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TESTIMONY ON HOUSE BILL NO. 1620 — RELATING TO INSURANCE.

TO THE HONORABLE ROBERT HERKES, 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 fraternai 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 u.nder 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 HB1620
by Lauren M. Bloom
Before the House Committee on Consumer Protection & Commerce
on Wednesday, February 23 at 2:05p.m.
in Room 325

Aloha Chair Herkes 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™). I am writing on
Navy Mutual’s behalf in support of HB1620. The passage of HB1620 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 atiorney 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 concerned 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 societies 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 1t is Navy Mutual’s understanding that because the exemption language is so narrowly drafted only one other
organization would be able to quatify 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 Depariment 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 HB1620
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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Reaxr Admiral J, R. Ahern, SC, USN, Ret.
Execotive Director

Navy Mutual Aid Associetfon

Navy Department

Washington, D. C, 20370

Dear Admirai Ahern:

In response to your concerns that wvere recently called to my sttention
relating to Section 501{c)(23) of the Internal Revenue Code, I would
1ike to assure you that st the time of its enactment this provision
was expressly intepded to cover both the Army Mutusl Aid Associetion
and the Favy Mutuel Ald Associetion.

The Navy Mutual Aid Assoclation bas performed & vital service for
yersonnel of the sea services over the years and this was fully
understood and spprecieted by the members of the Weys and Means Committee
and the Committee on Finance in accepting this amendment to the Interpal
Revenue Code. The intent, underlying the eddition of Section 501{c){23)
to the Internal Revemie Code, wus to make certain that theré could be no
‘doubt wvhatsoever with respect to the exemvt status of the Navy Mutusl Aid

Aspociation, '

Sincerely,
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Navy Mutual Aid Association

Full Rating Report
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Sweawty Clayp rilog v Navy Mutual Aid Assooiation’s (Mavy Mudual or the Associastion) 'A+' bveurer finzncial
Tranrnr Finpgial Stengeh e strength (BFS) ratmg reflects its very strong capital lesels, trgh-quality Uguld Irvestment
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Sates +  In Fitch Ratings’ apinion, Mavy Mutual's additional slrengths are corsersative reserving,
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Titeh expeets Navy Mwhual will maintain a solid balance sheet i 2810 with strong
capital levels and a highguality fiquid investment porifolio, Fitch expects the
Assuciation to repart goad operating performance ir 2010, driven by low expenses,
stromg tevels of fnvestment income, and lew credit-related irvestment losses.

Navy Mutizal's ratings are based in part its unigue profite as 2 nonprofit institution
SErving & naryow cuslomer base. Fitch believes that the Association’s strategy that
provides high-valize products 1o W customers snd maintains prudent levels of
reserves and capital, rather than gererating stranger earpings and higher reserving
and capital levels, limits the upstde range of its IFS rating, Barring any change in
these guatities, Fiteh views Nawy Mutual at the upper end of Lhat range.

Within Fitch's rating rationale are key ratimg drivers. IF Navy Mutual was to materally
detate Troem any of thess items, especially for an extended period, the ratings cauld
he affected, tncluded withm these key rating drivers are the followirg:

o Met operating earnings of 510 million-$15 milfion a year,

o Gross investment fosses of less than 52% million in 2010,

v Estimated risk-based capital (RBL) above 3008 company ackion ievel.

o Hegnificant change In war risk exposure and experience,

. Unfaverable change in taxiregulatory status.

wevss flehratings.com

Oetober g, 2010
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Key Hatiog Issues
Strong Investment Porformance

Navy Mutual exhibited strong investment performance gver the challenging IGOR--2009
period. Fitch expects the Assaclation s Invpstiment portfolin performance to continge to
be z favarable credit driver in 2010 and 201+ with Iow eredterelated losses and
continued strong iovestment income generation. Navy Mutuat's high-quality, fixed-
incame pertfolio continwes to generate favavsble investment yields of approximately
.36%, due in part 1o its long duration and low reinvestment cisk,

Risky Assets to Total Adjusted Surplus Realfzed thvestment Gafns -

Losses to Total Adjusted Capital
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Havy Mutusl's unreslized losses are fow and the net unrealized gain position was
$200 milticn a1 year-end 20009, The Asseclation's long duration bond portfodio exhibite
price visk to a rising intevest rate scenario, hut it has performed as expected in ihe
declining interest rate scenarso,

Maintaining a high credit quality fied-income portfolio s a key strategy fur Havy
Mtuat as seen i a delow invostment-grade bonds {BIGs) to total adjusted capital {7AL)
ratin that -is consistently below the industry average af less than 20% {the 2009 industry
average was £3.7%). The Associztion realized i35 first swoderate amounts of reatized
inwestment iosses in (DOE-2000 ar SZ1 miltion, of 4% bps reallzed investment
lossesdinvesled assets, which compares Favorably versus an industry level of 289 bps,
Hawy Mutual does ot buy BIGS a3 per investrment policy. Below investment-grade honds
were only 1.9% of the bond partfalin &t year-epd 2009, Havy Mutuzl fas minimal
expasuse to comnercial morigages or residentizl mortgages and no subprime or Alt-4
residential securities.

The Wvestment purtfolic has gond liquidity as 92% of hionds are publicty traded. Havy
Mutuat in recent years has purchased private placement securities in Yimited amaunts
as & way to add incremental vield o its imvestment portfolio.

Favorable Business Prefile with a Defensible Miche

Hawy Motual exhibils & stable business profile due to its uninue customer base and favorable
husiness mix. Fitch coraiders Kavy Mutual 1o have & secure position i nichie 23 o fonprofit
provider of fiwurarce protection and services for its membership, based upon fs quality
service, efficient aperations, and exceptionally competitive insurar<e products. More than

o Hiwvy Mutual Aid Asseciation  Qotaber 94, 2010
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- Mavy Mutuat 15 a member
' assoriation creasted in

1879 to provide lile
insurance for the
families of naval
officers, as private
Isurance was rarely
available ta them at that
time.

Havy Mutual has solid credit
fundamentals and has
outperformed many pear-
rated compantes in the
chailenging 2008-200%
period,

Narey Mutual sid Assoclation

Insurance

S0 of product reserves are for indradual Ufe (rsorance products. The Assoriatinn's very
competitive credite rates and low term premiums provide membess wilh value and build
member loyalty.

Fsteh vigws Havy Mutual as serving 2 unique niche o lerms of 2 custmmer base 2nd
tustomer services, The Assoclalion enjoys a strong reputation for integrity and service
ta s customer base. |t has mainkained 2 close relatiorship with the sea services and
has avorded the markel tonduct issues that have plagued several other assoclations and
cammerzial insurance companies that {arget the mititary marker, Fingncial flexibtlity 15
considered adequate in zespect tn Havy Mutual’s unigue business profile and product
partfolin,

sustainable Competitive Advantages Provide Stable Profitabiiity

Mavy Mutuzl exkibits a substantial cost advantage versus many life insurerss, as
evidenced by ks very low expense ratio {experse to asseist of 0.5%. A number of
factors contribute to this low cost struciure, Including its low overhead, it lack of
cosmmissioned agents, its classification as 2 S01(0)121) organization exempting it from
federal income tax, and 3 express regulatory exemption by the Virginla, North
Carolina, and South Caroling Legistatures, recogmazing iLs mission to pravide coverage to
33 service members and their families. In addition to low expenses, Mavy Mutual alsa
benefits from a low mortality rate, seflecting the generally healthier population
segrient that the Adssociation is targeting and 8 stringent medical underwriting process.

Unigue Mortality Risk Due 1o War Catastrophe s Manageable Despite Higher
Policy Limits and Extended Middle Fast Conflicts

Fiteh helieves that Navy Mutupl's war risk s being prudently managed and mortality
experience is within expectations despite the currert escalated levels of conflict
worldwide wn recent years. Since s inceptinn, Havy Mutual has been expased to the
possibility of catastraphic lesses that coute result fromm war, Navy Mutuat estimates that
less than 10% of its current in-force hook af husiness s currently eligtble for war risk.
Fitch believes that the Association's current war reserves and mortality marglas could
experience a significant increase in adverse results for a sustained number of years
withaut reguiring additionz, AL year-end 200%, Nawy Mutual held 576 mitdion in war risk
and other adverse dewiation reserves, designed to protoct against long-term excess
Claims due th war, and cther rizks. War-related death benefits were SB.5 millior in
2009 znd 54.6 million wn 2008, or 0.7% of toral death benefits in 2009 versus 7.5% in
2003,

Peer Analysis

While mederate in scale and corsldered a niche writer, Naww Mutual has solid credit
{undamentals and has outperformed many peertated companies in the challenging
2008-2409 period. Navy Mutual's risk-adjusted capital strength is comparatle to that of
other (e Insurance companies rated 'A=', Profitabliity messures, such as retum on
surplus, are average, 2t expecled constdering the Assaciation’s high excess palicyholder
dividends. Fitch notes Navy Mutual's risky asset ratin realized credit-related losses
campared very favorably with the Life insurance industry at vear-end 2009,

Mawy Mutual's main competitors Include selected benetit socievies and commercisl
insurance companies that typically target members of the military. As a result of its low
cost structure and excellent smortalily experience, the Association's tnsurance poticy
rates and benefits compare very Tavorably with each of these competitars, as well @5
Veterans Group Life Insurance (VGLUIL Havy Mutual’s survivor beneftt services are also
viewerd a5 & distinctive product element ansong competitors.

Cctober 14, 2010 3
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Mavy Mutual serves its
defined market with an
uncomplicated selection
of insurance and annully
product afferings.,

Company Praofile

Mavy Mutual is a mutual 2id associption, with eligihle membership that currently includes
all unformed personnet of the Havy, Marine Corps, Coast Guerd, National Qcearic and
Atmmospheric Administration (NOSAL and U5 Public Health Service Commissioned Corps
§USPHS), including all enlisted and officer grades, regular, reserve, and retlred, a3 well as
5ea Service velerans in some statas, Mavy Motuzl is headnuartered in Arlivgton, WA, 2nd kas
a branch at the Maval Statinn Horfollc in Morfolk, Ya,

Membership expanded Lo te acthve reserves in 1920, Coast Guard in 1025, women officers
im 1947, USPHS and NOAA in 1963, endisted peraoomel B 1980, ardd retireestinactive
reserves in 1993, In addition, members could purchase Tife insurance for spouses beginping
in 1985, and for their children ard grandohilcren beginning in 1926,

While Nawy Mutual curremtly Fas approximately 100,000 members, about 40% of all
memmbers are oo arkwe duly in 1he various services represented in the Assnciation. Fitch
believes that the expected future decline in naval manpower could make it more
Chatlenging fur Nawvy Mutual to expand fts membership base and grow premiums. The
Assariation’s pacl of eligible inzureds was expanded in 1996 to include the children and
grandchildren of members. Members can insure their children and grondehildren with
an interest-sersitive whole life poiicy Yrom Mawy Mutual, which is positioned as a way to
help pay for the costs of a college education.

Adjusted Liabilities and Separate Accounts - Year-End 2009 Comparison
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Products

Mavy Mutuat secves s dedimed markel with an uneorepliceted sedection of insurance and
arruity product offerings. The Assodlation had 520.4 Billion of fwsurarce in farce 2t veerend
2005. It also provides related informatiomal serdces including sunvives assistance, Financial
planning, financial services, entitiermensl education, ard federal benefits educaticn,

Mavy Mutual currentiy offers two basic e insgrance producis: interesi-sensitive whole
lfe insurance and term dile nsurance. Additianally, the Association offers 4 number of
death henefit settlement cptions for benefivianies, as well as offering an 2ccelerated
death benefit cption and 2 long-term care option, With the accelerated death beneflt
aptien, the policyholder can corwert the death benefit of the policy te an actelerated
payout option. The Association stryciires the payout so that it i revenbe-neutral,
fllustratisng that Mavy Mutual's fucus is service o its members whatever their aeeds,

Narwy Mutual has tncreased 1ts membership base and revenue through the introduction
of a nurmber of member-requested products, such as rated plans o s Permancnl
“Plus" products, new versions of its Level 1| "Plus™ Term product, and increased
maximum coverags fimits for members and spouses,

Nawy Mutlal aid sssociation  October 14, 2040
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I recent vears, Navy Mutual divessifled its product portfalio with the offering of &
single premium deferred annuity [SPRA), a flexible premivm deferred anmuity {FPDAL,
and a single premiun Smmediate annuity (SPIA). These individual anmuity products
include an SPRA with varicus tnterest rate {ock-in perivds, a market-value adjustment,
and ne surrender charge for early, full withdrawals, Alse offered is a simplified SPIA.

The lang-term care optics is offered to all members or spouses wha have heer insured
with an interest-sensitive pelicy for at legst b years, are at least 80 years old, have
besn I & leag-Aenn care situation For at least faur wmonths, and are likely 1o be in that
eitation permavently, The death Denefit, less any loans, can he converted tn an
annuity payout for a specified period. This feature also benefits Mavy Mutual, as
members are provided with a disincentive to cash out their policies. There fs ng
additional, fee for inclusion of this provision, nor Is there any charge tor its exercise.

Distribution Chaniels
Mew plans are generted thvough Lwd main sources: direct markeYing and memier referrals,

News members are obtained via member referrals, print media ads, direct mail, Web-based
agvertising, and wia Ny Mutual's Web site. Approximately one-third of new awembers
result from direct malk and one-Tourkh join because of Assoriation member referals,

Navy Mutual's sabes are randucted anly by salatied employees pul of Its home otfice. As
2 part of s misslon to provide education ta its membership concerming government
sureivar  and  retirerment  beneflts, the  Assochation  makes  approximately 700
prezeniations to an estimated 28,000 sea service members annuatly, Educators are nok
permitted to sell Mavy Mutual products, I, afler a presentation, a service mamber is
interested in buying 2 palicy frem Mavy Mutual, thal persen must contack the home
office for an apptication. This approach has made the arganization nearly fmune from
chiarges of improper sales practices.

Fitch views growth in the number of new members as one of Navy Mutual’s leng-lerm
chiallerges, Membership has hovered arpuond 100,000 For the tast five years since the
Asscciation terminated its Career Assistance Program (CAP), formerly an kmporiant
genergtor of reeys memnbers. Fitch believes that Hawy Mutual’s strategic plan 1o lacrease
the commurscation of &5 needs-based value propozition, which began in 2006, andg
continued excellent zervice and education will have a beneficial effece on new
membership levels. Results in 2008 and 2009 have heen favorable, as seen in a
significant increase in tatel direct premiums,

Mavy Mutual — Direct Premiums
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Insurance

Fitch views Navy Mutual's
operating performance
over the past three years
as good, characterized by
cansistent, healthy
predividend galng From
operationg atd goed
premium growth,

£}

Financial Analysis

Profitability

Fitch views Navy Mutual's operating pedormance az solid, characterized by consistent,
healthy predividend gains from operatinns and goad premium growth. Key drivers are
low expense levels, good Investment incoane, snd favorable persistency ard mortality,
Operaling return an toral adjusted capital increased to a five-year bigh of 1% in 2009,
While 2008 net inceme declined moderately ta $10 million from 517 million in 2088,
due primarily to 510 milllon in realized net investiment losses, net operating gain was
strong &b 520 miltion versus 13 miltion the previous year. Havy Mutual's revepues
increased 15% mn 200 driven by & 39% erease In pressiums.

As a mutual entity, the Association does not generate a significant statutory net
operating gair, Navy Mutual allocates revenue in excess of that required by its financial
plan for required reserve and surplus increases to ficrease the cash values af its
interest-seasitive whole life policies and 1o provide premium refunds o i3 term
palicies, While the excess revenue Slows through the Assaciabion’s income statement as
an operating loss, Navy Muteal could redirect this excess revenue 1o 1B surplus base.
Crediting rate detitions are normally made once a year, but Mavy Mutual has the
flexibitity to respond 10 changing Interest rates or the reed to retain surplus. The
Association has demanstrated this flexibility by medifying its creditng rates 1o reflect
changes in irterest rate levels and investment portfelio performance. Fitch nntes that
Hawy Mutual continues to pay a high crediting rate to {ts pelicyholders.

Operating Performanee
5 WAL

200% wos 2007 2006 anak
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Experses are well-managed and very low as exhibited by an expense ratin of 0.5%
fexpenses to total assels), due o very low acquisitien costs (no cosmmissioned sales
force, meoderste advertising), no taxes, and forused target markets. Mortality
experence centinues be within pricing expectaticns, and vestment income has heen
stropg, reflecting a 6.6% wield consistently aver the last five years due to low
reinvestment vlsk and strong credit performance.

Hisry Muloal Aid Assoriation  Gctober 14, 2040



FitchRatings Insurance

eeestments and Liguidity

Fitets considers Navy Moteal's investment portfolie to be conservalively managed and
the asset mix 1o be appeopriate for it product Labilitfes and investment strategy, Fitch
believer the Assaciation’s irvested assets have lew exposure to credit risk and
maderate exposure to #guity market wofatility and changes in interest rabe levels, The
majority of invested assets are managed nternally.

Fitch views the &szociation's investment performance as gooed with consistent levels of
investenent income and slrong credit-related performance. The jnvestment yield of
b.6% compared guite Tavorably with the {ife fedustry's sverage vield of 53.3% at year-end
004, due in part to lts tonger-than.average duration znd low exposure to callable
honds and martgage-related securlties. Realized losses related to credit impairments
have been moderate and compare very favarably with the life nsurance industry,

" The Assoclation's bond portfolty b composed of very high credit quality assets.
Fitch views the Epproximately one-trirg of the band portfolio was savested In U.S. Treasury and federal
Association’s lnvestment agency securitics and government-sponsared enterprise securities at year-ond 2009,
performance as strong The investment policy assures that onty vempanic: whose bands are rated ‘BSRT or
with consistent levels of better ard with & Stahie o Positive Rating Outloak are eligible for purchase, with a
investment Income and limit o investment In bonds rated “BBE' to be ro more than 15% of the bond portfals.
favarable, credit-related
performance. Navy Mutual's bond portfolio typically exhibits & long duration to Betier match the life

insurance-dusninated ability partfolin. The long duration of assets exposes Navy Mutual
b interest rate risk and, fistorically, has been a key driver of excess interest-crediting
rate lewelz. Fitch considers this risk as reasonable since vlelds on these assets are
nermally weli above the minkmus: vields reguired 1o fulfill the Hability reguiremeant,
thus minimizing the reirvestment risk,

In #ddition, Mavy tutual limits its aggremate investment I Common stochs, dfrect
mertgages, and private real estabe brusis to 6% of total assets. At year-end 2009,
carnriion stock investment increased to 4% due mainly to market appreciation. Directly
placed morkgage owns aceounted for onty 0.3% of the Association’s investment portfolio
and all mortgage lnans are in o performeng status,

Filch considers Havy Mutual's asset liability management to be sound. The tsspeiation's
sigrature product 15 3t mnterssi-sensitive whole e insurance policy, and regent
product additionz include & modest Hine of annuity products. The Assuciation conducts

lhveétfnéht Fortfalio
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Fitch befleves Navy vash flow studies under a variely of interest rate and equity market scerarlos to ensure
Mutual’s liquidity is very that It cash flow satching is sufficient tp mitigate any potential disintermediation.
good due to the Under its most severs inkerest rate scenarlo, management determined that the
composition of the composltion and distribution of its inwestment portfolio were move than suffictent o
fvested assets and meet its cash flow demands wilhout any undue harm to its financial strength or adverse
conservative prodict effect on the cash values of its existing members.
design features, . Fitch beiteves Mavy Mutual’s Squidity is good due to the compesition of the invested assots

and consgrvative product desigr features. The investment portfolio is composed of more
than 92% cash and publiciy traded securities. Mavy Mutual's product design features high
crediting rates on the interest-sensitive whole Life putfcies and various settlement ojstinng
thit pay above-market interest rates, providing added ircentive for inesebers to feave their
maney with the Assoclation. sdditionzlly, gaod levels of cash fiow from aperatices provide
an added level of comfort reganding the protection provided o policyhoiders.

Capitalization

Flech views Mayy Motual as strocgly capitalized. Key factors favorably affecting the
Assacigtion’s capital profile inctude the large book of participating individual life
seserves, high-quality investment portfolio, and large reserve for war risk and other
adverse deviations,

Fitch views Havy Mutual’s estimated statutory rsk-zdjusted capital ratin as solid at
approximately 360% of the company action level ab year-end 2000, While Navy Mutuat
carefully monitors and manages s risheadjusted capital levels, as 2 mutuzl aid
aszarciation, it iz nat regulated as an insurance company. When capital was strezsed 1oy
potential 2010 mweslienl losses under Fitch's core investment stress, Havy Mutial’s
statutary capital was viewed as solid for the rating.

Fitch considers Mavy Mutaal’s 576 million voluntary reterve Tor war risk ard other
adverse deviations as additronal support for the rating. This special reserve was
established to pratect against ong-term eucessive claims due o wa: and/or other Hehs
and adverse irvestment yield scenarios.

Fitch views Nenry Mutual's
estimated statutory tisk-
adjusted capital ratic as
solitd at approximately

360% of the company Fitch notes that changes in year-to-year reported adjusted surplus have experienced
action lavel at year-end mderate volatility aver the prst five vears due to the fluctuating market values of Its
2009. [ cammon stock hofdings., Fick believes the Mavy Mutuzl's investment ailocation

madifications have & favorable effect upon this volatitity,

Fitch Detleves that management has Lhe Hexibility and disciptine to adjust dividend
rates if necessary Yo maintain strong levels of capital. The Association employs
rossesvalive reserving practices as well. Faor the five-year period ended Oec, 11, 2009,
acijusted surplus has grown al a 6.8% CAGH, despite the high crediting rate paid out to
participating poticyholders. A significart portion of tiis high payout has been generated
by vealized and urvenlized capital gains from its cameman stock porgfolio,

H Mavy Mutyal did Assoclation  October 14, 2010
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Hawy Muytual Ald Association

Fitch notes that under its newly introduced tofal fingncing and commitment yTFC) ratia,
Mawy Mutual demonstrates rnodest reliance on capital markets for funding compared
with its peers. At year-end 209, Mayy Mutual hag & bow TFC ratin at 0.2 versus the life
Insurance industry average of O.6x. The exposure 3 primarily short-term security
lending, Mavy Mutual participates in @ securities lending program to geperate
incremental income and bad 535 million under loan at year-end 2009 wersys

S129.8 milliop vedder loan al year-end 2008.

Capitalization
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INSURANCE IN FORCE

B Term
L1 Permanent

S IN BILLIONS

L 005 G

Insurance in foree, beginning of year
Insurance sold in 2009

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

19,125,273.120
2,233,162.827
63,833.250
839,672,134
$20,454, 730,563

DIRECT PREMIUMS

Premiums~Insurance
—= i3 Life Contingest Annuity Congiderations

fat

5 IN MiLLIONS

&P 2007 2007 B3 2008

Total direct premiams, end of year $87,700,660




MEMBER PROFILE

Reservist: 3% )

MEMBERS & FAMILIES

i
i i Spouse BB Membe & Children
e r ;

THOUSANDS

M
Members, Deginning of year 95,457
Gains 1,548
Losses {including deaths) 2,656
Members, end of year 94,349
Spouses & Children, beginning of year 16,838
Increase 996
Spouses & Children, end of year 17,834

Total, end of year 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 fo serve the military — both those who are currently serving, and those who have completed their
service. We perform our Misslon by focusing on this core group and their specitic 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 fed through a series of menus 1o 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.




2009 ASSETS

Proparty & Equipment, Net of
Cash & Cash Equivalents: 2.6% — Accumulated Depreciation: 0.2%

—— Other lnvested Assets: 1.1%

Accrued Investment Incoma: 1.68% ———
Loans to Members: 6.2% ——
Common Stock: 4.0% —— 4

FIXED INCOME PORTFOLIO
SECURITY CLASSES

State & Municipal —
Bonds: 5.6%

RATINGS
—__ Other Rated: 1.9%

[ U.S Government
Bonds: 8.2%

Rovernment ‘
Sponsored

Corporate Bonds: \ Enterprises:
- 55.8% ., . \:



‘Statements of Admitted Assets, Liabilities 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 loans, net
Cash and short-term investments
Receivables for securities

_ Total cash and invested assels

Investment income due and accrued
Home office building, net

EDP equipment, net

Total admitted assets

LIABILITIES AND NET ASSETS
Liabilities
Aggregate reserve for life contracts;
Life insurance L
War risk and other adverse deviations
Tolal aggregate reserve for life contracts
Death benefits payable
Liability for deposit-type contracts
Employee benefit liabilities
Asset valuation reserve
Interest maintenance reserve
Securities lending reserve
Other liabilities and deferred income
Total liabilities
Net assels .o
Totat liabilities 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
69,567,089 23,775,991

- 1,010,575
2,338,156,351 2,187,878,376
38,202,386 37,525,758
3,901,672 4,032 960
153,592 210,950

$2,360,414,001

$1,886,206,799

$2,229,648,644

$1,788,246,655

76,197,616 76,197,616
1,962,404 415 1,864,444 ,271
19,263,161 19,862,866
183,004,499 160,085,517
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 2,819,208
2,205,776,116 . 2,089,796,742
174,637885 " 139,851,302
$2,380,414,001 $2,229 648,044




Statements of Operations and Changes in Net

Assets — Statutory Basis

Years Ended December 31,

2009 2008
INCOME
_ Premiums earned, net ! $50,086,521 $45,654,293
Annuity considerations 37.614,139 18,699,482
Survivor income deposits 1,466,078 1,029,459
Net investment income 145,698,979 139,263,753
Amortization of interest maintenance reserve 795,244 766,550
Total income $235,660,961 $205,413,537
BENEFITS AND EXPENSES
Death benelits, excluding war claims $63,383,250 $57136,848
Death benefits from war claims 450,000 4,600,000
Total death benelils 63,833,250 61,736,848
Surrender benefits 16,537,360 15,189,765
Annuity benetfits 7,320,808 3,514,747
Survivor income 1,170,071 1,153,578
Change in aggregate reserve for life contracts 72,344,552 54,935,786
Change in raserves for war risk and other adverse deviations - 2,900,000
lnterest on deposat-lype contracts’ 9,353,418 9,285,851
General operating expenses 11,141,730 10,702,428
Tota@ benefits and expenses $181,701,189 $159,418,003
Increase from operations before excess interest credits and term refunds $53,959,772 $45 994,534
Excess interest credited to life benefit reserves (32,416,103) (30 749,641}
“Term refunds {1,741,159) {2 352,449)
Increass from operations before realized gains 19,802,510 12,892,444
Net realized gains (losses) {10,110,483) (1,022,925)
Increase in net assets from operations 9,692,027 11 869,519
Net assets, beginning of period 139,851,302 176,646,869
Change in accounting estimate - reserve va!ua'uon basis 6,800,511 -
Change in unrealized appreciation {depreciation) of equity securities
and other invested assets 23,170,333 (57,940,031}
Change in asset valuation reserve {4,028,479) 8,552,977}
Change in additicnal minimum liability for pension and poslretrrement benefits  (1,132,230) {951,675}
Change in non-admitied assets 284,421 (328,357)
Net assets, end of period. $174,637,885

$139,851,302







We Protect Your Loved

You can.count .on:Navy Mutual t

support and service when our e
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of the way. L Rt e
= Navy Mulual provides beneficiaries with immediate. p 1y 1tS of 10% of the total benefits, up to .

$10,000, to defray initial expenses. -,

.zg%a%_am_um<og.amsmm.mm%..32_%5.Em_.uo_vama_anmwson?oﬁsm_‘_=mc___.m,
also. : . : : N .

= Navy Mutual's vault ofiers Secure storage of wills and: other important :
documents. we quickly return those documents to'Members' oved ones, making it easier.to handlg
each Member's estate, T - o N

* We explain military survivors’ benefits _ "

= Ii families need legal assistance when the Veterans Admitisteation denies or limits & claim, Na

Mutual will provide that assistance at no’extra charge.

fi v, mmmm@mwo.mé. mminmm staff-ca
e @m@.ﬁw ssistance.they need

‘Navy Mutual, and especially. our Bereficiary Services/sta knows
how painful the loss of a loved one can be: We handle every claim
with compassion, professionalism and personal care.
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SC/USNRe

CART Michells M. Mchlos).

Service

MCPOCG Charfas{Skip) W. Sowan, #SC6
RADM Denise 8. Ganton, RNDN, USPHS
YADI Mark Ferguson, USK

SMME Carlton W, Kent, USMC

ROML Deanls J. Meyniban, USN

MCPON Aick West, USN

' Gﬁ:cers 2009

* RANM Bruze B. Engethardt: SN, Rat.. CLV, President

Themas A. Benton, Vice Peasideni, Technolugy & Systems

Lauren M, Bloom; 'sq.. Gengral Gounsel & Vice Presidert, Beneficiary Servicss & Educ'zilon
Michedle L. Brickwedde. Vics President, HR & Adininistration

D. Timuthv Eddy. FSJ} MAAA, Vice Presitent

Atler M. WicCray, GFA, CLU, Vice Presiden

COR John M, McVeigh, USN, B
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BENEFITS ® INSURANCE ® SINCE 1879

Herderson Hall - 29 Carpenter Hoad  Arlington Virginia 22212 Toll Free 800.628.6011  Fax 703.945.1441 www.navymutual.org

nsuring those who serve.
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Final Report on Insurance Solicitation Practices op Departmeént of Defense Installations May 15, 2000
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5.6 MUTUAL A ASSOCIATIONS
5.1 Army and Air Force Mutual Aid Association

This organization js » nen-profit, tax-exempt organization formed in January 1879 inthe
wake of the Custer massagre at Little Big Hom, The primary purpose of the orgenization
I8 to provide 2id 1o familiss of deceased members, It expanded in 1984 to include Air
Force personnel. The organization providss to members and thieir Spouses personal

in-person solicitation conducted on the remajnder of the base at Fort Myer or at any other
military instailation, Association employees and officers provide financial and survivor
benefit training to military personnel ang their famniliss throughout the DoD.

3.2 Navy Mutual Aid Association
This association was fprmed in July 1879 a5 8 non-profit tax-exempt voluntary

membership organizaion of sea service personne] and their families, The association is
open 10 ali ranks of service members in the Navy, Marine Corps, Coast Guard, Pyblic
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