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COMMONWEALTH OF MASSACHUSETTS
Office of Consumer Affairs and Business Regulation

DIVISION OF INSURANCE

1000 Washington Street, Suite 810 « Boston, MA 02118-6200
(617) 521-7794 » hitp:/fwww.mass.gov/doi

i .
DEVAL L. PATRICK : GREGORY BIALECK]
GOVERNOR . SECRETARY OF HOUSING AND

ECONOMIC DEVELOPMENT
TIMOTHY P. MURRAY. @R
LIEUTENANT GOVERNOR . BARBARA AN
: UNDERSECRETARY OF CONS
. AND BUSINESS REGULA
, _ JOSEPH PHY
COMMISS URANCE
November 18, 2011 o | 9
The Honorable Joseph Torti I1I | The Honor mas B. Leonardi
Chairman, NAIC Financial Condmon (E) Committee Secret C Northeastern Zone
Superintendent Co 0 ' ‘
State of Rhode Island R ' _ icut Insurance Department
Department of Business Regulation : . 0. Box 816
Division of Insurance \ artford; Connecticut 06142- 0816
1511 Pontiac Avenue, Building 69-2

Cranston, Rhode Island 02920 00

Commissioner
Office of Consumer Affairs an

Business Regulation
Commonwealth of Mass@
Division of Insuranc

The Honorable Joseph G. Murphy O\

1000 Washin, Su1te 810
Boston, Mas % 02118-6200
I—Ionora erintendent and Commissioner:

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

ARBELLA MUTUAL INSURANCE COMPANY

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



Arbella Mutual Insurance Company

SCOPE OF EXAMINATION

Arbella Mutual Insurance Company (“Company”’) was last examined as of December 31, 2005, according
to the Association Plan of the National Association of Insurance Comtmissioners (“NAIC™) by the
Massachusetts Division of Insurance (“Division™). The Division made the present examination by
authority of Section 4, Chapter 175 of Massachusetts General Law, under the NAIC Association Plan. Tlg
examination covers the transactions of the Company in the five-year period from the date of the pg
examination through December 31, 2010, with notation of significant events occurring throug

this report. ' b

This examination was conducted at the same time and in conjunction with the Division’s
condition examination of the Company’s subsidiaries, Arbella Indemnity
(“Indemnity”) Arbella Protection Insurance Company (“Protection”), Co
Company (“Commonwealth Re”) and Commonwealth Mutunal Insurance,
Mutual”) by the Division. A separate examination of Covenant Insuran
conducted by the Connecticut Insurance Department. Ry
PricewaterhouseCoopers LLP (“PwC”) were engaged by the ¢ n®® assist in the examination by
performing certain examination procedures, including a_vaeview of the Company’s actuarially

determined items.

During the course of this examination, the oper
accounting practices and procedures and inte
tested to the extent deemed appropriate

at&magemem and corporate policies, transactions,
ols of the Company were reviewed, analyzed, and
ary. General operations of the Company were reviewed
for compliance with applicable Mass insurance statutes. Audit work conducted by the Compary’s
external auditors, Ernst & Young &Y"") was reviewed, relied upon wherever deemed appropriate
and effective, and incorporate@ e work papers supporting this examination whenever deemed
appropriate. The work of thel§ al auditors was also reviewed and relied upon to the extent deemed
appropriate. The premi ’ reinsurance, investment and operating controls employed by the Company
were reviewed and fc be effectively functioning. In performing the examination, certain procedures,
reviewed and y the Division, were applied to selected records and transactions of the Company.
NAIC Jump rts were utilized fo procedures relating to bonds, stocks and short-term investments.

Inform Systems Review

Q ow and an evaluation of the control environment of the Company’s information technolo gy systems
re 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
Internet Controls. The control environment of the Company’s information systems was reviewed and
found to have in place sufficient internal controls. :



Arbella Mutual Insurance Comparny

This Report of Examination is written on an exception basis. Explanations of and details pertaining to
various phases of the examination will be found herein. Unless it is specifically noted otherwise, all
references to the accounts, activities, and transactions of the Company are as of December 3 1,2010. Fora
summary of findings contained within this report, refer to the section titled “Summary of Comments and

Recommendations™.
HISTORY 6
General | ' o

! The Company was formed as a mutual insurance company pursuant to Chapter 189 of the Acts 8and
was incorporated under the laws of the Commonwealth of Massachusetts on Augu@, 1988. The
Company is the ultimate parent and lead member of an insurance group (“Group”) onsist of five
property/casualty insurance companies and a property/casualty insurance afﬁﬁ e Group operates

solely in the New England region and collectively writes private passenger eowners, commercial
auto, commercial multiple peril, umbrella and workers’ compensaj ducts primarily through
independent agents.

\ ‘ The Company owns 99.0% of Arbella, Inc., an insurance mpany. Arbellé, Inc. owns 100% of

‘ Arbella Protection Insurance Company, Arbella In ty Insurance Company, Arbella Capital
Corporation (“Capital”), Anchor Solutions Compa\Inc. Anchor™), Arbella Service Company, Inc.
(“Service”), AMIC Insurance Agency, Inc. (“A d the Covenant Group, Inc. (“CGI”). CGl owns
Commonwealth Re and Covenant. Through %ﬂce and management contract, Commonwealth Re
maintains significant control over Co %ﬂz Mutual which cedes 100% of its direct businesses to
Commonwealth Re. Arbella, Inc. 0% of Harrington Insurance Agency (“Harrington”). The
Company participates in an int al%a.ny pooling agreement that includes Protection, Covenant,

Indemnity, and Commonwea%. All members of the pooling agreement are domiciled in the
xcept for Covenant which is domiciled in the State of Connecticut.

Commonwealth of Masw
tl*f pany, along with Protection, Indemnity and Commonwealth Re entered into an
angement (“Pool”) in which it shares in the Pool’s combined underwriting results

sheet accounts. After processing its external reinsurance, each affiliated pooled
i's remaining net underwriting activity to the Company, which subsequently retrocedes the
pooled to the participants based on their percentage share of the Pool. Effective January 1,2008, the

acalbment was amended to change the pooling percentages of the Company and Protection. Effective

Q 1, 2010, the agreement was amended to include Covenant and to modify the existing pooling

Q Crcentages. Refer to the following chart for the percentages of the Pool participants over the course of the

exam period.



Arbella Mutual Insurance Company

_ 2002-2007 2008-2009 2010
Mutual . 75% 71% 69%
Protection ~ 18% 22% . 20%
Covenant N/A N/A 5%
Indemnity 4% 4% 3%
Commonwealth Re* 3% 3% 3%
Total : 100% 100% 100%

* Commonwealth Mutual cedes 100% of its net book to Co
book to the Pool.

mmonwealth Re ar_1d Com'monwealth Re retrocedes 100%0\ ;

The Company has not made any significant changes to its articles of incorporation
covered by this examination. The by-laws were amended once during the examinati

August 19,2010. The amendment established the logistical requirements and det, il
meeting; matters considered at the annual meeting; individuals who may calé
Board of Directors and the duties of the committees of the Board of Direc

Any name changes, mergers, Or any other material changes 0 ¢ Qorate structure since the last
examination are discussed below in Acquisitions, Affiliati er [ransactions. _

Growth of Company \

The growth of the Company for the years 200 i@h 2010 is shown in the following schedule, which
was prepared from the Company’s Statuto Statements.

0

Net Written Capital & Surplus

ecial meeting of the

Year Admi S
‘ Premium
2010 ,078,844 $437,079,320 $473,855,021
200% 84,493,495 416,246,606 468,191,431
n 948,785,808 430,803,066 437,778,770
961,778,538 414,517,136 441,267,501
954,274,823 481,109,785 391,093,629

006

0‘\‘{S
<



Annual Meeting of Members

Board of Directors

31, 2010, are as follows:

Director

Patricia P. Bailey
Francis X. Be

>

Arbella Mutual Insurance Company

MANAGEMENT

obtained at each annual meeting held during the examination period.

In accordance with the by-laws, the Annual Meeting of the members of the Company is to be held on the

1 third Tuesday in June of each year at the home office of the Company at eleven o'clock unless a different

. hour, date, or place within the Commonwealth of Massachusetts was fixed by the Board of Directors.

any meeting of the members, not less than one-half of one percent of all members, whether prese \
person or by valid exercisable proxy shall constitute a quorum. The minutes indicate that a qb@

The Company is managed by the Board of Directors, the Chairman of which pregé
and meetings of the Board of Directors. The Board of Directors shall annu
which shall be no less than seven, but not less than the minimum requg
Laws, Massachusetts Business Corporation Laws and/or the Article
serve a term of office to expire at the fourth sncceeding annual me

anization. Each director shall
e members following election

and until their successor shall have been elected and qua?.
118

At December 31, 2010, the Board of Directors was *
with the Company by-laws. The Directors and an%

@, Business Affiliation
None

- Legal consultant for Company

of twelve directors which is in compliance
ss affiliation with the Company as of December

provided to the Company by his

Thomas C None
Anne SCO None
Ed oherty None
Donohue : CEO of Arbella Insurance Group
@ber‘c Dowling Partial Owner of Dowling Insurance
o . Agency, which does business with
\ _ the Company

_ William H. DuMouchel None
‘ : Andrea Gargiulo None
o David W. Hattman None

o Thomas R. Kiley Legal consulting services are

firm, Cosgrove, Eisenberg & Kiley,

PC

Jeanette M. Orsino None

The by-laws do not specify the number of meetings to be held during a given calendar year. The by-laws

5
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contain provisions allowing for special meetings. Additionally, the by-laws allow the Board of Directors to

take action by written consent and/or telephone conference. The minutes of the Board of Directors

meetings indicated that meetings were held at least six times per year during the examination period. At

any meeting of the Board of Directors, a majority of the directors then in office shall constitute a quorum.
The minutes indicated that a quorum was.obtained at all meetings of the Board of Directors held during the

examination period. ' :

Committees of the Board : \I g

The by-laws state that the Board of Directors may elect an Executive Committee and may f
5 @ is

Committee and shall elect other committees as may be required from time to time. As of th
examination, the Company operated with designated Audit, Automation, Compensation, utive,
Investment and Planning Committees. The minutes of all of the commitiee meetings for riod covered

by this examination were reviewed. _ 0
Officers \ oe

The by-laws of the Company provide that the officers of the Com all be a President, Secretary,

Treasurer and any other officers, as the Board of Directors deem: sS@py. Pursuant to the by-laws, the
officers of the company are elected by the Board of Direc %Jmual meeting. The elected officers

and their respective titles at December 31, 2010, are as S:

Officer | Title o\

John F. Donohue Chairman, P , Chief Executive Officer, Assistant Secretary
John F. Kittel Executyve resident _

Christopher E. Hall Seni W resident, Chief Financial Officer, Treasurer

Gail Eagan i ident and General Counsel

James S. Hyatt

Beverly J. Tangvik cretary and Clerk

Conflict of Inter edures

The Co established procedures for the disclosure to the Board of Directors of any material

interest liation on the part of any officer or director, which is in or is likely to conflict with his/her

offiglal dMes. Annually, each officer and director completes a questionnaire disclosing any material
ts of interest. '

Q Corporate Records

The Company’s records were reviewed for the period covered by this examination. They were assessed for
reasonableness and compliance with the Company’s by-laws, Articles of Incorporation, as well as for
compliance with Massachusetts General Laws, and the Commonwealth of Massachusetts Regulations (211
CMR). During the examination period there were no changes to these documents and all changes made
were properly disclosed to all regulatory authorities. All activity related to the company’s funds, including

6
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all investments was examined for pr'oper approval.

The Company has a disaster recovery plan and business cdntinuity plan; however, its by-laws do not
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.

AFFILIATED COMPANIES | o\ ;

The Company’s insurance affiliates include the following Massachusetts domiciled property qualty

insurance companies: Protection, Indemnity, Commonwealth Re and Commonwealth M Covenant is
domiciled in the State of Connecticut. 0
Organization Chart 9

An organization chart of Mutual and subsidiaries is presentcd beI({Q |
| Qé
B\ N |
>
\\g
&
<&
go
N\
\
<°



Arbella Mutual Insurance Company

Arbella Mutual Insuirance

Company
- TED ID 04-3022050
NAIC CODE 17000

STATE OF INCORP: MA

OWNS 9%.0 % 0F

Arbella, Inc.

FED ID 04-3227817
STATE OF INCORP; MA

Arbella
Protection
Insurance Company
FED ID 04-3170665

NAIC CODE 41360
STATE OF INCORP: MA

OWNS 100 % OF

FED 1D 06-1397235

Arbella Specialty
Insurance Brokerage,
Inc.

FED ID 04-3355579
STATE OF INCORP: MA

Arbella Indemnity STATE OF INCORP: DE
Insurance Company
FED ID 04-3227618 AMIC Insurance
STATE O RCORR Agecy T
' FED ID 04-3188542
STATE OF INCORP: MA
OWNS 100% OF
L |
Arbellz Property, Arbella Customer
LLC Support Center
FED ID 04-3447980 FED ID 04-
REGISTERED IN: MA 2428472
STATE OF INCORF;
MA

R\

OWNS 100 % OF
The Covenant Group,
Ine,

Anchor Solutions
Company, Inc.

FED ID 04-3393751
STATE OF INCORP: MA

CWNS 80% OF

|

Harvington
Insurance Agency,

Inc
STATE OF INCORP: MA

FED ID 26-3451554

ant Insurance
Company
FED ID 06-1397236

NAIC CODE 10062
STATE OF INCORP: CT

ot

Bearingstar Insurance
Agency, Inc,

FED ID 06-1426274
STATE OF INCORP: CT

Commonwealth Reinsurance
Company
FED ID 04-3280936

NAIC CODE 10230
STATE OF INCORP: MA

CONTROLS:

t
|
1

Commonwealth Mutual
Insurance Company
FED ID 04-1049430

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: '

e During 2006, the Company {ssued two additional surplus notes for a total amount of * -
$20,000,000 for cash, a description of each note, as follows: o ;
3

e $10,000,000 was issued on Qctober 6, 2006; the nbte’s interest rate is based
month Libor rate plus 340 basis points. The note matures on September é 2030.

e $10,000,000 was issued on October 6, 2006; the note’s interest r. t@ased on the 3
er

month Libor rate plus 330 Basis points. The note matures on S 15, 2036.
o OnNovember 15,2006, 100% of the ownership of Hastin Agency (“HTA”) was
transferred from Covenant to AllGuard (now AMIC ¢ Agency, Inc.) and HTA’s

name was changed to the Arbella Customer S§ er, Inc.

e In December 2006, the Company enigged I an Industry Loss Warranty (“ILW™)
reinsurance contract with Montpelier . that was to expire on December 31, 2007.
Under the terms of the contract, § any was liable for losses from natural perils
which result in industry lossesée established monetary thresholds in the specific
geographic areas of Nogh a, Burope and Japan, The ILW was subsequently

retroceded to Poseido% ¥ 2007, prior to its expiration.

e In December 2 ella, Inc. contributed $10 million to Arbella Insurance Group
Charitable E ion.

o) er 10, 2007, Mutual reached a settlement for a lawsuit brought by a
setts automobile insurer whereby the insurer alleged damages arising out of
G wrence with contractual relations and violation of M.G.L., c. 93A and other claims.

& Effective December 23, 2007, the “Repayment Agreement for Guaranty Fund Certificates
o issued by Arbella Mutual Insurance Company dated October 1, 1988” between the
' Company and the Commissioner of Insurance of the Commonwealth of Massachusetts was
amended. Under the amended agreement, certain performance criteria were adjusted with
respect to the amount of the minimum annual payment and the requirements for making the
scheduled annual principal and interest payment. This included a change in the Company's
mandatory premium to surplus ratio from 2:1 to 1.5:1. This also included a change in the
minimum annual payment from $250,000 to $500,000.
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e Effective January 1, 2008, the intercompany pooling agreement was amended to align the
pooling percentages of the Company and Protection in accordance to their proportionate
share of the Group’s unstacked statutory surplus as required by the pooling agreement. -

e Effective January 1, 2008, the Company entered into a quota share reinsurance contract
with Brit Insurance Limited (“Brit Re”). Under the terms of the agreement, the Company
assumed 40% of Brit Re’s United Kingdom’s auto insurance business subject to certain
loss limits. In 2009 and 2010, the treaty was renewed, but the Company reduced its

participation to 25%. \

o On December 1, 2008, Harrmgton Insurance Agency, Inc. (“Harrington”) acq 9
assets of Harrington Insurance Agency, LLC for $5.9 million. It then 1ssued 20
representing a 20% interest in Harrington, to a third party.

e OnDecember 19, 2008, the Intercompany Services Agreement was, d and restated
to update the settlement terms between the companies and to clag] xpense allocation
methodology.

ded and restated to ensure
pccordance with current statutory
to the Internal Revenue Code.

e On December 19, 2008, the Tax Sharing Agreemen
that settlement terms between the companies
accounting guidance and to correct certain

o In May of 2009, Harrington acquired x'ntlally all of the assets of Allguard Insurance .
Agency from Arbella, Inc. in exc $5.2 million.

e Effective August 10, 2@)9. ard Insurance Agency changed its name to AMIC
Insurance Agency

stockholde Insurance Agency, Inc. (Emery) put his shares of Emery to CGL. As
a result saction, CGI became the sole shareholder of Emery.

%

\ Effective December 31, 2009, the Company froze its sponsored qualified defined
contribution retirement plan (“retirement plan”) and implemented a supplemental comparty
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.

¢ On October ccordance with the terms of a Stock Pledge Agreement, the sole
r &y

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

e 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.

o Effective January 1, 2010, the 100% Quota Share Agreement of Reinsurance and 100%
Quota Share Agreement of Retrocession among and between the Company, Indemnity and .
Covenant was terminated.

10
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e In October of 2010, the Company entered into a settlement with the Massachusetts
Attorney General’s (“AG™) 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 Company agreed to return premium payments to
qualifying policyholders and pay interest and penalties to the AG Office.

e Effective November 18, 2010, Emery was liquidated and dissolved.

e On December 31,2010, Arbella, Inc. contributéd $15 million to Arbella Insurance Group \* :
Charitable Foundation. The contribution was funded via a loan between the Company
Arbella, Inc. which will be repaid in subsequent periods. o

INTERCOMPANY AGREEMENTS a

O

Management Agreement

Since January 1, 1998, the Company and its affiliates (“Partiqg gave been participants in a
Services Agreement pursuant to which Service provide tive, operational and managerial
services to all the individual companies. The Particip ave agreed to a method to allocate the
costs of the services which is based on generally $gep accounting principles. This Agreement

was amended and restated as of December 19 to update the settlement terms between the
companies and to clarify the expense allogmei ethodology.. The settlement terms among the
companies are in accordance with staty unting guidance. Additionally, Capital provides all

j members of the Group with proie% elated property management services.

Tax Sharing Agreeme$0 ‘
The Company file$cO®solidated tax return with Arbella, Inc. and its subsidiaries. Since 1996, the

Company Niates have been participants (“Participants”) to a Tax Allocation Agreement for
the purp Xablishing a method for allocating the consolidated tax liability of the Participants
anddi ursing the Company for the payment of such tax liability. The Agreement provides that

%j Waries of the Company shall be subject to the Tax Agreement. This agreement was

e

nded and restated as of December 19, 2008, to ensure that settlement terms among the -

o: panies are in accordance with current statutory accounting guidance and to correct certain
Q references to the Internal Revenue Code.

11
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FIDELITY BOND AND OTHER INSURANCE

The Company and its affiliates maintain fidelity coverage under a financial institutions bond
designed for insurance companies, consistent with M.G.L., ¢. 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 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 Massachusetts General Law requirements. Other coverage provided under the bond incl

assorted loss of property coverage, losses due to forgery and counterfeit currency lo

computer systems fraud. The Company has further protected its interest and property byp of
insurance covering other insurable risks. _ ' 9

<

PENSION, INSURANCE PLANS AND EMPLOYEE%RE

Retirement and Deferred Compensation Plans Q

The Company sponsors a qualified defined contribu el¥ement plan (retirement plan) under
which all employees of Service are cligible toggartipate on the first month following their

attainment of age 18 and completion of eleven of service. Plan participants vest based on the
years of service contributed. The expense o t@rem’ent plan is allocated to various companies
under the Company under an expense shar gement. As noted above, effective December 31,
2009, the Company froze the plarwt oint all participants became 100% vested and future

contributions would no longer

The Company sponsots a @ 401(k) savings plan which uses the same eligibility requirements
as the retirement plan& & terms of this plan, employees contribute from 1% to 60% of their
%,

annual earnings, onsor matching 100% of the employee’s first 3% of contributions and a
50% match of t subject to IRS annual limitations. The Company retains the right to

change, m terminate the plan at any time. The cost of this plan is allocated to various
compani r the Company under an expense sharing arrangement.
ecth with the aforementioned freezing of the retirement plan, the Company implemented a

lemental company contribution that would provide for a 4% contribution under the 401(K)
avings plan subject to the Group’s attainment of certain performance criteria beginning with the
year ending December 31, 2010. For the year ended December 31, 2010, the Group did not meet

these performance criteria.

Stock Option Plans

Arbella, Inc. has stock option plans for certain executives and board members under which each
option granted can be used to purchase one share of Arbella, Inc.’s stock, with a vesting period of
three years and a tenyear expiration period. Stock options are granted at exercise prices not less than
the fair value of the Arbella, Inc.’s common stock on the date of the grant. The terms and conditions

12
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upon which options become exercisable vary depending on when the amount was granted. There are
1,860,000 shares authorized and reserved for issuance under these plans as of December 31, 2010.

STATUTORY DEPOSIT

The statutory deposit of the Company as of December 31, 2010, was as follows:

~ Statement Market *

Location Description of Deposit  Par Value Value Value \
U.S. Treasury Note _ ' o

Massachusetts 5.25% due 2/15/2029 $ 200,000 $ 223,125 § 2294

o

INSURANCE PRODUCTS AND RELATED PRACTICLQ

*e ¢ in the Commonwealth of

laws of the Commonwealth of

Territory and Plan of Operation

As of December 31, 2010, the Company is authorized to proyi
Massachusetts only. The Company is duly organize
Massachusetts and is authorized under section 47 of Ciifer 175 of the Massachusetts General Laws
to provide the following coverages: fire, inland m¥®gne, edrthquake, liability other than automobile,
aufomobile liability, comprehensive motor and aircraft, personal property floater and
dwelling and reinsurance (except life).

Rating and Statistical Reportii\o

The significant rating and al organizations to which the Company subscribes include
Insurance Service Office onwealth Automobile Reinsurers q,nd Automobile Insurance Bureau

of Massachusetts. ‘
xo REINSURANCE
@heiusurance

he 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, casualty 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, Guy Carpenter, to place certain
catastrophe reinsurance. 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
E following reinsurance agreements were in place, as follows:

13
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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 xs $2,000,000. The
limit for workers compensation business is 1*layer: $3,500,000 xs $1,500,000; 2™ Jayer: $5,000,000
xs $5,000,000. :

Casualty Per Risk Excess of Loss Treaty g
This reinsurance agreement with Gen Re is for casualty damage business, as follows:. 2™ Ia \
$3,000,000 xs $2,000,000.

Property Catastrophe Excess of Loss Treaty

This reinsurance agreement is placed with various subscribing reinsurers broker, Guy
Carpenter, as follows: '
1% Jayer: $25,000,000 xs $25,000,000; 2" layer: $85,000,000 )9 000,000; 3" layer:
$165,000,000 xs $135,000,000; 4" layer: $100,000,000 xs $300,0Q :

'tsgcipation in Commonwealth Automobile
P

an. Beginning in April of 2008, the
1gned risk plan, Massachusetts Auto Insurance
e personal auto insurance market. The MAIP
hanism in the Massachusetts personal auto insurance

Assumed Reinsurance

The Company primarily assumes business throu
Reinsurers (“CAR”) and the Massachusetts
Massachusetts Insurance Commissioner forme
Plan (“MAIP”), as part of the deregulaiy
replaced CAR as the involuntary 1gar

market. \

Additionally, effective Janu %)8, the Company entered into a quota share reinsurance contract
with Brit Insurance Li rit Re”) whereby the Company assumed 40% of Brit Re’s U.K..
Motor Account, subj ertain loss limits, which includes personal and commercial auto policies
in the United Ki and the Republic of Ireland. In 2009 and 2010, this treaty was renewed
whereby t y assumed 25% of Brit Re’s business. : E

Int Reinsurance

*previously noted, since 2002, the Company has been a member of the Group’s intercompany
oling agreement. During the examination period, there were two amendments to this agreement as
follows: effective January 1, 2008, the agreement was amended to change the pooling percentages of
the Company and Protection, and effective January 1, 2010, the agreement was amended to include
Covenant and to modify the existing pooling percentages.

Effective January 1,2010, the 100% Quota Share Agreement of Reinsurance and 100% Quota Share
Agreement of Retrocession among and between the Company, Indemnity and Covenant was
terminated. These agreements provided for the direct business of Covenant Insurance to be reinsured
by the Company, through its affiliate Indemnity, and the Company, through its affiliate Indemnity, to
cede the business back to Covenant. The purpose was to allow Covenant to receive the same claims
paying ability rating as the Group’s rating. Since Covenant became a participant to the intercompany
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Arbellé Mutual Insurance Company

pooling agreement, these agreements were no longer deemed necessary.

SUBSEQUENT EVENTS

The following details are noted as “subsequent events”, the disclosure of which in this Examination
Repott is considered appropriate, '

o Effective January 1, 2011, the Company did not renew its quota share reinsurance contra
with Brit Re. The Company remains liable for its share of iosses related to the prior y

in which it participated.

o Effective May 11, 2011, the “Repayment Agreement for Guaranty Fund erges
issued by Arbella Mutual Insurance Company dated October 1, 198
Company and the Commissioner of Insurance of the Commonwealth o
amended to adjust certain performance criteria for making the schy
and interest payment. This included a change in the Comp

surplus ratio from 1.5:1to 1: 1:. There were no other detail
the disclosure of which in thls Examination Report w: Qﬂ

ACCOUNTS A $ORDS

The internal control structure was discusse anagement through questionnaires and through
transaction testing and a review of th erformed by the Company’s independent Certified
Public Accountants. No materlal 1es were noted.

chusetts was
ual principal
datory premium to
s “subsequent events”,
dered appropriate.

The NAIC provides a ques covermg the evaluation of the controls in the information
systems (IS) enviro omipany operates on information systems owned, operated and
maintained by the Co@ The NAIC Exhibit C Questionnaire was completed by the Company.
These independe; products were reviewed by the Division as part of the evaluation of the
adequacy ofgt trols No materlal deficiencies were noted.

1
el&s

aintains its accounts and records on an electronic data processmg bagis. All entries
this data processing system, which then generates general ledger and supporting reports
other reports common to the insurance industry.

QO

15



Arbella Mutual Insurance Company

FINANCIAL STATEMENTS

The following financial statements are presented on the basis prescribed by the NAIC Accounting
Practices and Procedures Manual which are the principal accounting practices and procedures
promulgated by the National Association of Insurance Commissioners and the Commonwealth of

Massachusetts Division of Insurance: '

e Statement of Assets, Liabilities, Surplus and Other Funds, December 31, 2010; \*

s Statement of Tncome for the Year Ended VDecember 31,2010; o

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

e Reconciliation of Capital and Surplus for the Five Year Period Endwber 31,2010.

16
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Arbella Mutual Insurance Company

Arbella Mutual Insurance Company
Statement of Assets, Liabilities, Surplus and Other Funds
.December 31, 2010

AsReported ~ Examination  Per Statutory

by Company Changes Examination
Assets -
Bonds § 553,363,966 $ - § 553,363,966
Common stocks ‘ 178,275,474 178,275,474
Cash and short-term investments ' ' 16,502,062 16,502,062
Other invested assets 14,646,079 14,646,079
(Cash and invested assets : 762,787,581 - 762,787,581
Investment income due and accrued A 5,130,561 . 5,130,5
Premiums and considerations:
Uncollected premiums and agents'
balances in course of collection 3,524,944 ' 9944
Deferred premiums, agents' balances ¢
and installments booked but deferred 112,835,649 9 12,835,649
Reinsurance: : _ '
Amounts recoverable from reinsures 2,371,198 ' 2,371,798
Funds held by or on deposit with ‘ Q :
reinsured companies - o , * 9,762,337
Current federal and foreign income tax
recoverable and interest thereon Q 3,734,222 3,734,222
Net deferred tax asset \ 21,044,205 21,044,225
Receivables from parent, subsidiaries and

o%

affiliates 0 28,498,367 28,498,367
Aggregate write-ins for other than invested : o '

assets @ 53,389,157 - 53,389,157
Total assets & $ 1,003,078844 $ - § 1,003,078,844
Liabilities 0 :

Losses $ 212549302 § - § 212,549,302
Loss adjustment expens . 40,035,181 40,035,181
Commissions pgyal ‘gent commissions

and other si&us 14,193,963 14,193,963
Other exp ‘ 5,162,776 5,162,776
TaxShic d fees _ : 298,544 ' 298,544

carnogpremiums : 225,808,366 225,808,866
%ﬁance premivum 7,564,607 7,564,607
ded reinsurance premiums payable - 5815024 5,815,024

et adjustments in assets and liabilities due to

foreign exchange rates ' 1,613,995 1,613,995
Aggregate write-ins for other liabilities 16,181,565 16,181,565
Total liabilities ' 529,223,823 - 529,223,823
Surplus notes _ 167,215,569 167,215,569
Unassigned funds (surplus) 306,639,452 306,639,452
Surplus as regards policyholders . 473,855,021 - 473,855,021
Total liabilities, surplus and other funds - $ 1,003,078844 § - § 1,003,078,844

17
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Arbella Mutual Insurance Company

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

AsReported  Examination
by Company ~ Changes

Underwriting income

Premiums earned § 417357911 §

Per Statutory

Examination  Notes

§ 417357911

Deductions;
Losses incurred 246,227,013 246,227,013 \
Loss adjustment expenses incurred 35,730,623 35,730,62 o
Other underwriting expenses incurred 149,329,985 149,329,
Total underwriting deductions 431,287,621 431 287,6
Net underwriting gain (foss) (13,929,71) 711
Investment income 90
Net investment income earned 18,964,663 18,964,665
Net realized capital gains (losses) [ess capital o

gains tax. - (1,26 (1,260,032
Net investment gain (loss) “ 17,704,633
Qther income Q
Net gain (loss) from agents' or premium balances \ '

charged off - 0 " (2,057,159) (2,057,159)
Finance and service charges o 9,123,530 9,123,530
Aggregate write-ins for miscellaneous income o (131,645} (131,045)
Total other income 2 Y% 6,934,726 - 6,934,726
Net income before dividends to policyh capital

gains tax and before all other fed eign income taxes 10,709,648 - 10,709,648
Dividends to policyholders :
Net income, after d1v1d holders, after. capital

gains tax and bef t federal and foreign income taxes 10,709,648 10,709,648
Federal and fowne taxes incurred 3,069,407 3,069,407

$ 7640241 § $ 7,640,241

“Q
«°‘\
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Arbella Mutual Insurance Company

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

As Reported  Examination  Per Statutory

by Company Changes Examination ~ Notes
Surplus as regards policyholders, December 31 prior year ' $ 468,191,431 $ 468,191,431
Net income 7,640,241 7,640,241
Change in niet unrealized capital gains or (losses) less capital gains tax (2,678,051) (2,678,051)
Change in net unrealized foreign exchange capital gain (loss) (291,236} (291,236)
Change in net deferred income tax ’ 433,729 433,729
Change in nonadmitted assets 1,317,564 - 1,317,564
Change in surplus notes (758,657) (758,657) \
Change in surplus as regards policyholders for the year 5,663,590 - 5,663,550
Surplus as regards policyholders, December 31 current year $ 473,855,021 § - $ 473,855,0 -

S
90

o
o‘Q
RN
\ 00
>
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Surplus as regards policyholders, December 31 prior year

Net income

Arbella Mutual Insurance Company

- Arbella Mutual Insurance Company
Reconciliation of Capital and Surplus
For the Five Year Period Ended December 31,2010
et W

1640241 12,512,399

Change in net unrealized capital gains or (losses) less capital gains tax 2678051y 1,787,127
Change in net unrealized foreign exchange capital gain (loss) (291,236) §23,080

Change in net deferted income tax

Change in nonadmitted assels

Change in sueplus notes

Apggregat write-ins for gains and fosses in surplus

433,729 174,190
1317564 57481
(758657 (709,025)

2008

21,805,117
(11,791,520)
(2,145842)
369,560
(11,153,404
(662,641)

2001 2006

§ 468,191,431 § 437,778,770 § 441267500 § 391,093629 § 345133221

26,144022 31,551,383
25985253 (14953,680)

(1902969) . 190200
(52434) o4
(619.90)

Change in surplus as regards policyholders for the year 5,063,590  30412,661

Surplus as regards policyholders, December 31 cutrent year

* Per Statutory Examination

(48570)

$ 473855021 § 468191431 § 437,778,770
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Arbella Mutual 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 Practice
adopted by the Actuarial Standards Board. o \*

The results of PwC’s actuarial review indicated that the Company’s reserves at December 3
fell within a range of reasonable estimates for all unpaid loss and loss adjustment se

obligations of the Company.
The following table summarizes the reserve ranges as developed by PwC, the sel gmt estimate

‘reserve and the Company’s carried loss and loss adjustment expense rese December 31,

2010, for each reserve category (all amounts in thousands of dollars).

Net of Reinsurance Q ' _
‘ Low End ‘High End Company
tion

Reserve Category @gg of Range  Carried
Loss Reserves ' $INR.48 $202,957 $218,821  $212,549
Loss Adjustment Expense Reserves 256 37,822 41,216 40,035

Total Loss and Loss Adjustment Expen,

Reserves $228,740  $240,779  $260,037  $252,584

Gross of Reinsurance

Low End PwC High End Company
Reserve Selection of Range Carried
LoS@Re%erves $197,107 $219,296 $253,944  $228,888

Loss 'Qnt Expense Reserves 38,383 42,359 49451 44,572
Total oss Adjustment Expense _
Reserves : $235490  $261,655  $303,395  $273,460

fﬁ)wmg table summarizes the reserve ranges as developed by PwC, the selected point estimate
rve, and the carried loss and loss adjustment expense reserves as of December 31, 2010, (all

; Q 0momts in thousands of dollars) for the Arbella Insurance Group.

21



Arbella Mutual 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

High Compan

Low End PwC End of y
of Range Selection 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:O6°\ !
Hi Qompan

Low End PwC y
of Range Selection e Carried

368,034 $331,722

71,668 64,597

$331,722 $31?
390

$379211 $439,702  $396,319
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Arbella Mutual Insurance Company

CONCLUSION

The undersigned gratefully acknowledges the part101pat1on of the following member of the
Commonwealth of Massachusetts, Division of Insurance in this examination:

Linh La, CFE ~ Insurance Examiner II §

The undersigned also express their appreciation for the courteous cooperation of the off]
employees of the Company in the course of the examination.

Kennéth R. Brenner, CPA, CFE eb
Supervising Examiner o
Commonwealth of Massachus&

Division of Insurance

Respectfully submitted,

Q°
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