THE COMMONWEALTH OF MASSACHUSETTS

OFFICE OF CONSUMER AFFAIRS AND BUSINES 0
REGULATION

DIVISION OF INSURANCE Q

REPORT OF EXAQ%
0

>

ARBELLAVRTY INSURANCE COMPANY

CROWN COLONY DRIVE

| &,NCY, MASSACHUSETTS 02269-9103

AS OF

«O |
‘\o DECE&BER 31,2010
<°

NAIC GROUP CODE 0586
NAIC COMPANY CODE 10017

EMPLOYER ID NUMBER 04-3227818



TABLE OF CONTENTS

PAGE

Salutation
Scope of Examination

Information Technology Rev1ew
History

General

Capital Stock

Growth of Company
Management

Annual Meeting of Stockholder

Board of Directors

Ln

Q

Conflict of Interest Procedures

Corporate Records : _ w6
Affiliated Companies ‘ 7
Organization Chart 8

Acquisitions, Affiliations and Other Transactlons Qé ' 9

Intercompany Agreements

Committees of the Board
Officers 9

Management Agreement \ 10
Tax Sharing Agreement 0 10
Fidelity Bonds and Other Insurance ‘ 10
Pension, Insurance Plans and Employ e 11
Retirement and Deferred Com Plan ' 11
Stock Option Plan 11
Statutory Deposits @ 12
Insurance Products and ractices 12
Territory and Plan &aﬁon _ 12
Rating and Statx‘ eporting 12
12

12

_ 13

% pany Reinsurance . 13
bseq¥ient Event ‘ 14
ounts and Records 14
inancial Statements 14
Statement of Assets, Liabilities, Surplus and Other Funds 15
Statement of Income 16
Statement of Capital and Surplus 17
Reconciliation of Capital and Surplus 18
Note to Financial Statement . ' 19

Conclusion 21

h h th B B W Wb —



COMMONWEALTH OF MASSACHUSETTS
Office of Consumer Affairs and Business Regulation

DIVISION OF INSURANCE

1000 Washington Street, Suvite 810 * Boston, MA 02118-6200
(617) 521-7794 « http:/fwww.mass.gov/doi

DEVAL L. PATRICK GREGORY BIALECKI
GOVERNOR ) SECRETARY OF HOUS,
"ECONOMIC DEVEL

TIMOTHY P. MURRAY
LIEUTENANT GOVERNOR

BARBARA AN

November 18, 2011

The Honorable Joseph Torti IIT The ble Thomas B. Leonardi
Chairman, NAIC Financial Condition (E) Committee rY®NAIC Northeastern Zone
Superintendent . ' émissioner _

State of Rhode Island : Q onnecticut Insurance Department
Department of Business Regulation P. 0. Box 816 _
Division of Insurance \ Hartford, Connecticut 06142-0816

1511 Pontiac Avenue, Building 69- 2
Cranston, Rhode Island 02920 o

The Honorable Joseph G. Mu
Commissioner
Office of Consumer Affaj @

Business Regulation
Commonwealth of usetts
treet, Suite 8§10

Division of Ins '
1000 Was , Sui
Boston“ husetts 02118-6200
%s

uant to your specific instructions and in accordance with Section 4 of Chapter 175 of
assachusetts General Laws (“MGL.”), an examination has been made of the financial condition

Q and affairs of:

at its statutory home office at 1100 Crown Coleny Drive, Quincy, Massachusetts 02269-9103.
The following report thereon respectfully is submitted:

e Superlntendent and Commissioner:
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‘Company (“Covenant”) is being conducted by the Conne

Arbella Indemnity Insurance Company

SCOPE OF EXAMINATION

Arbella Indemnity Insurance Company (hereinafter referred to as the  “Company” or
“Indemnity”) was last examined as of December 31, 2005, under the Association Plan of the
National Association of Insurance Commissioners (“NAIC”) by the Massachusetts Division of
Insurance (“Division”). The current Association examination was performed by the Division

five-year period from January 1, 2006, through December 31, 2010, including any material

under the authority of Section 4, Chapter 175 of the Massachusetts General Laws, and covers the \*

examination.

transactions and/or events subsequent to the examination date as noted during the course if t@

statutory financial condition examination of the Company’s affiliates Arbella nsurance
) mmonwealth

urance Company
ovenant Insurance
surance Department.
C”) were engaged by the
atfon procedures, including an

This examination was conducted at the same time and in conjunction with ¢ ivision’s

Company (“Mutual”), Arbella Protection Insurance Company (“Protectig
Reinsurance Company (“Commonwealth Re™) and Commonwealth Mutu#
(“Commonwealth Mutual™) by the Division. A separate examinati

Representatives from the firm of PricewaterhouseCoopers L
Division to assist in the examination by performing certai
actuarial review of the Company’s actuarially determg

The examination was conducted in accordanc%th 'standards established by the Financial
Condition (E) Committee of the NAIC as w th the requirements of the NAIC Financial
Condition Examiner’s Handbook, the ation standards of the Division and with
Massachusetts General Laws. The pg ocus of the examination was as of December 31,

2010, and the year 2010 activity; r transactions both prior and subsequent thereto were
reviewed as deemed appropriatk

mancial condition of the Company, the examination included a
siness policies and practices, corporate records, reinsurance treaties,
conflict of interes* sure statements, fidelity bonds and other insurance, employees” pension
and beneﬁ@ isaster recovery plan and other pertinent matters to provide reasonable

In addition to a review
review of the Comp

assurance t Company was in compliance with applicable laws, rules and regulations. In
pla n@ bnducting the examination, consideration was given to the concepts of materiality
and]& examination efforts were directed accordingly.

Company is audited annually by Emst & Young LLP ("E&Y™), an independent certified
ublic accounting firm, in accordance with 211 CMR 23.00. E&Y expressed unqualified audit
opinions on the Company’s statutory basis financial statements for each of the years they audited
the Company during the examination period (2006 through 2010). The E&Y workpapers for the
year 2010 audit were reviewed as part of the examination process and used to assist in the
planning of the examination, to supplement work performed by the Division and PwC, and
expedite the overall examination process.
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Arbella Indemnity Insurance Company

Information Technology Review

A review and an evaluation of the control environment of the Company’s information
technology systems were performed, The NAIC’s Information Technology (IT) Questionnaire
completed by the Company was reviewed and interviews with Company staff were conducted to
gather supplemental information and corroborate the Company’s responses to the questionnaire.
A review was also made of the documentation supporting Management and Organization
Controls, Application Systems Development and Maintenance Controls, Operating and
Processing Controls, Logical and Physical Security Controls, Contingency Planning Controls,
Personal Computer, Local Area Network (LAN), Wide Area Network (WAN) and Inte
Controls, The control environment of the Company’s information systems was revie,

found to have in place sufficient internal controls.

This Report of Examination is written on an exception basis. Explanations of s
pertaining to various phases of the examination will be found herein. Unless it ecifically
noted otherwise, all references to the accounts, activities, and transactions ompany are as
of December 31, 2010, For a summary of findings contained within thj , refer to the

section titled “Summary of Comments and Recommendations”. Q

HISTOR
Arbella Indemnity Insurance Company is @ine property and casualty insurer domiciled in
the Commonwealth of Magssachusetts é pany is licensed in Massachusetts, Rhode Island,

General

and Connecticut to write workers? sation and commercial auto products. The Company is

a wholly owned subsidiary of & , Inc., (“Arbella, Inc.”) which is a subsidiary of Arbella

Mutual Insurance Compan perty and casualty insurance company domiciled in the
Commonwealth of Mas @s. The Company commenced insurance operations in June

1994.

of a group (“Group”) of insurers that participate in an infercompany
that includes the Company, Mutual, Arbella Protection Insurance Company ),
rance Company and Commonwealth Reinsurance Company. Through a
and management contract, Commonwealth Re maintains significant control over
mm®hwealth Mutual Insurance Company which cedes 100% of its direct businesses to
onwealth Re. These insurance companies are domiciled in the Commonwealth of
assachusetts except for Covenant which is domiciled in the State of Connecticut. Covenant is
domiciled and licensed in the state of Connecticut. The Group operates solely in the New

The Comp \7

England region and collectively writes private passenger auto, homeowners, commercial auto,
commercial multi-peril, umbrella, and workers’ compensation products primarily through
independent agents.

Beginning in 2002, the Company, along with Protection, Indemnity and Commonwealth Re
entered into an intercompany pooling arrangement (“Pool”) in which it shares in the Pool’s

3



Arbella Indemnity Insurance Company

combined underwriting results and certain balance sheet accounts. After processing its external
reinsurance, each affiliated pooled company cedes its remaining net underwriting activity to the
Company, which subsequently retrocedes the pooled results to the participants based on their
percentage share of the Pool. Effective January 1, 2008, the agreement was amended to change
the pooling percentages of the Company and Protection. Effective January 1, 2010, the
agreement was amended to include Covenant and to medify the existing pooling percentages.
Refer to the following chart for the percentages of the Pool participants over the course of the

exam period: §
2002-2007  2008-2009 2010 o\

Mutual : 75% 71% 69%
Protection 18% 22% 20%
Covenant - N/A N/A 5% e

Indemnity 4% 4% - 3%
Commonwealth Re* 3% 3% 39
Total - 100% 100% 0

* Commonwealth Mutual cedes 100% of its net book to Commonwealth Re Qmonwe_alth Re retrocedes
100% of this book to the Pool. . _ ‘

" The Company has not made any significant changes tod @ of incorporation or its by-laws
during the period covered by this examination. changes, mergers, or any other
material changes to its corporate structure singg the $gst examination are discussed below in

Acquisitions, Affiliation and Other Transactio%

Capital Stock P oc

The ownership of the Comp i®s with its stockholder, Arbella, Inc., a downsiream holding
company that is 99.0% ow, utual, which controls the Company through the election of
the Board of Directo Company has 400,000 shares authorized of $10.00 par value
common stock and issued and outstanding. The stock is 100% owned by Arbella, Inc.

o Year Admitted Assets Net Written Premium  Capital & Surplus
2010 $41,713,298 $16,353,212 $17,761,563
2009 44,114,210 23,450,513 16,445,641
2008 45,466,747 24,912,208 17,246,540
2007 46,634,086 22,107,581 17,999,029
2006 49,231,857 _ 25,659,189 18,397,052



Arbella Indemnity Insurance Company

MANAGEMENT

Annual Meeting of Stockholder

In accordance with Article 1, Section 2 of the Company’s by-laws, the annual meeting of the
stockholder entitled to vote, shall be held on a date to be determined by the Board of Directors
within six months after the end of each fiscal year (last day of December of each year).

Board of Directors & ' . o :

The by-laws of the Company provide that the business and affairs of the Com shall be
managed by the Board of Directors except as otherwise provided by the icles of
Organization, or the by-laws. The Board of Directors shall consist of er than five
members and shall hold office until the next annual meeting of stockhol éd until his or her
successors shall have been elected and qualified. '

At December 31, 2010, the Board of Directors was compti g ve members, which is in
compliance with the Company by-laws. The Directors business affiliation with the

Company as of December 31, 2010, are as follows:

Director Busm Affiliation

Patricia P. Bailey _
Francis X. Bellotti onsultant for Company
Janet R. Corcoran of Arbella Insurance Group
John F. Donohue . ¥o @& CEO of Arbella Insurance Group

Christopher E. H CFO of Arbella Insurance Group

umber of meetings to be held during a given calendar year. The
llowing for special meetings. Additionally, the by-laws allow the
e action by written consent and/or telephone conference. The minutes
of the Boar, ors meetings indicated that meetings were held at least four times per year
during the ation period. At any meeting of the Board of Directors a majority of the
dire itutes a quorum. The minutes indicated that a quorum was obtained at all
mee& the Board of Directors held during the examination period. '

The by-laws do not spec
by-laws contain pro
Board of Director;

Q ommlttees of the Board
The by-laws state that the Board of Directors may elect an Executive Committee and may elect
such other committees as may be required from time to time. The Board of Directors of Arbella,
Inc. elects committees each year and the Board of Directors votes each year to direct and
authorize the committees of Arbella, Inc. to act as advisory committees to the Boards of
Directors of the subsidiary companies of Atbella, Inc. As of the date of this examination,
Arbella, Inc. operated with designated Audit, Automation, Compensation, Executive, Investment

5



Arbella Indemnity Insurance Company

and Planning Committees. We reviewed the meeting minutes for the committees for the period
covered by this examination.

Officers

The by-laws of the Company provide that the officers of the Company shall be a President,
Treasurer, Clerk, the Secretary, and any other officers as the Board of Directors deems
necessary. Pursuant to the by-laws, the officers of the Company are elected by the Board of\
Directors at their first meeting following the annual meeting of the stockholder or specg
meeting in lieu thercof. The elected officers and their respective titles at December 31,

as follows:

Officer Title e

John F. Donohue Chairman, President, Chief Executive Officer @nt Secretary
Christopher E. Hall Senior Vice President, Chief Financial Ofﬁcéeasurer

Gail Eagan Vice President and General Counsel

Eileen S.Currie Vice President

Beverly J. Tangvik Secretary and Clerk ‘

Conflict of Interest Procedures

QY

The Company has established procedures for wsclosure to the Board of Directors of any
material interest or affiliation on the part ficer or director, which is in or is likely to

conflict with his/her official duties. ally, each officer and director completes a
questionnaire disclosing any mateg'al s of interest.

Corporate Records 0

re reviewed for the period covered by this examination. They were
assessed for acc fd compliance with the Company’s by-laws, Articles of Incorporation, as
lance with Massachusetts General Laws, and the Commonwealth of

é Company has a disaster recovery plan and business continuity plan however, its by-laws do
ot contain explicit provisions for the continuity in the event of a national emergency; hence,
under such circumstances, the succession of officers will be as prescribed in Sections 180M

through 180Q of M.G.L., Chapter 175.



Arbella Indemnity Insurance Company

AFFILIATED COMPANIES

- The Company’s insurance affiliates include the following Massachusetts domiciled property and
casualty insurance companies: Mutual, Protection, Commonwealth Re and Commonwealth
Mutual. Covenant is domiciled in the State of Connecticut.

Organization Chart

Y

An organization chart of Mutual and subsidiaries is presented below: O

o




Arbella Indemnity Insurance Company

Arbella Mutual Insur:

Company
FED ID 04-3022050
NAIC CODE 17000
STATE OF INCORP: MA

OWNS 9.0 % 0F

ance

Arbella, Inc,

FED ID 04-3227817
STATE OF INCORP: MA

OWNS 100 % OF E
The Covenant Group, Q
Inc.
. FED ID (6-1397235
Arbella Arbella Indemnity STATE OF INCORP;
Protection Insurance Company
Insurance Company FED ID (4-3227818 ella Capital AMIC Insurance Anchor Solutions
FED ID (4-3170665 gﬁr}g &?&%Rllgﬂnﬂ oration Agency, Inc. Company, Inc.
NAIC CODE 41360 ) ED 1D 04- FED ID 04-3188542 FED ID 04-3393751
STATE OF INCORT: MA 3306127 STATE OF INCORP: MA STATE OF INCORP: MA
OWNS 100% OF STATE Ohl; AINCORP: OWNS 100% OF
| ] OWNS 80% OF
Arbella Property, Arbella Customer
Arbella Specialty 04-3375448 LLC Support Center Harrington
Insurance Brokerage, OF INCORP: MA FED ID 04-3447980 FED ID 04- Insurance Agency,
Inc. REGISTERED iN: MA 2428472 Tne
FED ID 04-3355579 STATE OF INCORP: STATE OF INCORP: MA
STATE OF INCORP: M, MA FED ID 26-3451554

Commonwealth Reinsurance

ovenant Insurance
Company
FED ID 06-1397236

NAIC CODE 10062
STATE OF INCORF: CT

Bearingstar Insurance
Agency, Inc.

FED ID §6-1426274
STATE OF INCORP: CT

Company
FED 1D 04-3280936

NAIC CODE 10230
STATE OF INCORP; MA

CONTROLS:

Commonwealth Mutual
Insurance Company

FED ID 04-104943¢

NAIC CODE 10231
STATE OF INCORP: MA
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Acquisitions, Affiliations and Other Transactions

During the period January 1, 2006, through December 31, 2010, the Company’s material
transactions included the following items: '

reinsurance contract with Montpelier Re Ltd. that was to expire on December 31, 2007.
Under the terms of the contract, the Group was liable for losses from natural peril

+

e In December 2006, Mutual entered into an Industry Loss Warranty (“ILW”)
which result in industry losses above established monetary thresholds in the SEC

geographic’ areas of North- America, Europe and Japan. The ILW was sub
retroceded to Poseidon Re Ltd in 2007, priot to its expiration.

¢ On December 10, 2007, Mutual reached a settlement for a lawﬁght by a

Massachusetts automobile insurer whereby the insurer alleged d rising out of
interference with contractual relations and violation of M@ 93A and other
claims. ' '

repent was amended to align
ordance to their proportionate
quired by the pooling agreement.

e Effective January 1, 2008, the intercompany pooli
the pooling percentages of Mutual and Protegt
share of the Group’s unstacked statutory su

into a quota share reinsurance contract with
er the terms of the agreement, the Group
dom’s auto insurance business subject to certain
treaty was renewed, but the Group reduced its

s Effective January 1, 2008, Mutual e
Brit Insurance Limited (“Brit Re™P
assumed 40% of Brit Re’s Unit

|

| loss limits. In 2009 an 20
1 . . o

] participation to 25%. \

e On December 19
restated to
expense a

@8, the Intercompany Services Agreement was amended and
e settlement terms between the companies and to clarify the
methodology. - :

er 31, 2008, the Company paid an ordinary dividend of $2,175,000 to its
older, Arbella, Inc.

\ n October of 2009, the Group received a rating of A- from A.M. Best. Previously, the
Group’s A.M. Best rating was B+, which the Group had held since 2002.

Qo e Effective December 31, 2009, the Group froze its sponsored qualified defined

contribution retirement plan (“retirement plan™) and implemented a supplemental
: company contribution that would provide for a 4% employer contribution under the
- 401(K) savings plan subject to the Group’s attainment of certain performance criteria.

- e On December 31, 2009, the Company paid aﬁ ordinary dividend of $1,724,000 to its
) stockholder, Arbella, Inc.



Arbella Indemnity Insurance Company

o Effective January 1, 2010, the intercompany pooling agreement was amended to add
Covenant as a participant and to modify the existing pooling participation percentages
of the other members in accordance with the requirements of the pooling agreement.

e In October of 2010, Mutual entered into a settlement with the Massachusetts Attorney
General’s Office on allegations that insurance companies used inflated and un-

depreciated motorcycle values to calculate the premiums that they charged to their
motorcycle insurance customers. The Group agreed to return premium payments to
qualifying policyholders and pay interest and penalties to the AG Office. \

INTERCOMPANY AGREEMENTS ' e

Management Agreement . e

ve been participants in
rvice Company, provides

Effective January 1, 1998, the Company and its affiliates (Partici
a Services Agreement pursuant to which an affiliate, Ar
administrative, operational and managerial services individual companies. The
Participants have agreed to a method to allocate 1 the services which is based on
generally accepted accounting principles. Thig Ag ent was amended and restated .as of
December 19, 2008 to update the settlement t\:e ween the companies and to clarify the
expense allocation methodology. The settle s among the companies are in accordance
with statutory accounting guidance. Wi1ly, an affiliate, Arbella Capital Corporation,
provides all members of the Group wi erty and related property management services.

Tax Sharing Agreement &\

ed tax return with Mutual and its subsidiaries. Effective January
its affiliates have been participants (the "Participants") to a Tax
r the purpose of establishing a method for allocating the consolidated
icipants and for reimbursing Mutual for the payment of such tax liability.
ovides that all subsidiaries of Mutual shall be subject to the Tax Agreement.

The Company files a cg

term g the companies were in accordance with current statutory accounting guidance and
orrect certain references to the Internal Revenue Code.

Q FIDELITY BOND AND OTHER INSURANCE

The Company and its affiliates maintain fidelity coverage with an authorized Massachusetts
insurer, under a financial institutions bond designed for insurance companies, consistent with
M.G.L., c. 175, s. 60. The Company, a member of the Group, is covered by a blanket fidelity
bond with an aggregate liability of $6,000,000 and a single loss limit of liability of $3,000,000

10



Arbella Indemnity Insurance Company

and a single loss deductible of $25,000. Coverage is provided by insurers licensed in the
Commonwealth of Massachusetts and was in force as of December 31, 2010. The aggregate limit
of liability exceeds the NAIC suggested minimum as well as Massachuseits General Law
requirements. Other coverage provided under the bond includes assorted loss of property
coverage, losses duc to forgery and counterfeit currency losses, and computer systems fraud.
The Company has further protected its interest and property by policies of insurance covering

other insurable risks.

PENSION, INSURANCE PLANS AND EMPLOYEE WELFARE

Retirement and Deferred Compensation Plans 9

?}ualiﬁed defined
ees of Service are

18 and completion of

The Company has no employees, however, it does share the cost o
contribution retirement plan sponsored by Mutual under which all
eligible to participate on the first month following their attainme

eleven months of service. Plan participants vest based on the g2 service contributed. The
expense of the retirement plan is allocated to various com r Mutual under an expense
sharing arrangement. Effective December 31, 200 i oze the plan at which point all
participants became 100% vested and future Con@l would no longer be made.

) savings plan sponsored by Mutual which
tirement plan. Under the terms of this plan,
It annual earnings, with the sponsor matching 100%
s and a 50% match of the next 2%, subject to Internal
itations. Mutual retains the right to change, modify, or
& cost of this plan is allocated to various companies under
arrangement. ' '

The Company also shares the cost of a qualifi
uses the same eligibility requirements
employees contribute from 1% to 60%
of the employee’s first 3% of corflg
Revenue Service (“IRS”) ann
terminate the plan at any tj
Mutual under an expens

th&y mentioned freezing of the retirement plan, Mutual implemented a
contribution that would provide for a 4% contribution under the 401(k)
t to the Group’s attainment of certain performance criteria beginning with the
cember 31, 2010. For the year ended December 31, 2010, the Group did not meet

ance criteria.

Effective with

k Option Plans

Atbella, Inc. has stock option plans for certain executives and board members under which each
option can be used to purchase one share of Arbella, Inc.’s stock, with a vesting period of three
years and a ten-year expiration period. Stock options are granted at exercise prices not less than
the fair value of Arbella, Inc.’s common stock on the date of the grant. The terms and conditions
upon which options become exercisable vary depending on when the grant was made. There arc
1,860,000 shares reserved for issuance under these plans as of December 31, 2010.

11
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STATUTORY DEPOSITS

The statutory deposits of thé Company as of December 31, 2010, were as follows:

- Par Statement Market
Location Description of Deposit Value Value - Value
Massachusetts U.S. Treasury Note
5.25% due 2/15/2029 $ 50,000 $ 54919 § 57,356 \
Massachusetts U.S. Treasury Note _ o
7.50% due 11/15/2016 50,000 53,493 64,299

Rhode Island  T.S. Treasury Note o
5.125% due 5/15/2016 1,750,000 1,785,681 2,016, %

INSURANCE PRODUCTS AND RELATED PRA@?

Territory and Plan of Operation & i

As of December 31, 2010, the Company is l'cengm Massachusetts Rhode Island, and
Connecticut to write workers’ compensation an ercial auto products, The Company is
duly organized under the laws of the Commo of Massachusetts and is authorized to write
all personal and commercial lines except i einsurance under section 47 of Chapter 175 of
the Massachusetts General Laws. o :

/
Rating and Statistical Regort* \

The significant rating an;a@:al organizations to which the Company subscribes include the

Workers” Compensatj ng and Ihspection Bureau of Massachusetts, the Insurance Service
Office, the Natio uncil on Compensation Insurance, and Commonwealth Automobile
Reinsurers.

\cb REINSURANCE
Q Qeded Reinsurance

The Company and its insurance affiliates utilize and share the cost of a common reinsurance
program to reduce loss exposures from catastrophe as well as individual risks. The Group
maintains treaties for property excess of loss, ¢asualty excess of loss, workers’ compensation
excess of loss and umbrella treaties placed directly with General Reinsurance Company (“Gen
Re”). Additionally the Group maintains a facultative treaty with Hartford Steam Boiler for
machinery and equipment coverage. The Group utilizes the services of a reinsurance broker,

12
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Guy Carpenter, to place certain catastrophe teinsurance. The Company remains contingently
liable to the extent that its reinsurers are unable to meet their obligations under the reinsurance
agreements. At December 31, 2010, the following reinsurance agreements were in place, as
follows: '

Property Per Risk Excess of Loss Treaty

This reinsurance agreement with Gen Re is for homeowners property damage business as
follows: 1% layer: $500,000 xs $1,500,000; 2nd layer: $4,000,000 xs $2,000,000. The limit for\

other property damage business is 1% layer: $500,000 xs $1,500,000; 2nd layer: $4,000,000
$2,000,000. The limit for workers compensatmn business is 15t layer: $3,500,000 xs $1,
ond layer: $5,000,000 xs $5,000,000.

Casualty Per Risk Excess of Loss Treaty

i This reinsurance agreement with Gen Re is for casualty damage busmessejii ows: 2" layer:
$3,000,000 xs $2,000,000.

Property Catastrophe Excess of Loss Treaty ‘Q

This reinsurance agreement is placed with various g reinsurers through broker, Guy

Carpenter as follows:
1% layer: $25,000,000 xs $25,000,000; 2" | 5,000,000 xs $50,000, 000 3% layer:

$165,000,000 xs $135,000,000; 4th layer: $10 0 xs $300,000,000.
As an issuer of Massachuse%&hode Island workers’ compensation insurance, the Company

must participate in a ty residual market workers’ compensation pool through the
National Council on&nsation Insurance (“NCCI”). The Company is required to assume

from NCCI a percegla® of premiums, losses and expenses generated by NCCI,

Assumed Reinsurance

Reinsurance

preWMously noted, since 2002, the Company has been a member of the Group’s intercompany
ing agreement. During the examination period, there were two amendments to this

greement as follows: effective January 1, 2008, the agreement was amended to change the
pooling percentages of Mutual and Protection, and effective January 1, 2010, the agreement was
amended to include Covenant and to modify the existing pooling percentages.

13
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SUBSEQUENT EVENT

The following details are noted as a “subsequent event”, the disclosure of which in this
Examination Report is considered appropriate. '

o Effective January 1, 2011, Mutual did not renew its quota share reinsurance contract with
Brit Re. The Group remains, liable for its share of losses related to the prior years in
which it participated.

There were no other details noted as “subsequent events”, the disclosure of which in 16\

Examination Report were considered appropriate.

©

ACCOUNTS AND RECORDS a
The internal control structure was discussed with managenient t questionnaires and
through transaction testing and a review of the work performed ompany’s independent

Certified Public Accountants. No material deficiencies were n )

systems (IS) environment. The Company operaigs o ormation systems owned, operated and
. maintained by the Company. The NAIC ExNgi Questionnaire was completed by the
Company. These independent work produc reviewed by the Division as part of the
cvaluation of the adequacy of the IS cont@ material deficiencies were noted.

The NAIC provides a questionnaire covering the egl f the controls in the information
t

entries are input to this dat ssing -system, which then generates general ledger an
supporting reports as well aw :

“ : FINANCIAL STATEMENTS

ancial statements are presented on the basis prescribed by the NAIC
hctices and Procedures Manual which are the principal accounting practices and

The Company maintains its ac %01 records on an electronic data processing basis. All
z%o

eports common to the insurance indusiry.

Q nwealth of Massachusetts Division of Insurance:

Q o ° Stétement of Assets, Liﬁbilii:ies, Surplus and Other Funds, December 31, 2010;
o Statement of Income for the Year .Ended December 31, 2010;.

e Statement of Capital and Surplus for the Year Ended December 31, 2010;

o Reconciliation of Capital and Surplus for the Five Year Period Ended December 31,
2010.

14

promulgated by the National Association of Insurance Commissioners and the
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Arbella Indemnity Insurance Company
Statement of Assets, Liabilities, Surplus and Other Funds
December 31, 2010

AsReported Examination Per Statutory
by Company  Changes  Examination Notes

Assets '
Bonds : : $ 34,560,607 § - § 34,560,607 \
Cash and short-term investments 634,385 634,383 o
Other invested assets 92,100 92,9
Cash and invested assets 35,287,092 - 35,287,0
Investment income due and accrued ' ' 471,873 73
Premiums and considerations: 0

Uncollected premiums and agents' :

balances in course of collection 153,259 9 153,259

Deferred premiums, agents' balances ' ' o

- and installments booked but deferred 4,905 4,905,397
Net deferred tax asset : 895,176
Total assets _ . 8 § - § 41,713,298
Liabilities

Commissions payable, contingent commission

Losses | \ § 9241274 § - § 9241274 1
Loss adjustment expenses o 1,740,660 1,740,660 1
(8] |

and other similar charges @, 617,128 617,128
Taxes, licenses and fees &\ : 58,475 58,475
Current federal and foreign income ' 212,793 212,793
Unearned premiums 0 9,817,777 9.817,777
Advance premium . _ 328,896 328,896
Dividends declared andginp®¥ - Policyholders 381,000 381,000
Ceded reinsu Cgl s payable 252,827 ' 252,827
Payable to pa: idiaries and affiliates 1,279,415 1,279,415
Ag a# s for liabilities 21,490 21,490
Tos& ies 23,951,735 - 23,951,735

mmon capital stock 2,000,000 2,000,000

s paid in and contributed surpus 8,650,000 8,650,000

Q nassigned funds (surplus) ' 7,111,563 7,111,563
Surplus as regards policyholders 17,761,563 - 17,761,563

Total liabilities, surplus and other funds : $ 41,713,298 § - § 41,713,298
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Arbella 'Indemnity Insurance Company

Arbella Indemnity Insurance Company
Statement of Income
For the Year Ended December 31, 2010

AsReported Examination Per Statutory

by Company  Changes  Examination Notes
Underwriting income . ‘ *
Premiums earned | $ 1814599 § - 1814599 \
Deductions: ‘
Losses incurred 10,705,522 10,705 O
Loss adjustment expenses incurred : 1,553,505 S0
Other underwriting expenses incurred . 5,562,376
Total underwriting deductions 17,821,403 -
Net underwriting gain ([oss) ‘ 324,593 324,593

Investment income o
Net investment income earned 1,50* ' 1,500,125

Net realized capital gains (losses) less capital

gains tax ‘ A - -
Net investment gain (loss) \ 1,500,125 - 1,500,125
Other income ' : : 0 '

Net gain (loss) from agents' or premium balances

charged off 0 o (89,442) (89.442)
Finance and service charges x\ 396,676 396,676
Aggregate write-ins for miscellane (114,677) (114,677)
Total other income 192,558 - 192,558
‘Net income before d1v1de@yholders after capital

gains tax and before ederal and foreign income taxes 2,017,276 - 2,017,276
‘Dividends to [1 303,826 303,826
Net income % nds to policyholders, after capital :

ore all other federal and foreign income taxes 1,713,450 - 1,713,450
Feder relgn income taxes incurred 205,893 205,893
income : $ 1,507,557 § - § 1,507,557

¢
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Arbella Indemnity Insurance Company

~ Arbella Indemnity Insurance Company
Statement of Capital and Surplus
For the Year Ended December 31, 2010

AsReported Examination Per Statutory
by Company  Changes  Examination Notes

Surplus as regards policyholders, December 31 prior year $ 16,445,641 § 16,445,641 *
Net income 1,507,557 1,507,557 \
Change in net defetred income tax ’ | (253,475) (253, o
Change in nonadmitted assets | 61839 61,@

Dividends to stockholders %

Change in surplus as regards policyholders for the year 1,315,922 - a, 922

Surplus as regards policyholders, December 31 current year $ 17,761,563 § § 17,761,563
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Arbella Indemnity Insurance Company

Arbella Indemnity Insurance Compeny
Reconcitiation of Capital and Surplus
For the Five Year Petiod Ended December 31, 2010

010* - 2009 2008 2007 2006
Surplus as regards policyholders, December 31 prior year $ 16445641 § 17,246540 § 17999028 § 18,397,051 § 15,867,469
Net income ' 1,507,557 904,659 1,389,166  2,175453 2,435,625
Change in net deferred income tax ‘ (253,475 36,768 33,940 (170,053)
Change in nonadmitted assets 61,839 (18,326) (594) 35T
Dividends to stockholdets _ - (1,724000)  (2175000) (2435, -
Change in surplus as regards policyholders for the year _ 1,315,922 (800,899) (752,488) (398,!9 2,529,582

Surplus as regards policyholders, December 31 current year $ 17,761,563 § 16,445,641 § 17,246,54;@% 9,028 § 18,397,051

* Per Statutory Examination | - o
| ‘Q
Qé
| \
2
. a®
000 |
&
go
\\\
PR §
QO
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Arbella Indemnity Insurance Company.

NOTE TO FINANCIAL STATEMENT

NOTE 1:

As part of the examination by the Division, PwC was directed to review the reasonableness of
the reserves for loss and loss adjustment expenses of the Company as of December 31, 2010.

The review was conducted in a manner consistent with the Code of Professional Conduct and the\*
Qualification Standards of the American Academy of Actuaries and the Standards of Prac

adopted by the Actuarial Standards Board. p
mber 3

The results of PwC’s actuarlal review indicated that the Company’s reserves at
2010 fell within the range of reasonable estimates for all unpaid loss and loss a é expense

obligations of the Company.
%he selected point

pense reserves as of

The following table summarizes the reserve ranges as developed b
estimate reserve and the Company’s carried loss and loss adju,

December 31, 2010, for each reserve category (all amounts in s of dollars)
Net of Reinsurance A
PWC High End Company
Reserve Category of Selection of Range Carried

Loss Reserves ,369 $8,824 .$9,5 14 $9,241

Loss Adjustment Expense Rew 1,576 1,645 1,792 1,741

Total Loss and Loss Adjustment _
k $9.955  §10,469 $11,306 $10,982

Reserves
Gross of Reinsurance 0 :
§ Low End PwC High End Company
ego

of Range Selection ofRange  Carried

$8,569 $9,534 $11,040 $9,951

3@1 ment Expense Reserves 1,669 1842 2,150 1,938
Tot and Loss Adjustment Expense
‘ ‘Reserves $10,238  $11,376  $13,190  $11,889

Qhe following table summarizes the reserve ranges as developed by PwC, the selected point
estimate reserve, and the carried loss and loss adjustment expense reserves as of December 31,
2010, (all amounts in thousands of dollars) for the Arbella Insurance Group.
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Arbella Ihdemnity Insurance Company

Net of Reinsurance

Reserve Category

Loss Reserves
Loss Adjustment Expense Reserves
Total Loss and Loss Adjustment
Expense Reserves

Gross of Reinsurance

Reserve Category

Loss Reserves

Loss Adjustment Expense Reserves

Total Loss and Loss Adjustment
Expense Reserves

O
@
&

&
N

Low End PwC High End Company
of Range Selection of Range Carried

$279,434  $294,141  $317,667  $308,042
52,074 54,815 59,199 58,022

$331,508  $348,956  $376,866  $366,064 \*
Low End PwC High End Congf

of Range  Selection of Range @ried

$331,722  $317,821 $3§ $331,722
64,597 61,390 e 68 64,597
$396,319 $3W $439,702  $396,319

>
o
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Arbella Indemnity Insurance Company

CONCLUSION

The undersigned gratefully acknowledges the participation of the following member of the
Commonwealth of Massachusetts, Division of Insurance in this examination:

Linh La, CFE Insurance Examiner IT o\ !

The undersigned also express their appreciation for the courteous cooperation of t icers and
employees of the Company in the course of the examination. 0

Reépectfuliy submitted, ‘ :‘ a

Kenneth R. Brenner, CPA, CF
Supervising Examiner
Commonwealth of M® S

Division of Insuranc

\}
o
&

<o
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