals,

Navy Nutual's sales are tonducted only by salaried employees oul of Its home office. As
& part of 1Lt mission to provide educaticn to its membership Conceming goverrment
survivar  and  retirement  beneflts, the Azsockation  makes approximately 700
preseniations to an estimated 28,000 sea service members annually, Educators are not
perwitted to setl Navy Mutoal g:»rndur:t:, If, afler a presentaticn, » service member is
interested in huying & policy from Hayy Mutuai that pesson most contact the home
office for an apptivation. This approach has made the arganization eearly I=mune from
charges of improper sales practices. .

Fitch views growth in the number of new members as one af Mavy Mutual’s long-lerm
challerges, Membersklp bas hovered around 100,000 for the last five years since the
Association terminated ity Career Assistance Program (CAPR), formerly an hmportant
generator of new members. Fitch believes that Navy Mutual’s strategic p-lan 1 Increase
the communication of its peeds-based yvalue proposition, which began in 2008, ane
vontinued excellent zervice and education will have a beneficial effect on new
membership levels, Results in 200E and 200% heve heen favorzhie, 25 seen in 2
significant increase in tatal direct premiums,

Mavy Mutual — Direct Premiums
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Fitch views Navy Mutual's
aperating performance
over the past three years
as gond, characterized by
cansistent, healthy
predividend galns from
operations ang gooad
premium growth.

Financial Analysis

Profitability

Fitch views Nawvy Mutual's cperating performance az solid, characterized by consistent,
lealthy oredividesd gains from operations and gond premium growth, Key drivers are
low expense ievels, good Investment incoame, and Favorable persistency and mortatity,
Uperaling return on tota! adjusted capital increased to & five-year high of 11% i 2009,
‘While 2009 net inemwe declined moderstely ta 510 millian fsom 517 million in 2008,
due primarily ta 510 milllon i realized net vestment iosses, net operating gain was
strong &t 520 millios versus 513 mittion the previous year. Mavy Mutual’s reverues
increased 15% in 2070 drives by a 39% tncrease in premiums.

As 7 mutual entity, the Assooiation dnes not generate & significant statutory net
operating gain, Navy Mutuat allocates revenue in excess of that required by its financial
plan for required reserve and surplus increases o increste the cash values af its
interest-sensitive whote life policies and to provide premium refunds on its term
policies, While the excess revenue flows through the Assoriation's income statement as
an operating tnss, Mavy Mutiual could redirect this excess revenue 1o Ikt surplus base.
Creditlng rate decitions are normally made once a year, but Mavy Mutual has the
flexibitity to respond 1o changing Interest rates or the reed to retain surplus, The
Association has demnnstrated this flexibility by modifying 1ts crediving rates to reflect
changes in irtersst vate levels and investrent portfolie performance. Fitch notes that
Navy Mutual continues to pay @ Righ crediting rate to (ts policybolders.

Operating Parformance

{5 K|
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Teaal Bremiam cane B8 CTTTTER TTTTTRY 5] (172
IRy ESEmRet T 1%6 13% 115 124 123
Tokal Rewsnue - 05 b T 184
Galn Balcwe Fagdery| Ingome Tax and Divilend 23 45 LE] H i
#nhcyhalder Heigerd M 33 2 I i
bretar Galn fram Cparstso Pl 13 1z 13 9
Fadneal Incrme Tas —_ _— - - e
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Taora] Her Admities Sysety 2,3 E 33 o] X7 2,074 1,537
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Hobe: Statuaiery sooourding Erinfigies,
St MEry Mubayl Ak faosednion,

Experses are well-managed and very lew os exhibited by an expenss ratin of 0.5%
{expenses te total assels), dug bo very low acquisition costs (ho commissioned sales
farce, moderate advertising), no teaxes, and forused target markets. sortality
pyperience continues be within pricing expectations, and imvestment income has heen
strong, reflecting 8 6.6% wield consistently ower the last five years due to tow
reinvestment flsk and skrong credit performance.

Havy Muloal Ald Assoriation  October 14, 200
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Inveestiments and Licpadity
Fitch considers Nawy Mutuzl's investment partfolio to be conservatively mansged and
the asset mix w be appropriate for s product labititfes and investment stregegy. Fitch
believes the Amaociption’s jnvested assets have low expusure o credit risk and
maderate exposure 1o fguity market volatility and changes in interest rate lewels, The
majority of invested assets are managed internally.

Fitch views the Assoriation's investment perfarmance as good with consistent levels of
investonent income and strand creditrelated performance. The inwestmnent yield of
B.6% compared guite faverably with the H{fe (adustry's average vield of 5.3% at year-end
200%, due in part to its tonger-than-average duration and low exposure to callable
honds and martgage-related securitles. Fealized losses related to credit impairments
have een moderate and compare very favorably with the life insurance industry,

R The Assaclation's bond portfolto s composed of very high oredit gquality assets.
Fitch views the Approximately one-third of the bond portfolio weas smvested In U.5. Treasury and federsl
Association's investment agency securitics and government-sponsored enterprise. secutities at year-end 2009,
performance as strorg The imvestment policy assures that onty companies whose bonds are rated ‘BER° o
with consistent levels of beiter and with a Stable to Pesitive Rating Qutlook are eliglble for purchase, with a
{rvestment income and bimit oo investssent b bonds rated *BER' to be no more than 15% af the kond portfolig,
favarable, credit-related
perfaormanca, Havy Mutual's bond portfolio typically exhibits & long duration te better match the life

insurance-Juminated Lability portfalin. The {ong duration of assets exposes Navy Mutual
vo interest rate risk and, historically, has been a key driver of excess interest-crediting
rate lpvels. Fiteh considers this risk as reasonable since yvields on these assets are
narmatly well above the minhnus: vields required o RA§il the Yability requirernent,
thus minimizing the reineestment risk,

In addition, MNavy Mutual limits its aggregate inwestment In common stochs, direct
mortgages, amd private real estate trusis Lo 6% of total assefs. AL year-end 20049,
common siock investment increased to 4% due mainly Yo market appreciation. Directly
placed martgage loans atvounted for only 0.3% af the Assaciation's investrnent portfolio
and all mertgage loans are in & performng status,

Flich corsiders Mavy Mutual’'s asset liability management to be sound, The kssactation's
signature product 5 15 mnterast-sensitive whole {fe insurarmce palicy, and recent
protuct edditionz include & modest ine of annuity products. The Association conducts

15 &k s
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Fitch believes Navy
Nutual's fiquidity is very
“goud du¢ to the
composition of the
fnvested assets and
conservative product
design features,

Fitch views Mavy Mutual's
estimated statutony risk-
adjusted capital ratio as
sotid ar approsimately
360% of the enmpany
action level at year-end
2009,

cersh Tlow studies under a variety of interest rate and eguity market scenartos fo ensare
that its cash flow matching 5 sufficlent to mitigate any petential disintermediatian,
Under its most severe intevest rate scenarlo, mansgement determined that the
vomposition and distributien of its investmeny portfolio were more than sufficient to
meet 11s cash Tlow demands withowt ary undue Barm to its Financial strength or adverse
effect on the cash values of its existing members.

Fitch believes Mavy Mutual™s Gguidity is good due to the composition of the imvested aiseds
and consenvative produrt design: features, The investrent poftiolic is composed of more
tharn 92% cash and publicily traded securities. Nawvy Mutual's prodoct design Teatures high
grediting rates on the interest-seesitive whole life poificies and various settlement pptions
that pay above-market interest rates, proviging added trecentive for mesibers to leave their
nroney with the Assoelation. Sdditionally, goad levels of cash flow from aperatiens provide
=n arded level of comfort reganding the protection provided to poticyholders.

Capitalization

Fitch wiews Mavy Mwtual as strongly copitalized. Key fectors favorably affectng the
Assucistion’s capital profile jnclude the large book of parvicipating individual life
seserves, high-guality investment pertfolic, and large reserve for war rlsk and other
agverse deviations,

Fitch views Mavy Muteal’s estimated statutory risk-adjusted capital ratio as solid at
approximately 360% of the company action level &t year-end 2009, While Navy Mulual
carefully maonitors and manages i3 rish-adjusted capital levels, as & muteal aid
azzoriation, it iz not regulated 25 an insurance company, SYhen capiial was stressed foz
poteatial 2010 mvestsment losses under Fiteh's core investment stress, Mavy Mutuals
statutory capital was vigwed as solid for the rating.

Fitch considers Navy Mutosl's $78 million voluntary reserve for war risk and other
adverse devigtions as additional support for the rating. This special reserve was
gstablished ta protect against long-term excessive <lzims dige to wa: anddor other risks

_ and adverse irvestment yicld scenarios.

Fitch notes that changes in year-to-year reporied adjusted surplus have experienced
wnderate volatility aver the past five vears due to'the Tluctuating market values of [ts
commen stock holdings, Fiich beljeves The Nawy Muotusls investrsent  allocation
radifications have & favorable effect upon thiz volatHity.

Fitch believes that management has the Hexibility and disciptine to adjust dividend
rates if percessary 1o maintain strong lewels of capital. The Assnciation employs
censervalive reserving practices as well. For the five-year period ended Qeg, 31, 2009,
adjusted surpius bas grown al a 6.8% CAGR, despite the high crediting rate paid out to
participating peticyholders, A significant portion of this high payout Bas been generated
by reatized and unrealized capital gains From its comenan stock poertiolin,

Maswy tistugt Asd Assoclation  October 14, 2000
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Fitch niotes that under its newly introduoed toral financing and commitment {TFC) ratia,
Mawy Mutual demorstrates modest reliance on capital markets for funding compared
with its peers. A vear-end 3009, Havy Mutpal had @ low TFC ratin ay §.2x versus the life
tnsuranice Induastry average of 0O.6x The exposure is prlimaeily short-term security
lending, HWawvy Mtuatl partiwcipates in o securities |eraling program Lo geperate
imerermental income and had 535 miflien uader lpan at year-end 2009 versus
§129.8 miilioe under loan at year-end 2008,
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prudently manage your assels and expa

2009. Our constant vigilance allowed. us to prowde you waih an atiractive return on your asseis.
» Qur total insurance in force grew to above $20:billion. an ;ncrease of approximately 7%

» Qur tolal assets grew to a total of almost $2.3 bsllion '

» Qur direct premiuin revenue increased by 35% this yaaf.

= We returnad over $34 million to our Members i in premtum reiunds and mterest credits.

We guarded your funds. While other insurers losi mesney on. nsky :nvesimenls Navy Mulual stayed true lots -
conservalive investment policies. Navy Mulual always invgsts your mcney ‘with care, primarily in government- ©
" “backed or AAA guality bonds. We earned a 6.6% net mvest 1entyield in 2009, a full percentage point above
. mdustry averagesn i :

We grew. your Assomat:on. In 2008, we expanded our tatgeted ing campaign to include Sea Setvice
communities in Nm“lh and South Carol;na and Maryhnd We msured over;3500 new Members and family

he:r fan'ui:es or}, survivor beneti ;‘g h pla‘c’ ]
s34 g;g hE]

X et B . S ga it G R IR Y

p e 99@%@5@ ovi
educat:on trusling us lo: hel rans; tnders
matters. P

We assisted your families. Navy Muiual prowded sensitive, pe:sonal care and support 16 Xha suwwors of over
1,000 of our insureds who passed away this year :

We earned your trust. Our Members agaln reported satisfaction levels well above ;ndustry averages, and stayed
with:Navy Mutual ihroughout this: turbu]em year, : g St -

continuied ourA+rating. makmg _avy@
with & stable outlook in 2009

chhard W, Mzes
Chairman of the Board




INSURANCE IN FORCE

e

B Term
% Permanent

S N BILLIONS

2 2005 07

Insurance in force, heginning of year
Insurance sold in 2009

Death benefits incurred
Terminations and other changes
Insurance in force, end of year

19,125,273.120
2.233,162,827
63,833.250
B39,872.134
$20,454,730,563

DIRECT PREMIUMS

B Premiums-Insurance
e 2 Life Contingent Annuity Considerations |

$IN MILLIONS
b1

PH FE 2097 A 2108

Total direcl premiums, end of year $87,700,660




MEMBER PROFILE

et 0
Reservist: 3% —

MEMBERS & FAMILIES

E2 Children

J
i v Spouse B Member
. E, f

THOUSANDS

L3 27

Members, beginning of vear
Gains
Losses {including deaths)
Membeyrs, end of year

Spouses & CGhildren, beginning of year
increase

Spouses & Children, end of year

Total, end of year

Hilis
95,457
1,548

2,656
84,348

16,838
996
17,834
112,183



Success is Remembering Who We Serve.

We focus on one thing and one thing only: providing life insurance for those who serve, and we strive to do it better
than anyone else.

Our Mission is o serve the military — both those who are currently serving, and those who have completed their
service, We perform our Mission by focusing on this core group and their specific needs.

When you call Navy Mutual, you are connected directly to a live person in our office whose focus is serving you.
Unless our office is closed, you will not be led through a series of menus to reach the person you need, and you
do not need an access code.

Each and every Member has been assigned a specific representative whose sole focus is taking care of your
needs. This guarantees the personalized customer service you want from us, and that we are proud to provide.




Success is guarding your security
with stability and growth.

b




2009 ASSETS

Property & Equipment, Nei of
Cash & Cash Equivalents: 2.8% ~ Accumulated Depreciation: D.2%

j— Other lnvested Asssts: 1.1%

Accried lnvestment Income: 1.6% —
Loans to Members: 6.2%

Comman Stock: 4.0% —— 4

wed Income Porifolio; 84%

FIXED INCOME PORTFOLIO
SECURITY CLASSES RATINGS

State & Municipal ~ === [~ U.S. Government j— l?ther Rated: 1.9%

Bonds: 5.6% ol Bonds: 8.2%

Government Aau 7% N AAA4D.T% -

Sponsored

- Cororate §éads: Enterprises:



Statements of Admltted Assets Llabmtles and

Net Assets — Statutory Basis

ADMITTED ASSETS
Fixed-maturity securities

Equity securities

Mortgage-backed securities
Mortgage loans

Other invested assets

-~ Member loans '
Career Assistance Program foans, net
Cash and shori-term investments
Receivables for secutities

Total cash and invested assets

" Investment income due and accrued
- Home ofifce building, net -

EDP equipment, net ' .~

Total admitted assets

LIABILITIES AND NET ASSETS

Liabifities .

Aggregate reserve for llfe contracts
Life insurance

War risk and other adverse dewations
Total aggregate reserve for life contracts

Death benefits payable
Liability for deposit-type contracts
Employae benefit liabilities '
Asset valuation reserve
Interest maintenance reserve
Securities lending reserve
Other liabilities-and deferred i incoms. -
Total liabilifies

"Net assets '

' Total IIabﬂltieS and net assets

 December 31,
2009 ' 2008
$1,955,126,184 $1,889,097673
94,010,184 65,766,059
' 45,735,566 44,600,213
15,087,373 5,610,912
9,958,173 13,259,331
148,036,439 142,361,591
635,343, 2,396,031
69,567088 - 23,775,991
N 1,010,575
2,338, 156 351 2,187,878 376
38,202,386 37,525,758
3,901,672 - 4,032 950
153,582 : ‘210,950
$2,380,414,001 . $2,229,648,044

$1,886,206,799

© $1,788,246,655

76,197.616 76,197516

" 1,962,404,415 1,864,444 271
19,263,161 19,862,866
183,004,499 169,085,517
5,770,873 4,532,370
25,076,482 21,048,003
5,939,452 6,351,027
1,461,390 1,653,390

- . 2,855,844 2,819,298
" 2,205,776,116 2 089,756,742
174,637885 139,851,302
$2,229,648,044

T$2,360,414,001




Statements of Operatlons and Changes in Net

Assets Statutory Basus

INCOME
_ 'Premiums earned, net
_Annuity considerations
Survivor income deposits
Net investmeant income
Amortization of interest maanlenance reserve

Years Ended December 31,

Total income

BENEFITS AND EXPENSES
Death benefits, excluding war claims
Death benefits from war claims

Total death benefits
Surrender benefits
- Annuity benefits’

~ Survivor income

- Change in aggregate reserve for life contracts

Change.in reserves for war risk and other adverse dewatlons
- Interest on deposn-type contracts’ -

: General operating expenses

Total, beneﬂts and expenses

Increase trom uperaﬂons before excess Interest credits and term refunds

Excess interest credited to ilfe benefet reserves

“Term refunds .

increass from operattons before realized gains

Net realized gains (losses)

Increase in net assets from operafions

Net assels, begmnmg of period

Change in accounting estimate - reserve valuation basis

. Changs in-unrealized appreciation (depreciation) of equity securities
and other invested assets

Change in asset vaiuation reserve

Change in additional minirmum liability for pension and postretirement benefits  (1,132,230)

Change in non-admitted-asseots
Net assets, end of period

2009 2008
$50,086,521 $45,654,293
37,614,139 18,699,462
1,466,078 1,029,459
145,698,979 139,263,753
795,244 766,550
$235,660,961 $205,413,537
$63,383,250 $57.136,848
450,000 4,600,000
63,833,250 61,736,848
16,537,360 15,189,765
7,320,808 3,514,747
1,170,071 1,153,578
72,344, 552 54,935,786
2,900,000
.- 9,353, 418 9,285,851
1 11,141,730 10,702,428
181,701,189 $159,419,003
$53,959,772 $45 994,534
(32,416,103) (30 749,641)
, (1,741,159) (2 352,449)
19,802,570 12,802,444
(10,110,483) (1,022,925)

9,602,027 11 869,519 -
189,851,302 178,646,869
6,800,511 ° -
23,170,333 (57,940,031)
(4,028,479) 8,552,977)
{951,675)
284,421 (326,357)
$174,637,985 $139,851,302
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Flex Term: Level term
smokeis),

Level Term: Level coverage with alevel premivm
the ags which best meets your nesd ;
Permanent 'Plus’: Interest-sensitivey

insurance that provides permanent prol

deferred cash value growth, and a valu

care aplion. S
Generatioris Plan: Permanent 'Plus’ instrance for
children or grandehildren up to age 24. -

ment vehicle that

- deferred wealth accurulation refire

- dlflows you o make premium payments at any time,
while providing inferes! rates that change with market




Service Liaisons
MGPDEG Ehartes(Skip} W. Howen, USCE
RADM Denise $. Canlor, ANBN, USPHS
VADM Mark Ferarsan, USN

SMMC Carlton W. Kent, USME

ROML Dennis J. Moyrihan, USN

MGPON Rick Wast, USN

Officers 2009
RADM Bruze 8: Enpelbarnt, USN, ek, CLU, President
' ite Presivent. Technolugy & Systams
: i Esy.5 Senerat Coyunsel & Vice Prasident, Beneliclary Services & Edvgaion
“ Mighetlo. L. Brickwedis: Vice President, HA & Administration
0. Timothy Eddy, FSA, MAAR, Vice President, Risk Managamen
““Allen M. McGray, CFA, CLU, Vioe President, Investments -
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Final Reporton Tnsurance Solicitation Practices on Depanment of Defmse Installanous Mn:, l§. 21_3_00
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5.0 MUTUAL AYD ASSOCIATIONS
5.1 Army and Air Force Mutual Aid Association

This orgasization is 2 non-profit, tag-exempt orgamzauon formed in January 1879 in the
wake of the Custer massacre at Little Big Hom, The primary purpose of the organization
is 10 provide aid to families of deceased members. It sxpanded in 1984 to include Air
Force personnel. The organization provides to members and thieir spouses personal
affairs plaaning, insurance, pre-retirement, financial awareness counseling and
representation when filing death and disability claims. The State of Virginia does not
rcgulatc the association as an insurance company, aithough the association has sold
insurance to its members since its inception. Currently the association sells 2 broad range
of life insurance products 1o its members. At the present time all officers and non-
. commissioned officers of the Army and the Air Force are ehg:blc for membership. The
membership of this organization will vote’at the annual meeting in April 2000 to expand
membership to all personned of the Army and the Air Foree, All insurance salesare
handied by employees of the organization fron their offices at Fort Myer, Virginia.
Insurance sales are conducted through the mail or by telephone unless 2 member chooses
to visit the Fort Myer office. No commissions are paid on insurance sales, and there isno
in-person solicitation conducted on the remainder of the base at Fort Myer or at any other
military instellation. Association employees and officers provide financial and survivor
benefit training to military personnel and their families throughout the DoD,

5.2 ‘Navy Mutual Aid Association

This association was formed in July 1879 as a non-profit tax-exempt voluntary
thembership organization of sea service personnel and their familics, The associstion is
open to all ranks of service members in the Navy, Marine Corps, Coast Guard, Public
Health Service and the National Oceanic and Atmospheric Administration. The Virginia
State Insurance Commission treats this association &s it does the Army-Air Force
countespart. Employees of the association handle sll.sales from its headquarters at
Henderson Hell, Virginia. Sales occur through the mail or by some electronic means of

- comununication, unless a member happens to visit Henderson Hall. The association pays
1o comynissions on insurance sales, and there is no in-person solicitation conducted on
{the remainder of Henderson Hall or at any other naval or military instailation.
Historically, this association provided a wider range of insurance product than the Army-
Air Force counterpart, but today there are few distinctions between the two in services
provided or producty offered. The association also provides education on military and
naval instaliations, primarily in the area of Government survivor benefits.

53 Analysis

These two sssociations are truly unique. They wers established in the 1% century when
Conpress declined to provide survivor benefits from public funds. They have their own
special provision of the federal tax code. For many years theis day-to-day Jeadership and
management wete conducted by active duty Amy and Navy personnel from Govemment
offices, Todsy retired officers serve as presidents and chief operating officers of both
organizations. Both organizations are located on DoDD installations in Arlington, Virginia,
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The associations operate from buildings that appear to be part of the installation bit are,
in fact, built with the associations’ funds, To my knowledge, there has never been a
breath of scandal about either organization. Neitlter the Inspector General's teams nor I
heard any complaints about these organizations during the conduct of our stadies, Unless
either of these organizations begins to solicit membership or sales on military
installations (there is no indication either organization has plans to do so), these
organizations should essentially be ignored in future regulatory efforss. Ifitis necessary
1o include thes¢ organizations in a revised regulatory structure, care must be taken 1o

- rtespect the historical tradition and service of these associations. They truly are part of the
defense establishment.
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