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Honorablé.Commissioners and Directors:

rsuant to your instructions, and in accordance with Massachusetts General
La Chapter 175, Section 4, an examination has been made of the financial condition
and affairs of the

LIBERTY MUTUAL INSURANCE COMPANY
BOSTON, MASSACHUSETTS

at its home office located at 175 Berkley Street, Boston, Massachusetts, 02117. The
following report thereon is respectfully submitted.



Report of Statutory Financial Examination of
Liberty Mutual Insurance Company
As of December 31, 2004

INTRODUCTION

Liberty Mutual Insurance Company (hereinafter referred to as "Liberty Mutual”,
"LMIC" or the "Company”) was last examined as of December 31, 1999 under the
association plan of the National Association of Insurance Commissioners (“NAIC”) by the
Massachusetts Division of Insurance (the “Division”). The current association plan
examination was also conducted by the Division. The examination covers the
intervening five-year period through December 31, 2004, including any material
transactions and/or events occurring subsequent to the examination date and noted
during the course of the examination. %

The current examination was conducted at the direction of, and und '?'overall
management and control of, the examination staff of the Division in @ dance with
standards established by the Financial Condition (E) Committee of the as well as

with the requirements of the NAIC Financial Condition Examln% Handbook (the
"Handbook"), the examination standards of the Division and with chusetts General

Laws. %

The examination was performed by the Division g representatives of the
independent certified public accounting firm of Pricew useCoopers LLP ("PwC") at
the direction of and under the overall managemen the.-Division’s examination staff,
including the Division's representative, a quali e? tified Financial Examiner. The
examination was performed at the Compan ome office in Boston, Massachusetts.
There was no zone patrticipation for this examination. The Company is ultimately
controlled by Liberty Mutual Holding C ny Inc. ("LMHC"), an insurance holding
company domiciled in Massachusetts. mrent examinations were also conducted of
two other Massachusetts domiciled’ rs that are also controlled by LMHC, Liberty
Mutual Fire Insurance Company x( IC") and Liberty Life Assurance Company of
Boston. Each of those examlna s the subject of separate reports.

& OF STATUTORY EXAMINATION

This examl vers the five-year period ending December 31, 2004 and any
material transactio /or events occurring subsequent to the examination date and
noted during e of the examination. During the course of this examination, the
operations, ﬂ( ment and corporate policies, transactions, accounting practices and
procedure and’internal controls of the Company were reviewed, analyzed, and tested
to the ext deemed appropriate and necessary.

e Company is audited by Ernst & Young LLP (“E&Y”), an independent certified
publieaccounting firm, in accordance with 211 CMR 23.00. Unqualified audit opinions
were issued by E&Y on the Company’s statutory financial statements for each of the
years under examination. E&Y's audit work was evaluated and relied upon where
deemed appropriate and effective. The work of the Company’s internal auditors was
also reviewed and relied upon to the extent deemed appropriate.

PwC was engaged to complete certain agreed upon procedures, including a
review of selected elements of the Company's financial statements, an actuarial review
and evaluation of the adequacy of the Company’s loss and loss adjustment expense
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reserves as of December 31, 2004, and a review and evaluation of the adequacy and
effectiveness of the Company’s information technology (“IT”) controls to determine the
level of reliance to be placed on summary information generated by the data processing
systems. All agreed-upon procedures were reviewed and approved by the Division.

In addition to the foregoing, the examination included a review of the Company’s
business policies and practices, corporate records, reinsurance treaties, conflict of
interest disclosure statements, fidelity bonds and other insurance, employees’ pension
and benefits plans, disaster recovery plan, treatment of policyholders and other pertinent
matters to provide reasonable assurance that the Company was in compli eﬁ%th
applicable laws, rules and regulations. In planning and conducting the e@a{ n,

consideration was given to the concepts of materiality and risk and ex@ ion” efforts

were directed accordingly.
HISTORY %

General %

The Company was incorporated as a mutual ins Q company on January 1,
1912 under the laws of the Commonwealth of Massachusetts and commenced business
on July 1 of that year. During the period covered by, this examination, the Company has
undergone several significant changes, whic a@h'ghlighted in more detail in the
"Acquisitions, Affiliations, Transactions" secti this report.

In 2001, the Company reorganize a stock insurance company as part of a
mutual holding company structure. A of its reorganization, the Company formed
(1) LMHC, a Massachusetts mutu mng company and the ultimate parent in the
mutual holding company structurg; LMHC Massachusetts Holdings Inc. ("LMHC-
MA"), a Massachusetts stoc ing company, which is a direct, wholly-owned
subsidiary of LMHC; and erty Mutual Group Inc. ("LMGI" or the "Group"), a
Massachusetts stock holdi mpany which is a direct, wholly-owned subsidiary of
LMHC-MA and the direct parent of the Company. The Company’s reorganization was
part of a series of«tr tions that resulted in the Company, LMFIC and Employers
Insurance Compar% ausau ("EICOW") reorganizing to stock companies under the
common owner LMHC. As a result of the reorganization, the policyholders of the
LMIC, LMFI %COW became members of and have equity rights in LMHC.

Capital Stock

e Company has authorized and outstanding 100,000 shares of common
capital stock with a par value of $100.00 per share. All of the outstanding capital stock
of the Company is owned by LMGI. LMIC is ultimately owned by LMHC. During the
period covered by this examination, the Company received a total of $2 billion additional
paid-in and contributed surplus. $574 million and $1.349 billion of the total was
contributed in 2004 and 2003, respectively, and the remaining $81 million in 2002.



Report of Statutory Financial Examination of
Liberty Mutual Insurance Company
As of December 31, 2004

Dividends to Stockholders

The Company did not pay any dividends to stockholders during the five-year
period covered by this examination.

Growth of Company

The growth of the Company for the years 2000 through 2004 is shown in the
following schedule, which was prepared from the Company’s statutory annual

statements (000's): \
Net Q
Admitted Premiums Capital a

Year Assets Written Surplus

2004 $ 23,956,965 $ 6,698,479 $7, 350
2003 22,145,151 5,837,881 6 ,094
2002 19,296,499 5,302,795 007,749
2001 19,151,797 4,661,001 476,207

2000 19,161,359 4,579@ 5,517,709

MANAGEM NQ
Annual Meeting of the Stockholder 2

In accordance with the Bylaws nnual meeting of the stockholder is held
during the first six months of the calendar 'year, the purpose of which is to elect a Board
of Directors and to act upon suché}ters as may properly come before that meeting.
Minutes of stockholder meeti@ﬁu ere reviewed for the period covered by this
examination.

Board of Directors

The Comp managed by a Board of Directors, the Chairman of which
presides at stockholder meetings and meetings of the Board. The Board consists of not
less than s more than twenty-four members, as determined from time to time by
vote of a majority of the Board or by vote of the stockholder. Directors are elected for a
period of4gne year, with all Board members' terms expiring annually. The Company’s
Board irectors is identical to that of its principal affiliate, LMFIC.

The Board of Directors meets regularly throughout the year and may, in
accordance with the Bylaws, hold special meetings or take action by unanimous written
consent. A review was made of the minutes of meetings for the five-year period covered
by this examination. During the examination period, the Board met at least four times
during each calendar year.
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At December 31, 2004, all Directors of the Company were inside Directors, and
their names, together with their titles, were as follows:

Director Title
Edmund F. Kelly Chairman of the Board, President
and Chief Executive Officer
J. Paul Condrin, llI Executive Vice President
Dennis J. Langwell Senior Vice President and
Chief Financial Officer \

Chief Investment Officer

A. Alexander Fontanes Senior Vice President and OQ’

Gary R. Gregg Executive Vice President
Christopher C. Mansfield Senior Vice President anda%

General Counsel %
Thomas C. Ramey Executive Vice Presi

Committees of the Board ,&

The Bylaws state that the Board ma@i Investment Committee and may

elect, or by vote authorize, the Chief Exec Officer to appoint members of an
Executive Committee and such other committees as may be required from time to time.
As of the date of this examination, the C ny has designated Executive, Investment,
Audit and Compensation Committee only the Investment Committee has held
meetings or taken action without Ing since the Company’s reorganization into a
mutual holding company structu Kﬁ(l other meetings and actions have been taken by
the full Board. The following..i list of members serving on the Committees noted
above as of December 31,@

%(O& Executive Committee

Edmund F. Kelly
Q Dennis J. Langwell
Christopher C. Mansfield

Investment Committee

Q Edmund F. Kelly

A. Alexander Fontanes
Dennis J. Langwell

Audit Committee

Edmund F. Kelly
Dennis J. Langwell
Christopher C. Mansfield
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Compensation Committee

Edmund F. Kelly
Dennis J. Langwell
Christopher C. Mansfield

Officers
Corporate officers are elected by the Board of Directors at their first megting

following the Annual Stockholder Meeting, and serve for one year in accordanc he
Company's Bylaws. The elected principal officers and their respecti\@ at

December 31, 2004 were as follows:
Officer Title O
Edmond F. Kelly Chairman, President and Chief E@e Officer
J. Paul Condrin, 11l Executive Vice President
John D. Doyle Vice President and Comptr@
A. Alexander Fontanes Senior Vice President hief Investment Officer
Gary R. Gregg Executive Vice Pr
Roger L. Jean Executive Viz@esment
Dennis J. Langwell Senior Vice,President and Chief Financial Officer
Dexter R. Legg Vice P '§t and Secretary
Christopher C. Mansfield Siﬁ&@ce President and General Counsel
Stuart M. McGuigan @ r Vice President and Chief Information Officer
Robert T. Muleski enior Vice President and Corporate Actuary
Thomas C. Ramey & Executive Vice President
Helen E.R. Sa& Senior Vice President
Stephen G. ivan Senior Vice President
Laurance ﬁahia Senior Vice President and Treasurer

Conflicraﬁterest Procedures

The Group has developed an enterprise-wide approach to corporate compliance
that “specifically includes the means to manage conflict of interest issues. The
enterprise-wide approach includes a Code of Business Ethics and Conduct as a
reference guide to help personnel define and understand appropriate standards of
business conduct and to establish compliance requirements. The approach also has
established procedures for the disclosure of possible conflicts of interest involving
Directors, officers and key employees. The Group has established an Office of
Corporate Compliance with responsibility for managing this disclosure program,
investigating potential conflict situations, and making recommendations to management
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for the resolution of any such conflicts. The Group's General Counsel reports the results
of the annual disclosure process to the Chief Executive Officer and to the Board of
Directors. As a member of the Group, LMIC follows all requirements of the approach
and is an active participant in it. As part of the examination, the following were obtained
and reviewed:

= The Code of Business Ethics and Conduct

= A report on the Group’s (including LMIC’s) conflict of interest disclosures,
dated September, 2005, analyzing the responses to the disclosure f
provided to elected officers, key employees and Directors during é-%
annual disclosure process.

Corporate Records OQ

Articles of Organization and Bylaws

The Company’s Articles of Organization and Bylaws ewewed Effective
upon the Company’s reorganization to a stock insurance ¢ %y as part of a mutual
holding company on November 28, 2001, the Articles of @‘nzatlon and Bylaws were
extensively amended and restated to recognize the reg ed corporate structure.

Board of Directors and Committee Minutes 0

The minutes of the Board of Directors and Committee meetings for the period
under statutory examination were read. T view indicated that all meetings were held
in accordance with Company Byla d the laws of the Commonwealth of
Massachusetts. @

Disaster Recovery and Busines )ﬂﬂlnuny

The Company pr for the continuity of management in the event of a
catastrophe or other e ncy in accordance with Sections 180 M through Q of

Chapter 175 of the@ usetts General Laws.

AFFILIATED COMPANIES

registrati equirements of Chapter 175, Section 206C of the Massachusetts General

T@pany is a member of a holding company system and is subject to the
r

Laws. @ C is the “ultimate controlling person” of LMGI per Form B, as filed with the
Dé‘ '%n.



LIBERTY MUTUAL HOLDING COMPANY
ANNUAL STATEMENT- SCHEDULE Y LISTING

State / Country of

LIBERTY MUTUAL HOLDING COMPANY INC.
Direct & Indirect Owned Subsidiaries

LMHC Massachusetts Holdings Inc.
Liberty Mutual Group Inc.
St. James Insurance Company LTD
Employers Insurance Company of Wausau
“** | iberty Mutual Fire Insurance Company
Liberty Corporate Services LLC O
Helmsman Management Services LLC
Liberty Life Holdings Inc. %
Liberty Financial Services Inc. @
Summit Consulting Inc.
Heritage Summit Health Care of Florida Inc. %
Summit Consulting Inc of Louisiana O
Helmsman Insurance Agency LLC
Helmsman Insurance Agency of lllinois Inc
Helmsman Insurance Agency of Texas |
Liberty Mutual Insurance Company ‘6
Liberty Mutual Captive Holdings LLC Q
Lexco Limited
Liberty Mutual Bermuda LTD Q
Wausau (Bermuda) LTD
Liberty Mutual Holdings
Arlington Insuran '&mpany LTD
The Stuart Ins Group LTD

agement Bermuda LTD
ings LLC

rty Compania de Seguros Generales S.A.
erty International Ireland Holdings LTD
Liberty International Insurance Company LTD
xh y Insurance Compania De Seguros Y Reaseguros S.A. (57.4%)
erty International (Spain) Holdings LLC
& Liberty International Iberia S.I. S. Com (24.7%)
O Liberty Seguros S.A.
Liberty International Brasil Limitada

Q Liberty Paulista Seguros
Liberty International Latin America Holdings LLC
Seguros Caracas De Liberty Mutual C.A.
LI (Colombia) Holdings LTD
LILA (Colombia) Holdings LTD
Liberty Seguros S.A.
Liberty Seguros De Vida

Liberty Art S.A.
Liberty Seguros Argentina S.A.

Domicile

MA

M
ermuda

|
MA
MA
MA
DE
MA
FL
FL
LA
MA
IL
TX
MA
DE
Bermuda
Bermuda
Bermuda
Bermuda
Bermuda
Bermuda
Bermuda
DE
DE
Chile
Chile
Ireland
Ireland
Spain
DE
Spain
Portugal
Brazil
Brazil
DE
Venezuela
Bermuda
Bermuda
Columbia
Columbia
Argentina
Argentina
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LIBERTY MUTUAL HOLDING COMPANY
ANNUAL STATEMENT- SCHEDULE Y LISTING

State / Country of

Domicile
LIBERTY MUTUAL HOLDING COMPANY INC. MA
Direct & Indirect Owned Subsidiaries A
Liberty Mutual Insurance Company (continued) \A
Liberty International Holdings LLC (continued) E
Liberty International Holdings Inc. (continued) DE
Liberty International Asia Pacific Holdings Inc. DE
Liberty Citystate Holdings PTE LTD Singapore
Liberty Insurance PTE LTD Singapore
Cl Investments LTD @ Hong Kong
Liberty International Insurance LTD % Hong Kong
Liberty International (HK) LTD O Hong Kong
Kritiya Tun CO. LTD Thailand
Tun Kaoklai CO. LTD Thailand
LMG Insurance Company LT Thailand
Khoom Khao Ins. Publ /LTD Thailand
Liberty Europe Holdings LTD U.K.
Liberty Corporate Capital LTD U.K.
Liberty Mutual Insurance Europe Limited U.K.
Marine Insurance Services P@D Singapore
Liberty Spain Insurance Group LLC, DE
Liberty Insurance Group Compani Seguros Y Reaseguros, S.A. Spain
Liberty Insurance Compa% Seguros Y Reaseguros, S.A. (42.5%) Spain
Liberty Iberia S.A. % Spain
Seguros Genesis;iS.A. Spain
Genesis Seg enerales, S.A. Spain
Golden Eagle Insuran oration CA
San Diego | ompany CA
Liberty Insuranc ration IL
Liberty North urance Corporation OR
Liber ment Services, Inc. OR
OregN mobile Insurance Company OR
Acgess Insurance Services Company OR
Pacific Insurance Company OR
h t Liberty Insurance Corporation 1A
ersonal Insurance Company DE
Property and Casualty Insurance Company IN
LM General Insurance Company DE
Liberty RE Bermuda LTD Bermuda
LM Insurance Corporation 1A
Summit Holding Southeast Inc. FL
Bridgefield Employers Insurance Company FL
Bridgefield Casualty Insurance Company FL
U.S. Employers Insurance Company Inc. Cayman Islands
Liberty Information Technology LTD Northern Ireland
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State / Country of
Domicile
LIBERTY MUTUAL HOLDING COMPANY INC. MA

Direct & Indirect Owned Subsidiaries

Liberty Mutual Insurance Company (Continued) A
Wausau Service Corporation

Wausau Business Insurance Company I

Wausau General Insurance Company Wi
Wausau Underwriters Insurance Company Wi
Wausau Insurance Company LTD U.K.
Colorado Casualty Insurance Company % Cco
Liberty Insurance Holdings Inc. @ DE
LIH US P&C Corporation % DE
Indiana Insurance Company IN
Consolidated Insurance Company O IN
The Netherlands Insurance Company NH
Gulf States AIF Inc TX
America First Lloyds Insurance Com a;@ TX
Diversified Settlements Inc NH
America First Insurance Company NH
Excelsior Insurance Company NH
Peerless Insurance Company Q NH
Liberty-USA Corporation DE
The National Corpo IN
National Insu% Association IN
LIH-RE of Am orporation DE
Peerless In Insurance Company IL
Glob ican Casualty Company OH
Ambassador Casualty Company IL
|dwestern Indemnity Company OH
Mid-American Fire & Casualty Company OH
iberty Insurance Underwriters NY
Q Hawkeye-Security Insurance Company Wi
Liberty E& oldings LLC DE
Lib ty Energy Corporation MA
Libe rplus Insurance Corporation NH
Qy Management Corporation X
perty Lloyds of Texas Insurance Company TX
iberty Insurance Company of America IL
Liberty Mutual Managed Care Inc. MA
Cascade Disability Management Inc WA
Liberty Personal Insurance Company Mi
Liberty Mutual Equity LLC MA
LRE Properties Inc MA
Liberty / Sanibel Il Limited Partnership MA
Liberty Life Assurance Company of Boston MA

“**' Re-domesticated to Wisconsin, December 2005. See Subsequent Events, page 17.
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Acquisitions, Affiliations, Transactions

During the examination period, the Company underwent several significant

changes including acquisitions, affiliations, and other capital transactions. The following
is a summary of the more significant changes and transactions during the examination
period:

In May of 2000, Gary L. Countryman retired as Chairman of the Board of Directors of
the Company. Edmund F. Kelly, President and CEO of the Company, was elected in
his place. Mr. Countryman serves as a member of the Board of the C@v's
ultimate parent, LMHC.

In October and November of 2001, the Company sold the as@anagement
business and the annuity and bank marketing businesses of L y Financial
Companies, Inc. Liberty Financial Companies, Inc. had approx@tely $70 billion in
assets under management at the time of the sale.

During 2001, the Company established a local compan@%ence in Spain with the
acquisition of two property-casualty insurers; acqui an additional insurer in
Colombia, making Liberty Mutual the second large perty-casualty insurer in that
nation; made an additional acquisition in Ve making Liberty Mutual the
largest insurer in that nation; and formed ?g/ nal automobile insurer in Argentina.

On November 1, 2003, LMGI acquired Prudential Property and Casualty Insurance
Company, Prudential Commercial | nce Company and Prudential General
Insurance Company (coIIectiveIf/ mb ru Companies") from Prudential Financial,
Inc. LMGI in turn made a capita ution of the Pru Companies to the Company,
amounting to $589,000,000.

During 2003 the Compa

Retirement Benefit i
unfunded deferred
Company recej

sferred the plan sponsorship and liabilities of the Post
ion, Pension Benefit Plan, other Benefit Plans and
pensation plan to LMGI. Following the transfers, the
ital contributions in the amount of $449,811,099.

During Company established a branch in Chongging, China that has
authority certain property-casualty insurance products in that municipality; and
the Company acquired the operations of Winterthur in Portugal, making Liberty
Mu@e ninth largest property-casualty insurer in that nation.

.% January of 2004, the Company acquired the Spanish operations of The

etropolitan Life Insurance Company, including its property-casualty insurance
subsidiary, Genesis Seguros Generales, S.A., and its life insurance subsidiary,
Seguros Genesis, S.A., S.U.

In April of 2004, the Company sold its Canadian personal lines business, including
Liberty Insurance Company of Canada.
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e During 2004, the Company acquired the operations of AGF Allianz in Chile, making
Liberty Mutual the sixth largest property-casualty insurer in that nation.

e During 2004, LMGI issued Senior Notes in the aggregate principal amount of
$750,000,000. LMGI contributed $474,000,000 of the proceeds down to the
Company for general business purposes and to retire approximately $130,000,000 of
its $250,000,000 of 8.2% surplus notes due 2007.

Transactions and Agreements with Subsidiaries and Affiliates

Management and Service Agreement \ﬁ

The Company has in place various management and service ements with
most of its subsidiaries and affiliates whereby the Company may prov. fice space,
supplies, equipment, telephone and wire services, the use of computers and office
equipment and services of personnel employed by the Company,.including, but not
limited to, claims handling, credit and collection, sales and un ting, and a wide
variety of computer activities. The Company is reimbursed f cost of the services
provided to its subsidiaries and affiliates under these agreer@ :

Tax Sharing Agreement

The Company has in place a tax shari ement pursuant to which it joins
with other affiliates in the filing of the con ted U.S. federal income tax return of

LMHC.
FIDELITY BON@THER INSURANCE

The Company maintains )% coverage with an authorized Massachusetts
insurer, under a Financial | ons Bond designed for insurance companies,
consistent with Massachuset eral Laws, Chapter 175, Section 60. The aggregate
limit of liability on these poli was $150,000,000 at December 31, 2004, an amount of
coverage that appears% guate based upon NAIC recommended amounts. The
Company is also % insured, either itself or together with other subsidiaries and
affiliates on polici external carriers that provide coverage for aircraft liability,
excess umbrell property damage. All policies evidencing the above coverage’s
A

were with | and or authorized carriers in Massachusetts and were in force at
Decembe

Q PENSION AND INSURANCE PLANS / EMPLOYEE WELFARE

The Company’s sponsorship of the Retirement Benefit Plan, the Employees’
Thrift-Incentive Plan, the Supplemental Income at Retirement Plan (SIRP), and the
Medical, Dental, and Life Insurance plans (post-retirement), covering all U.S. employees
who met certain eligibility requirements, was transferred to LMGI in 2003. LMIC does not
have any direct obligations for the plans transferred to LMGI. The Company continues
to sponsor a Deferred Compensation Plan (non-qualified defined benefit and defined
contribution) for U.S. employees not eligible for SIRP. Also, the Company continues to
sponsor the Retirement Benefit Plan for Canadian employees, the Savings Plus Plan,
and Medical, Dental, and Life Insurance plans (post-retirement) covering all Canadian
employees that meet certain eligibility requirements.

12



STATUTORY DEPOSITS

The following identifies the special deposits maintained by the Company with numerous
jurisdictions as of December 31, 2004 and are listed below in the aggregate per location:

Statement Market
Location Par Value Value Value
Arizona $ 40,804,000 $ 45,575,732 $ 47,666,817
Arkansas 130,000 130,153 13 5‘3%
California 988,079,912 997,964,889 1,046,986&3
Delaware 120,000 120,000 %,boo
Georgia 150,000 150,597 Q ,649
lllinois 200,800,000 201,312,028 1,598
Indiana 54,985,000 54,648,912 58,576,043
Kansas 39,624,820 39,415,323@ 39,984,407
Louisiana 70,000 71,6 77,069
Maine 8,750 38 10,023
Maryland 107,475,000 107, 6 112,550,274
Massachusetts 3,455,000 ,291 3,942,244
New Hampshire 36,600,000 10,638,135 41,828,324
New Mexico 330,000 Q 334,873 344,825
New York 571,721,4 18,958,433 630,531,526
North Carolina 2,182,000 2,265,808 2,511,974
Oregon 59,50 60,987,407 62,002,076
Vermont %@ 60,239 58,660
Virginia @ 000 75,298 73,325
All Other &5 27,799 758,763,650 697,379,828
Total % 908,180 $2,932,337,702 $2,953,795,292
INSU RODUCTS AND RELATED PRACTICES

Territory and Plan peration

The Co is the largest member of LMGI, consisting of a diversified
international "group of insurance companies, which is the 9th largest property and
casualty i$ure in the United States, based on net premiums written. The property and

casualt rations of the Group are engaged in the underwriting of virtually all lines of
co I and personal business. The product mix is approximately 59% commercial
a@l% personal lines. The LMGI ranks as the number two provider of workers'
compeénsation insurance in the United States and such premiums represent
approximately 29% of Group’s total direct premium writings. While committed to its
traditional direct sales representative distribution system, the Company also distributes
products and services through independent agents and brokers, employer and office
groups, marketing alliances, direct response call centers and the Internet. The
Company believes that this multi-channel distribution strategy permits potential
customers to access the Company’s full product portfolio through the channel of their
choice.
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Management's strategic objectives are to continue to grow revenues, cash flow,
earnings and equity to enhance its position as a premier property and casualty insurer
with a global focus. The key elements of this strategy are disciplined underwriting,
leverage scale, capital and technology to provide high quality and high value insurance
products and services, enhance financial strength and claim-paying ability ratings,
leverage and opportunistically expand, diversified and well-established multi-channel
distribution capabilities and selectively pursue strategic acquisitions and divest non-core
and non-performing business lines.

Treatment of Policyholders and Claimants - Market Conduct ?:
ct

During the financial examination of the Company, the Division’s Mark
Department initiated a comprehensive market conduct examination of the.Campany for
the period January 1, 2004 through December 31, 2004. The @ conduct
examination was called pursuant to authority in Massachusetts General:Laws Chapter
175, Section 4. The market conduct examination is being conduct t the direction of,
and under the overall management and control of, the market co examination staff
of the Division. Representatives from the firm of Eide Baili@ were engaged to

complete certain agreed upon procedures which were de d using the guidance
and standards of the NAIC Market Conduct Examiner’s ook, the market conduct
examination standards of the Division, and the C nwealth of Massachusetts
insurance laws, regulations and bulletins. The b iness areas that are being

reviewed under this market cond xamination are Company
Operations/Management; Complaint Handﬁﬂ

arketing and Sales; Producer
Licensing; Policyholder Services; Underwritin d Rating; Claims, in addition to an

assessment of the Company’s internal c | environment. Once this market conduct
examination is completed a Report on mprehensive Market Conduct Examination
of the Company for the period Jan , 2004 through December 31, 2004 will be
issued and become available as a ic document.

Dividends to Policyholders ‘b

Incurred policyhalderidividends for the years 2000 through 2004 are shown in the
following schedul @ was prepared from the Company’s statutory annual
statements. K

0 Year Dividends
x 2004  $26,222,615

& 2003 (1,517,657)
O 2002 40,871,676
Q 2001 48,673,975

2000 59,089,905
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REINSURANCE

Pooling Agreement

The Company shares the results of its underwriting operations through an inter-
company reinsurance pooling arrangement with a number of subsidiaries and affiliates.
The Company is the lead insurer of the Liberty Mutual Inter-company Reinsurance Pool
(the “Pool”) and as such is the principal administrator of all pooling operations. After
external reinsurance, all participants cede 100% of underwriting operations to the Pool,
and assume from the Pool their respective share of the net underwriting results of; the
Pool on a pro-rata basis. Since the last examination, the members of the Oﬁ%ve
changed as well as the percentages under which each company shares’ “in the
underwriting results of the Pool. The following are the member companie @e Pool
and their respective pro-rata pooling percentages as of December 31, 2

% Pooling
< -

Lead Company: Liberty Mutual Insurance Compa& IC) 66.50
Affiliated Pool

Companies: Employers Insurance Com Wausau (EICOW) 16.00

Liberty Mutual Fire Insuﬁ ompany (LMFIC) 10.00

Liberty Insurance ion (LIC) 6.00

Wausau Business@ance Company (WBIC) 0.40

Wausau General Insurance Company (WGIC) 0.40

Wausau Unde%rs Insurance Company (WUIC) 0.40

LM Insu.rang poration (LM Ins Corp) 0.20

The Firsu\i' y Insurance Corporation (FLIC) 0.10

Liberty‘Rersonal Insurance Company (LPIC) 0.00

Lib surance Company of America (LICA) 0.00

Surplus Insurance Corporation (LSIC) 0.00

100.00

100% Quota @&
Affiliated Co . Liberty Lloyd’s of Texas Insurance Company (Lloyds) -
Liberty County Mutual Insurance Company (LCMIC) -

/xo Liberty Insurance Underwriters, Inc. (LIU) -

Bridgefield Employers Insurance Company (BEIC) -
Bridgefield Casualty Insurance Company (BCIC) -
LM Property and Casualty Insurance Company -

O (LMPAC)
LM General Insurance Company (LMGIC) -

LM Personal Insurance Company (LMPIC) -

Under the terms of the Reinsurance Agreements, the sequence of transactions is
as follows:

€)) Except for WBIC, WGIC and WUIC, each Affiliated Pool Company
cedes its underwriting activity to the lead company. WBIC, WGIC and WUIC
cede 100% of its direct underwriting activity to EICOW.
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(b) With the exception of LMGIC and LMPIC, each 100% Quota Share
Affiliated Company cedes its net underwriting activity to the lead company.
LMGIC and LMPIC cede its net underwriting activity to LMPAC.

(© After recording the assumed affiliate transactions noted above, the
lead company records 100% of its external assumed and ceded reinsurance
activity.

(d) The lead company’s remaining underwriting activity, after processing all
internal and external reinsurance, is retroceded to the pool members in
accordance with each company’s pool participation percentage, as %ed

above. \ﬁ
(e) There were no members that are parties to reinsurance agree

with non-affiliated reinsurers covering business subject e pooling
agreement and have a contractual right of direct recover the non-
affiliated reinsurer per the terms of such reinsurance agrege

) There were no discrepancies between entri egarding pooled
business on the assumed and ceded reinsuranc edules of the lead
company and corresponding entries on the assu nd ceded reinsurance
schedules of other pooled participants.

(9) The write-off of uncollectible reins is pooled and the provision
for reinsurance is recognized by the)@ placing the outbound external

reinsurance. Q
Ceded Reinsurance

Four of the twelve Pool partlci MIC, EICOW, LPIC and LSIC) cede to the
Pool subsequent to their own cessi third party reinsurers. Five of the remaining
ir§

eight companies’ cessions to th rty reinsurers are ceded and reported through the
Company. These five compani MFIC, LIC, LICA, LMC, and FLIC) have assigned all
contractual right of direct recovery from the third party reinsurers to the Company. The

S IC, WUIC, and WBIC) cessions to third party reinsurers
hrough EICOW. These three companies have assigned all
ct recovery from third party reinsurers to EICOW. These
companies’ cessions.vary in retention and are made under various excess of loss, quota
share and facul reinsurance treaties. Five of the eight 100% Quota Share Affiliated
Companies ( , LIU, BEIC, BCIC and LMPAC) cede to the Pool subsequent to their
own cessi@st third party reinsurers.

A einsurance

Excluding the Company’s Pool Patrticipation, the Company assumes a significant
part of its business through participation in numerous involuntary pools and associations,
the largest of which is the National Workers Compensation Pool. Insurers, including the
Company, generally record their respective financial results from these pools and
associations as reported to them in quarterly statements. Because of the reporting lags
commonly associated with pools and associations, LMIC often supplements the reported
results with more current estimates of its share of premiums or losses relating to this
business. Additionally the Company assumes business through its voluntary operations.
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SUBSEQUENT EVENTS

The following items are noted as “subsequent events”, the disclosure of which in
this Examination Report is considered appropriate.

= During the first quarter of 2005 the Company received capital contributions of
$265,725,000 from its parent, LMGI.

= In December of 2005 LMFIC, an affiliate of the Company, with the appropriate
regulatory authorities' approval, transferred its domicile from Massachusetts to
Wisconsin.

ACCOUNTS AND RECORDS 0
aQ

The Company's accounts and records are maintained on eral ledger
system consisting of a general ledger ("ledger”) and numerou tomated feeder
systems which interface with the ledger. Manual entries are als@ t into the ledger.
The ledger maintains account level detail on a company basi e ledger interfaces
with a reporting tool that is used to produce financial s@nts and supplemental
reports.

The internal control structure was exa sing the following major
approaches: review of the work performed by Company’s independent certified
public accountants; discussions with mana@: based on the use of the NAIC's
Exhibit C Questionnaire, and re-performance itesting to the extent necessary and
deemed appropriate.

With respect to the review h@(‘s work, in its July, 2005 report to the Audit
Committee of the Board of Direct&sH LMHC, the Company’s parent, E&Y noted two
internal control matters that we sidered material weaknesses as of December 31,
2004. The first of those m?’ weaknesses related to the misallocation of incurred
losses and some smaller nt balances between subsidiaries in the LM and LIH
Pools. In combination, sallocation had no impact on combined surplus. However,
the 2004 individu m statements of certain members of the Pool, including the
Company, as origﬁ ed, were materially misstated due to the misallocation. In April
2005, and prior commencement of the examination, management identified this
problem thr@ analytical review process and re-filed revised annual statements for
those subsidiarieés impacted by the misallocation error. The second material weakness
was due ta:the fact that, as part of the financial statement closing process, the Company
did.no rately complete and file the required supplementary information to be filed
M%gu ators on June 1, 2005 until June 17, 2005. Management has made a formal
representation to the Division that the Company has implemented additional controls
over its pooling accounting processes with the objective of strengthening its internal
controls over its financial statement closing process.

Additionally, it was determined prior to the commencement of the IT review that
control weaknesses existed relating to certain application and operating system access
and program change controls associated with the Company’s investment system
(CAMRA). Based on this condition, PwC did not perform a general controls review over
the investment related systems, but incorporated enhanced substantive testing of
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account balances and transactions into the examination approach of investment related
accounts.

The NAIC Questionnaire is designed to cover the evaluation of the controls in the
IT environment. It was completed by the Company and reviewed by PwC to determine
the adequacy of the Company’s overall IT control environment. Key systems and
processes were identified as critical systems and extensive control testing was
performed.  Additionally, the examination of the internal controls included re-
performance testing to the extent necessary and deemed appropriate.

Based on the results of the internal control review through the approaches
in the second paragraph of this section, no further material weaknesses or signifi
deficiencies were identified. With respect to the investment area, the i
investments did not result in any examination changes.

FINANCIAL STATEMENTS CE:

The financial statements section includes the followi
our examination: Statement of Assets, Liabilities, Surplus
December 31, 2004; Statement of Income for the year e
Summary of Capital and Surplus for the year ende
Reconciliation of Capital and Surplus for the years en
2002, 2001 and 2000.

=as determined by
ther Funds as of
December 31, 2004;
cember 31, 2004; and
ember 31, 2004, 2003,

The financial statements are presented oni:the basis of accounting practices
prescribed or permitted by the Division and by, NAIC, as of December 31, 2004.
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Liberty Mutual Insurance Company
Statement of Assets, Liabilities, Surplus and Other Funds
as of December 31, 2004

Statutory
Per Annual
Statement

Examination er Statutory
Adjustments xamination

O0 $ 11,780,170,508

Admitted assets

Bonds $ 11,780,170,508 $
Preferred Stocks 100,083,886 % 100,083,886
Common Stocks 4,971,839,607 @ 4,971,839,607
Real Estate - Properties occupied by the company 243,801,947 % 243,801,947
Real Estate - Properties held for the production O

of income 1,137,933 1,137,939
Cash and short-term investments 3,26 684,443,263
Other invested assets ,950 2,168,663,950
Receivables for securities 37,646,647 37,646,647

Cash and invested assets 7,787,747 19,987,787,747
Investment income due and accrued @ O 147,367,617 147,367,617
Uncollected premiums and agents' balances ‘\' 609,392,140 609,392,140
Deferred premiums, agents' balances and instaﬂp S 1,273,321,091 1,273,321,091
Accrued retrospective premiums 509,941,443 509,941,443
Reinsurance recoverable 344,030,984 344,030,984
Funds held by deposited with reinsur panies 23,934,810 23,934,810
Current federal and foreign inco éecoverable 30,908,631 30,908,631
Net deferred tax asset 532,138,539 532,138,539
Guaranty funds receivab@ 37,427,058 37,427,058
Electronic data processing equipment and software 41,671,930 41,671,930
Aggregate write-ins@{e other than invested assets 419,042,678 419,042,678

Total adm assets $ 23,956,964,668 $ 0 $ 23,956,964,668
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Liberty Mutual Insurance Company

Statement of Assets, Liabilities, Surplus and Other Funds
as of December 31, 2004

Liabilities, Surplus and Other Funds

Liabilities:

Losses

Reinsurance payable on paid loss
and loss adjustment expenses

Loss adjustment expenses

Commissions payable, contingent commissions
and other similar charges

Other expense (excluding taxes, licenses and fees)

Taxes, licenses and fees (excluding federal
and foreign income taxes)

Borrowed money

Unearned premiums

Advance premium

Dividends to policyholders declared and unpaid

Ceded reinsurance premiums payable
(net of ceding commissions)

O
Funds held by company under reinsurance treaties \

Amounts withheld or retained by company
for account of others

Provision for reinsurance

Draft outstanding

Payable to parent, subsidiaries and a@*&

Payable to securities

Aggregate write-ins for liabilitie &
Total liabilities @
Capital and surplus: &

Common stock 9
Aggregate write-i special surplus funds
Aggregate write-ins for other than special surplus funds
Surplus notes

Gross paid in and contributed surplus

Unassigned funds (surplus)
Total capital and surplus

>

Total Liabilities, Surplus and Other Funds

Statutory
Per Annual Examination Per Statutory
Statement Adjustments Examination

$ 8,904,510,525

38,306,568
1,698,423,690

90,474,680
326,334,460

201,866,
28,054,

2, ,a%ms
,938,687
/386,953

501,805,061
2,187,584,513

O

Y

$ 0 Q 8,904,510,525

S
%6

38,306,568
1,698,423,690

90,474,680
326,334,460

201,866,428
28,054,545
2,682,556,143
24,938,687
2,386,953

501,805,061
2,187,584,513

170,375,043 170,375,043
131,753,865 131,753,865
244,683,699 244,683,699
42,362,549 42,362,549
128,000,354 128,000,354
(702,803,013) (702,803,013)

16,701,614,750

10,000,000
757,681,198
1,250,000
1,012,850,926
2,004,071,957
3,469,495,837

16,701,614,750

10,000,000
757,681,198
1,250,000
1,012,850,926
2,004,071,957
3,469,495,837

7,255,349,918

7,255,349,918

$ 23,956,964,668

$ 0

$ 23,956,964,668
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Liberty Mutual Insurance Company

Statement of Income

for the year ended December 31, 2004

Premiums earned

Deductions:

Losses incurred

Loss expenses incurred

Other underwriting expenses incurred

Aggregate write-ins for underwriting incurred
Total underwriting deductions

Net underwriting gain (loss)

Net investment income earned
Net realized capital gains

Net investment gain

@

Net loss from agents' or premium balances charged o
Finance and service charges not included in premi
Aggregate write-ins for miscellaneous income

Total Other Income (loss)

federal and foreign income taxes
Dividends to policyholders

Net Income after dividen %Iicyholders and before

federal and foreign@ taxes

Federal and fg% me taxes incurred
Net Income

Net Income before dividends to po{y@& and before

Per Annual
Statement

Statutory
Examination
Adjustments

Per Statutory
Examination

$6,451,473,219

4,289,072,685
1,052,596,261
1,605,663,162

1,244,734

6,948,576,842

(497,103,6

~
199,729,891

$ 0

2

O@

ﬁS,Zw

4,289,072,685
1,052,596,261
1,605,663,162

1,244,734

6,948,576,842

(497,103,623)

622,787,370
199,729,891

O

02,517,261

(31,060,945)

822,517,261

(31,060,945)

39,542,359 39,542,359
(129,124,269) (129,124,269)
(120,642,855) (120,642,855)
204,770,783 204,770,783

26,222,615 26,222,615
178,548,168 178,548,168

(38,311,422)

(38,311,422)

$ 216,859,590

216,859,590
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Liberty Mutual Insurance Company
Statement of Capital and Surplus
for the year ended December 31, 2004

Statutory
Per Annual Examination Ve Statutory
Statement Adjustments Examination
Capital and Surplus, December 31, prior year $ 6,123,094,334 $ 0 $ 6,123,094,334
Net income (loss) 216,859,590 216,859,590
Change in net unrealized capital gains and (losses) 373,180,256 373,180,256
Change in net deferred income tax (4,234,421) (4,234,421)
Change in non-admitted assets and related items 68,545,751 68,545,751
Change in provision for reinsurance 11,244,916 11,244,916
Change in surplus notes (128,495,533) (128,495,533)
Surplus adjustment:
Paid in 574,433,074 574,433,074
Aggregate write-in for gains and losses in surplus O 20,721,951 20,721,951
L
Net change in capital and surplus for the year N 1,132,255,584 1,132,255,584
Capital and Surplus, December 31, cu‘p&ar $ 7,255,349,918 $ 0 $ 7,255,349,918

¢
'&xo
QO
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Liberty Mutual Insurance Company

Reconciliation of Capital and Surplus for the Years Ended
December 31, 2004, 2003, 2002, 2001 and 2000

Capital and Surplus, December 31, prior year

Net income (loss)
Change in net unrealized capital gains and (losses)
Change in foreign exchange adjustment
Change in net deferred income tax
Change in non-admitted assets and related items
Change in provision for reinsurance
Change in surplus notes
Cumulative effect of changes in accounting principles
Capital changes:
Transferred from surplus
Surplus adjustment:
Paid in
Transferred to capital
Dividends to stockholders
Aggregate write-in for gains and losses in surplus

2004

2003

$ 6,123,094,334

$ 4,007,749,220

216,859,590
373,180,256
(4,234,421)
68,545,751
11,244,916
(128,495,533)

A
?b&g,o%?

20,721,951

o

93,665,316

568,313,4520

28,329
163,830

1,348,748,248

(10,699,329)

200Q

NS

2001

2000

$ 207,118  $ 5,517,709,029  $ 5,549,445,694
343,792,955 (312,906,684) 124,368,771
(807,003,240) (809,356,199) (196,877,225)
- - 87,142,576
346,104,122 125,575,976 -
(473,169,849) 144,023,782 -
(7,958,243) (5,881,972) 11,430,842
163,830 163,830 163,830

- (168,800,430) -

- 10,000,000 -
81,646,842 - -
- (10,000,000) -

2,210,000 (2,210,000) -
45,755,685 (12,110,214) (57,965,459)

2,115,345,114

(468,457,898)

(1,041,501,911)

(31,736,665)

O
Net change in capital and surplus for the year& 1,132,255,584

WO

Capital and Surplus, December 31, cu\)ent year

S

$ 7,255,349,918

$ 6,123,094,334

$ 4,007,749,220

$ 4,476,207,118

$ 5,517,709,029




Report of Statutory Financial Examination of
Liberty Mutual Insurance Company
As of December 31, 2004

NOTES TO THE FINANCIAL STATEMENTS

Note 1: Loss and Loss Adjustment Expense Reserves

The Division retained PwC to review the reasonableness of LMIC's and LMFIC's
loss and loss adjustment expense reserves as of December 31, 2004. In order to review
the reasonableness of their reserves, PwC reviewed the reasonableness of the Pool’s
reserves. The Pooling Agreement described in the Reinsurance section of this report
identifies all members of the Pool as well as each entity's pro-rata share of the Pgol's
underwriting results.

The actuarial review process included individual consideration..Q Pool's
direct, assumed, and ceded components in order to determine the reas ess of its
net loss and loss adjustment expense reserves. The net result for the.Pool is then
allocated to individual pooling members based on its pro-rata share e Pool.

The review was conducted in a manner consistent with Qode of Professional
Conduct and the Qualification Standards of the American A y of Actuaries and the
Standards of Practice adopted by the Actuarial Standards

The results of PwC’s actuarial review indic that the Company’s reserves at
December 31, 2004 made a reasonable provisi r‘all unpaid loss and loss adjustment
expense obligations of the Company under terms of its policies and reinsurance
agreements.

The tables below summarize a %rison of PwC’s loss and loss adjustment
expense reserve estimates, both 4 c@ng and excluding EBNR and Retrospective
Reinsurance, to those carried by %& as of December 31, 2004. All amounts shown
are in millions, ($000,000s omitt:

Net Loss & LAE Reserves excl. EBNR Carried PwC Best Carried vs.
Retroactive Reinsurance Reserve Estimate PwWC Best
Net Environmental Reserve / Esti 1,034 1,135 (101)
Net excl Environmental R timate 9,569 9,750 181
Total Net 10,603 10,885 (282)

Carried PwC Range Carried vs. PwC
Net Loss & LA(%eserves incl. EBNR and Reserve Low Best High Low Best High
Retro%tiv insurance
N@onmental Reserves / Estimate 1,034 874 1,135 1,396 160 (101) (362)
Net excl” Environmental Reserves / Estimate
(Loss and LAE only) 9,569 9,750 (181)
EBNR (560) (393) (167)
Retroactive Reinsurance (1,327) (1,434) 107
Net excl. Environmental Reserves / Estimate 7,682 7,527 7,923 8,647 155 (241) (965)
Independence / Covariance Adjustment 203 (203) | (203) 203
Total Net Loss & LAE Reserves 8,716 8,604 9,058 9,840 112 (342) | (1,124)
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While PwC presented the ranges for the Environmental and other-than-
Environment liabilities, they were the intermediate results of the calculations made at
various levels in order to derive the range for the Company in total. While they serve to
illustrate the relative position of the Company’s reserves at these intermediate levels, the
overall analysis was designed to evaluate a range for the Company in total. The
Independence — Covariance Adjustment in the table above reflected the judgment that
the outcomes among the environmental and non-environment exposures would be
statistically independent of each other. Therefore, the breadth of the overall range was
narrower than the breadth of the simple sum of the two intermediate ranges.

LMIC provided the Division with information on significant reservi é%xts
subsequent to the December 31, 2004 analysis. During calendar year {&L IC

recorded the following loss and allocated loss adjustment expense d ent for
accident years 2004 and prior: 6

Change in Booked
($millions) Loss and ALAE %

A&E $146.3 :\
Non-A&E 193.9

O

creases PwC’s comfort with its
ate, no conclusions should be made as
as of December 31, 2005 or the 2005

Total $340.2

While the Company’s development in
December 31, 2004 indicated reserve point
to the overall adequacy of LMIC's reserve positi
accident year.
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ACKNOWLEDGEMENT AND REPORT OF CERTIFIED FINANCIAL EXAMINER

This is to certify that the undersigned is a duly qualified Certified Financial
Examiner (“CFE"), and that pursuant to a proposal submitted by
PricewaterhouseCoopers LLP to the Division of Insurance of the Commonwealth of
Massachusetts (“Division”) dated June 27, 2005, certain agreed-upon procedures have
been applied to the accounting and corporate records of Liberty Mutual Insurance
Company for the purpose of assisting the Division in fulfilling its requirements regarding
periodic Association Statutory Examinations of Massachusetts domiciled insurers.

The undersigned’s participation in this Association Financial Examinati ‘&%he
Examiner-In-Charge encompassed responsibility for the coordination and dire &ef he
statutory examination performed which was in accordance with, a antially
complied with, those standards established by the Financial Condition mittee of
the NAIC and the NAIC Handbook. This participation consisted of in ment in the

planning (development, supervision, and review of agre%?gfn procedures),

administration, review of work papers prepared as documentary eyi e of examination

procedures performed, and preparation of the statutory examin% eport.

The cooperation and assistance of the officers and loyees of Liberty Mutual
Insurance Company extended to all examiners during @ ourse of the examination is
hereby acknowledged.

John M. Curran, CFE ‘\'
Supervising Examiner and Exa -In-Charge
Commonwealth of Massachu

Division of Insurance
Boston, Massachusetts &

&O
>
&X

QO
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	Growth of Company 

	The growth of the Company for the years 2000 through 2004 is shown in the following schedule, which was prepared from the Company’s statutory annual statements (000's): 
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	Management 
	Annual Meeting of the Stockholder 
	Director
	Title
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	Disaster Recovery and Business Continuity 


	Affiliated Companies 
	Transactions and Agreements with Subsidiaries and Affiliates 
	Management and Service Agreement 
	Tax Sharing Agreement 
	 

	Dividends to Policyholders 

	Year
	Dividends
	Assumed Reinsurance  
	Subsequent Events 




