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BEST'S RATING
Based on our opinion of the company’s Financial Strength, it
is assigned a Best’s Rating of A- (Excellent). The company’s
Financial Size Category is Class VII,

RATING RATIONALE

Rating Rationale: The rating of Fidelity Security Life Insurance
Company (FSL) reflects its niche business profile comprised of five
strategic business units, a trend of positive and increasing aggregate statu-
tory earnings, a favorable level of risk-adjusted capitalization as measured
by A.M. Best’s Capital Adequacy Ratio, and the recent retirement of its
financial reinsurance treaty, Partially offsetting these factors are the chal-
lenges of growing statutory operating results in its ordinary life and annu-
ity lines of business, a growing reliance on the health insurance business
for top-line and earnings growth, and realized capital losses from the bond
portfolio in the majority of the last five years.

FSLs business model is constructed around five, well-defined strategic
business units with different market segments. Each unit is diversified in
and of itself, with multiple products and services, which emphasize pro-
tection and asset accumulation, and targeted distribution. The company’s
product portfolio of life, accident and health, and interest-sensitive prod-
ucts are marketed through multiple distribution systems. The combination
of multiple product offerings, distribution channels, and target markets has
contributed to FSLs consistently favorable earnings performance across
all of its core lines of business. These results have been achieved through
profitable growth from new product development and expanded distribu-
tion from both existing and new distributors. Additionally, a positive
stream of net investment income generated by its restructured invested
assets portfolio has helped to bolster the company’s statutory results
throughout the last five-year period. As a result of accumulated retained
earnings, modest holdings of common stocks, and improving the credit
quality of its bond portfolio, FSL has improved its level of risk-adjusted
capitalization, which more than supports its overall insurance and invest-

ment risks. In addition, a significant growth in premium from short-tailed
products requiring lower reserves has also helped its capital and surplus
growth. Furthermore, in the most recent annual reporting period, the com-
pany fully retired, ahead of schedule, a financial reinsurance obligation,
which was utilized to build economies of scale and support its risk-man-
agement strategy,

Although FSLs operating thrust is to maintain diversity by serving spe-
cific niche markets through its five strategic business units, the overall
statutory earnings performance of these units has encountered mixed prof-
itability results attributable to varying levels of reinsurance, reinsurance
allowances, and underwriting results, as well as modestly declining net
investment income, despite an increasing asset base, in the majority of the
past five years, As a result, the company has developed initiatives to focus
on growth through existing marketing relationships, producer prolifera-
tion, and product development. In addition, each of the five strategic busi-
ness units has specific production goals, which conform to existing
expertise, to improve future premium and earnings, and ultimately
enhance its absolute capital and surplus position and its level of risk-
adjusted capitalization, Despite FSLs efforts to diversify its premium and
earnings growth among several lines of business, the health lines of busi-
ness continue to generate the majority of operating results and premium
income. At opportunistic times during the past several years, the company
strategically chose to eliminate a number of its below investment grade
issues to reduce its exposure to non-investment grade bonds. As a result of
the restructuring, as well as some downgraded securities, FSL recorded a
material amount of realized capital losses during the last five-year period;
however, overall unrealized capital gains in the invested assets portfolio
suppressed the full impact on capital and surplus during this time,

Best's Rating: A- Outlook: Stable

KEY FINANCIAL INDICATORS (3000)
Total Capital

Capital ~ Condit’l Net Net

Surplus  Reserve Premiums  Invest Net
Year  Assets  Funds  Funds  Written Income  Income
2000 403,648 42,702 1,003 107,626 4092 6162
2000 410,188 43,611 595 123,927 23,635 1,310
2002 402369 45499 1,997 109,855 22,751 9%
2003 422246 48,802 1,688 112,430 20066 2,515
2004 454644 54460 1,750 153,476 19830 4976
2005 469,060 58,991 2,187 154,380 2,173 6916

BUSINESS REVIEW

Fidelity Security Life Insurance Company (FSL) is a closely held
stock company. Employees, board members, and members of Richard F.
Jones" immediate family hold over 99% of FSLs stock. Affiliated with
the company and also wholly-owned by Mr. Jones are American Service
Life Insurance Company, Fidelity Security Assurance Co., Forrest T.
Jones and Company, Inc., Forrest T, Jones Consulting Co., National
Pension & Group Consultants, and FTJ FundChoice LLC.

FSL is licensed in the District of Columbia and all states except New
York, where it is admitted as a reinsurer. The company provides a diverse
product line through five definable markets - Annuities/Asset
Accumulation, Special Markets, Joint Venture, Specialty Benefits, and
Stop-Loss/Self-Funded. Amnuities are distributed on a selective regional
basis while the other four divisions products are distributed nationwide.
Through these segments FSL offers group life, association group life
and accident and health, including self funding arrangements, individual
and group annuities and single premium deferred annuities, Distribution
channels vary by market but primarily involve independent sales repre-
sentatives, specialty brokers, managing general agents, and third party
marketing administrators (TPAs). Marketing (product delivery) is
though a variety of mediums including direct response, work site, pay-
roll deduction and employer and sponsored group, The Annuities/Asset
Accumulation Division markets retirement plans to not-for-profit niche
markets. Currently, marketing is focused in Kansas, Louisiana,
Michigan, Missouri, New Mexico, and Texas and is concentrated in the
education profession along with government and other not-for-profit
organizations. Customers are usually required to qualify for either IRS
Section 403(b) tax sheltered annuities (TSAs) or Section 457 Deferred
Compensation Plans and participants individually utilize payroll deduc-
tion as a method of premium payment. This business is employer
endorsed and is subject to certain IRS regulations, but controlled by the
individual participants who add to the stability of the block of business.
FSL also markets single premium deferred annuities (SPDA) on an indi-
vidual basis for tax qualified and non-qualified sales, and flexible pre-
mium group annuity contracts in the 403(b), individual retirement (IRA)
and deferred compensation marketplace. All annuity products are mar-
keted primarily through two marketing organizations with captive sales
representatives in the educator marketplace as well as direct mail with
sponsored group accounts, FSL recently added new features to its annu-
ity product base which include: a unique life income option that allows
access to cash for emergencies, a disability completion benefit, a termi-
nal illness benefit, a nursing home confinement benefit and an acciden-
tal death benefit. A variety of payment options are available at retirement
with substantial penalties imposed for early withdrawal. FSL offers a
registered variable annuity product to Missouri educators who have been
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loyal fixed tax sheltered annuity holders since 1983. Keeping in mind
the conservative risk profile of the current tax sheltered annuity holders,
five well established funds with a long track record have been chosen,
cach one with varying level of equity appreciation potential and risk ele-
ments, This complements the company’s core fixed annuity produet, In
addition, an affiliated company’s 403(b)/457 program has enhanced the
fixed annuity offering.

The company’s Special Markets and Joint Venture Divisions have inte-
grated day-to-day field activities. Through these divisions FSL princi-
pally markets group life and supplemental health products, Its Special
Markets segment served as the basis for founding FSL and presently
offers products through traditional direct response marketing methods
and through individual sales. Direct response distribution channels
encompass direct mail, inserts, and some telemarketing for soliciting
coverages through associations, financial institutions, affinity groups
and non-sponsored markets. Individual sales are developed through
independent agents, generally affiliated with TPAs or Managing General
Agents (MGA). This division markets a variety of term life, supplemen-
tal health, accidental death and dismemberment (AD&D), hospital
indemnity, and cancer coverages. The company is aggressively exploring
opportunities with special interest groups to add to its diverse client
portfolio, FSLs Joint Ventures Division allows the company to consider
unique opportunities that may be unavailable through other means while
enhancing profitability through new relationships and new products.
This division also offers life and health products through individual sales
channels and on a limited basis, direct response is wtilized in the form of
print media. Although products and distribution resemble those
employed by the Special Markets Division, the business platform is dif-
ferent. A joint venture relationship typically involves the collaboration of
a MGA or TPA, a reinsurance facility and FSL. The company will con-
tinue to selectively enter into joint venture relationships based upon
established needs within the distributor partners markets and product
specifications.

Evolving from the Joint Venture Division, Specialty Benefits has
experienced exceptional growth. Beginning with a concentration in pre-
scription drug carve outs, the unit now encompasses three product lines:
prescription drugs, vision and dental. The demand for prescription drug
programs is stimulated by the increasing cost of traditional medical pro-
grams. Partnerships include distributors (MGAs, TPAs and brokers),
pharmacy benefit managers, and reinsurers. Vision coverage is a solid,
low-cost, employer benefit. Opportunities are developed through the
managed care division of large retailers and individual vision service
providers. Dental, the newest and most challenging of the lines, parallels
the business model for prescription drug. Much of the production is
expected to come from existing prescription drug distributors,

FSLs Stop-Loss/Self-Funded Division provides medical stop-loss
coverages on both a specific and aggregate basis. Excess coverage to
employer sponsored group programs is distributed through TPAs with
underwriting and contract issues facilitated by a small select group of
MGUs. The stop-loss contracts receive a lapge percentage of reinsur-
ance, and extensive evaluation is committed to all relationships on a reg-
ularly scheduled basis. FSL is diversifying through the addition of
supplemental programs including short-term disability, substandard life
and accidental death and dismemberment, Management expects this seg-
ment to expand through new distribution relationships and additional
enhancements to its product portfolio.

EARNINGS

The combination of multiple product offerings, distribution channels,
and target markets has contributed to FSLs consistently favorable statu-
tory earnings performance across all of its core lines of business, with
2003 as the most profitable year in the company’s history. These results
have been achieved through profitable growth from new product
development and expanded distribution from both existing and new dis-
tributors. Additionally, a positive stream of net investment income gen-
erated by its restructured invested assets portfolio has helped to bolster
FSLs statutory results throughout the last five-year period. Although the
company’s operating thrust is to maintain diversity by serving specific
niche markets through its five strategic business units, the overall statu-
tory earnings performance of these units has encountered mixed prof-
itability results attributable to varying levels of reinsurance, reinsurance
allowances, and underwriting results, as well as modestly declining net
investment income, despite an increasing asset base, in the majority of
the past five years. As a result, FSL has developed initiatives to focus on
growth through existing marketing relationships, producer proliferation,
and product development. In addition, each of the five strategic business
units has specific production goals, which conform to existing expertise,
to improve future premium and eamnings, and ultimately enhance its
absolute capital and surplus position and its level of risk-adjusted capi-
talization. Despite the company’s efforts to diversify its premium and
carnings growth among several lines of business, the health lines of busi-
ness continue to generate the majority of operating results and premium
income.

CAPITALIZATION
As a result of accumulated retained earnings, modest holdings of
common stocks, and improving the credit quality of its bond portfolio,
FSL has improved its level of risk-adjusted capitalization, which mare
than supparts its overall insurance and investment risks, In addition, a
significant growth in premium from short-tailed products requiring




