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Honorable Scott Richardson Honorable Merle D. Scl&wr%

Secretary, Southeastern Zone, NAIC Secretary, Midwestern T NAIC
Director of Insurance Director of Insuran

South Carolina Department of Insurance South Dakota Diwi of Insurance
Capital Center Department o nue and Regulation
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Honorable Commissioners, Directors, and Superintendent:

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

THE NORTHERN ASSURANCE COMPANY OF AMERICA
Canton, Massachusetts



The Northern Assurance Company of America

at its home office located at One Beacon Lane, Canton, MA, 02021-1030. The following report
thereon is respectfully submitted.

SCOPE OF EXAMINATION

The Northern Assurance Company of America (hereinafter referred to as "the Company" or
“Northern Assurance") was last examined for the period January 1, 1997 through December 31,
2001. The current National Association of Insurance Commissioners (“NAIC”) association plan
examination covers the intervening period from January 1, 2002 through December 31, 2006,
and any material transactions and/or events occurring subsequent and noted iﬁ%the
examination.

The current examination was conducted at the direction of, and under the o nagement
and control of the examination staff of the Massachusetts Division of Insurancex(the “Division”)
representing the NAIC Northeastern Zone. Representatives from the fir RSM McGladrey,
Inc. were engaged by the Division to assist in the examinatio I7%erforming certain
examination procedures. The current examination was conducted co&t with, and as part of
the examination of the OneBeacon Group of companies and the Beacon Inter-Company
Reinsurance Pool, (the “OneBeacon Pool”) with Pennsylvania/as the lead state. RSM
McGladrey was also retained by the Pennsylvania | @ e Department to assist the
Pennsylvania Insurance Department in conducting its examination of the OneBeacon Pool and
the Pennsylvania domiciled insurers in the OneBegacen Group. The Pennsylvania Insurance
Department also retained the actuarial service@ PMG LLP to review the actuarially
determined loss and loss adjustment expense reserves-of the OneBeacon Pool. The Division has
relied on Pennsylvania for all of the work per d on the pooled accounts and KPMG LLP for
the work performed on the pooled loss .reS@s.

The examination was conducted in acéordance with standards established by the NAIC Financial
Condition (E) Committee as well th the requirements of the NAIC Financial Condition
Examiner’s Handbook, the examination standards of the Division and with Massachusetts
General Laws. The princip of the examination was 2006 activity; however transactions
both prior and subsequent/hereto were reviewed as deemed appropriate. The examination was
conducted followin @ Risk Focused Examination model.

review of th ny’s business policies and practices, corporate records, reinsurance treaties,
conflict of interest disclosure statements, fidelity bonds and other insurance, disaster recovery
plan an &er pertinent matters to provide reasonable assurance that the Company was in
c% with applicable laws, rules and regulations. In planning and conducting the

In addition to§1 of the financial condition of the Company, the examination included a

e ation, consideration was given to the concepts of materiality and risk and examination
efforts were directed accordingly.

The Company is audited annually by PricewaterhouseCoopers LLP, an independent certified
public accounting firm, in accordance with 211 CMR 23.00. The firm expressed unqualified
opinions on the Company’s financial statements for the calendar years 2002 through 2006. A
review and use of the Certified Public Accountants’ work papers were made to the extent
deemed appropriate and effective.



The Northern Assurance Company of America

The examination was performed in conjunction with and concurrent with the examination of four
of its Massachusetts domiciled affiliates; OneBeacon America Insurance Company; The
Employers’ Fire Insurance Company; American Employers’ Insurance Company; and,
Massachusetts Homeland Insurance Company.

HISTORY
General

The predecessor company was incorporated in 1954, under the laws of Massachusetts as‘the
Halifax Insurance Company of Massachusetts. On December 31, 1960, the Unit S
Branch of The Northern Assurance Company Limited was domesticated into its ion

carrier, American Marine and General Insurance Company, which was simult erged
with and into The Halifax Insurance Company of Massachusetts. The survivi sachusetts
company, embracing the three named companies, adopted the present title on January 1, 1961.

The Company was incorporated under the laws of Massachusetts unol?é%)emporary title of
Commercial Union Property and Casualty Insurance Company on A 1, 1987, to act as the

vehicle for the return of the corporate domicile of The Nort ssurance Company of
America from Vermont to Massachusetts, effective December 989. The latter company
had been incorporated on January 18, 1980, under the of Vermont, also under the

temporary title Commercial Union Property and Casualty, Insurance Company, to act as the
vehicle for the transfer of the corporate domicile OI% orthern Assurance Company of
America from Massachusetts to Vermont, effectiv cember 31, 1980. Subsequently, pursuant
to an agreement of merger dated August 1987, effective December 1989, the Company merged
into Commercial Union Property and Casualty~lnsurance Company and redomesticated back to
Massachusetts. @

In June 1998, Commercial Union pl . neral Accident plc were merged in a pooling of
interests. The U.S. operations of the nies were formally combined on December 31, 1998
when all of the assets of Gene ccident Corporation of America were transferred to

Commercial Union Corporatio e name was changed to CGU Corporation.

On June 1, 2001, White
Corporation togethe
CGU Corporation

ains Insurance Group, Ltd. (“White Mountains”) acquired CGU
its subsidiaries, from London-based CGNU plc. On July 19, 2001
enamed OneBeacon Corporation, which merged into Fund American
Companies, | .?ecember 30, 2001. On December 31, 2001, all assets formerly owned by
OneBeacon C{% tion were contributed by Fund American Companies, Inc. to OneBeacon
Insurance %up LC, a newly formed holding company.

Atyea 2001 the Company was a wholly owned subsidiary of The Camden Fire Insurance
ssaciation, a New Jersey domestic. Effective January 1, 2003, The Camden Fire Insurance
Association sold all of its common stock of the Company to OneBeacon Insurance Company.

Common Capital Stock

As of December 31, 2006, the authorized capital stock of the Company consisted of 60,000
shares of $100 par value common stock of which 45,000 shares were issued and outstanding with
an aggregate stated value of $4,500,000. All of the common stock was owned by OneBeacon
Insurance Company.



The Northern Assurance Company of America

Dividends to Stockholders

The Company did not pay any dividends to its stockholder during the examination period.

Growth of Company

The growth of the Company for the years 2002 through 2006 is shown in the following schedule,
which was prepared from the Company's Annual Statements. All amounts are in thousands.

Admitted Direct Premiums ~ Net P%
Year Assets Liabilities Surplus Written it
2006  $ 355,883 $ 163,932 $191,951 $ 142,479
2005 339,320 171,432 167,888 135,804
2004 345,033 181,107 163,926 196,334
2003 389,708 238,900 150,808 160,908 % 85,653
2002 437,153 303,318 133,835 143,4 111,880

MANAGEMENT O

Annual Meeting of Stockholders &

The annual meeting of the stockholders was h e first Tuesday in May during the
examination period. At any meeting of the stockholders, a majority in interest of all stock issued
and outstanding and entitled to vote upon a Euest n to be considered at the meeting shall

constitute a quorum for the consideration of uestion. The minutes indicated that a written
consent of sole stockholder in lieu of ar‘@ eeting was obtained for each year during the

examination period.
&

Board of Directors ‘b

The by-laws provide that th ess and affairs of the Company shall be managed by the Board
of Directors except as wise provided by the Articles of Incorporation or by a valid
shareholder agreement. Board of Directors shall consist of not less than seven or more than
fifteen Directors ét e number determined at each annual meeting by resolution of the

irector holds office for a term of one year.

shareholders.&

The minutes of the Board of Directors meetings indicated that meetings were held four times per
year dm e examination period. At any meeting of the Board, a majority of Directors, but
n n four, 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.



The Northern Assurance Company of America

At December 31, 2006 the Board was comprised of nine Directors. Directors duly elected and
serving at December 31, 2006, with business affiliations were as follows:

Director Business Affiliation
T. Michael Miller Deputy Chairman, President and CEO,
Chairman of the Board OneBeacon Insurance Group, Ltd.; Managing Director,

Chairman of the Board, President and CEO, OneBeac

Insurance Group LLC \
Alex C. Archimedes Senior Vice President, OQ

OneBeacon Insurance Company

Andrew C. Carnase Senior Vice President, %
OneBeacon Insurance Company

Mark K. Dorcus Managing Director and Pres@%
White Mountains AdvisQa

Thomas L. Forsyth Secretary, OneBea &s nce Group, Ltd.; Managing
Director, Seni ice President, General Counsel and
Secretary, O%acon Insurance Group LLC

Paul H. McDonough Vice Pregident and CFO, OneBeacon Insurance Group,
Ltd.; ing Director, Senior Vice President and
CFO,"®neBeacon Insurance Group LLC

Brian D. Poole (@anaging Director, Senior Vice President and Chief

Actuary, OneBeacon Insurance Group LLC

Thomas N. Schmi& Senior Vice President and Chief Human Resources
Officer, OneBeacon Insurance Company

Roge er Senior Vice President,
& OneBeacon Insurance Company

<



The Northern Assurance Company of America

Officers

The by-laws of the Company provide that the officers of the Company shall be a president, one
or more vice presidents, a secretary, and a treasurer and other officers as deemed necessary.
Pursuant to the by-laws, the officers of the Company are elected by the Board of Directors.

Vacancies among the officers shall be filled by the Board of Directors.

The elected senior officers and their respective titles at December 31, 2006 follow:

Name

T. Michael Miller
Alex C. Archimedes
Andrew C. Carnase
Michael J. Daly
Eugene C. Fazzie
Thomas L. Forsyth
Dana P. Hendershott
Michael R. Keane
Paul H. McDonough
Michael J. McSally
John M. Meuschke
Michael F. Natan
Donald P. Nibouar
Brian D. Poole
Kevin J. Rehnberg
Thomas N. Schmitt
Roger M. Singer
Kathleen M. Taylor
Dennis R. Smith
Frederick J. Turcotte

Title ‘%
Chairman of the Board, President and Chief Executive Xr
Senior Vice President

Senior Vice President O

Senior Vice President

Senior Vice President %

Senior Vice President and General Couns

Senior Vice President and Chief Admi ve Officer

Senior Vice President

Senior Vice President and Chief

Senior Vice President
Senior Vice President

Senior Vice Presiden f Information Officer
Senior Vice Presid
Senior Vice President and Chief Actuary

Senior Vice Pre

ial Officer

Senior Vlce nt and Chief Human Resources Officer
Senior |dent

Senior %remdent

Secr

esident and Treasurer

Conflict of Interest Pro

The Company has
has an establi
or affiliation o
official duties.

ed a policy statement pertaining to conflict of interest. The Company
edure for the disclosure to the Board of Directors of any material interest
art of any officer or Director, which is in or is likely to conflict with his/her

aIQach officer, Director and responsible employee completes a questionnaire disclosing
an aterial conflicts of interest. The completed questionnaires were reviewed, and no
discrepancies were noted in the responses to the General Interrogatories regarding conflicts of
interest as reflected in the Company's 2006 Annual Statement.

Management Continuity and National Emergency

The Company provides for the continuity of management in the event of a catastrophe or other
emergency in accordance with sections 180M through 180Q of Chapter 175 of the Massachusetts
General Laws.
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Corporate Records

Articles of Incorporation and By-laws

The by-laws and Articles of Incorporation and amendments thereto were read. There was one
change to the by-laws since the prior examination. This change was made to include an
indemnification clause and was properly filed with the Secretary of the Commonwealth of

Massachusetts.
AFFILIATED COMPANIES \ﬂ

Per Form B, as filed with the Division, the Company is a member of a holding,eon
and is subject to the registration requirements of Chapter 175, Section 206C of assachusetts
General Laws. The Company is a wholly owned subsidiary of OneBeacon Insurance Company;
a Pennsylvania domiciled insurance company, which is a wholly éﬁed subsidiary of
OneBeacon Insurance Group LLC, an insurance holding companw iled in the state of

Delaware. OneBeacon Insurance Group LLC is an indirect w, owned subsidiary of
OneBeacon Insurance Group, Ltd., a publicly traded insurance ing company domiciled in
Bermuda. White Mountains Insurance Group, Ltd., also surance holding company
domiciled in Bermuda, is the “ultimate controlling perso the Company, and indirectly
owned 72.4% of the outstanding shares of OneBeacon)@ roup, Ltd. as of December 31,

2006.
The Company is the direct parent of one subsidia:y/g?rpany, OneBeacon Midwest Insurance
Company, domiciled in Wisconsin.

&
Corporate Governance @

OneBeacon Insurance Group, Ltd.‘@l publicly traded company listed on the New York Stock
Exchange (“NYSE”). As su Beacon Insurance Group, Ltd. is subject to the rules and
regulations of the Sarbane Act of 2002, the Securities Exchange Commission and the
NYSE. OneBeacon In t& e Group, Ltd. has ultimate fiduciary responsibilities for the
Company’s operati rporate actions, and treatment of constituents, particularly
policyholders, claim employees, shareholders, etc.

It should be rN at OneBeacon Insurance Group, Ltd. has an audit committee of its Board of
Directors that is‘comprised of “independent” Directors; it meets four times a year; appears to
have a jally sound acumen within its outside Directors composition; is ultimately
re @to the full Board for outside external auditor selection (CPA firm) and review of such
sé%s; for the financial reporting accounting and disclosure environment; for the internal
control environment from which the corporation operates; and for control of selection of other
consulting firms services as to “independence” from a “sound practices” perspective.

Transactions and Agreements with Subsidiaries and Affiliates

Investment Management Agreement

The Company maintains an agreement with White Mountains Advisors, LLC to act as
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investment advisor. Under this agreement, White Mountains Advisors, LLC provides investment
management services, including the investment and reinvestment of the Company’s invested
assets. The fee for these services is paid on a quarterly basis at rates applied to its investment
portfolio.

Tax Sharing Agreement

The Company is a party to a consolidated income tax agreement which covers the allocation,
settlement, and financial statement presentation of current federal income taxes ong
companies included in the consolidated income tax return of the Fund America Rinancial
Services, Inc., and its subsidiaries.

ORGANIZATION CHART O

White Mountains Insurance Group, Ltd. (Bermuda) %
White Mountains Holdings Bermuda, Ltd. (Bermuda) @
OneBeacon Insurance Group, Ltd. (Bermuda) (72.4%)
Mill Shares Holdings (Bermuda), Ltd. %
OneBeacon Holdings (Gibraltar), Ltd. O

OneBeacon Holdings (Luxembourg) S.a.r.l.
Fund American Financial Services, Inc. (DE)
Fund American Enterprise Holdings, Inc. (DE)
Fund American Companies, Inc. (DE) 0
OneBeacon Insurance Group LL )
OneBeacon Insurance Company )
Atlantic Specialty Insurance Company (NY)
AutoOne Insura@wpany (NY)
AutoOne Sel rance Company (NY)
Homelafid,| ce Company of New York (NY)
Farmem erchants Insurance Company (OK)
Midwestern Insurance Company (OK)
nd General Insurance Company (TX)
OneBeacon America Insurance Company (MA)
York Insurance Company of Maine (ME)

Massachusetts Homeland Insurance Company (MA)
The Northern Assurance Company of America (MA)

0 OneBeacon Midwest Insurance Company (WI)
x The Camden Fire Insurance Company (NJ)
& Pennsylvania General Insurance Company (PA)

& OneBeacon Lloyd’s of Texas (TX)
&o The Employers’ Fire Insurance Company (MA)

American Employers’ Insurance Company (MA)
American Central Insurance Company (MO)
Potomac Insurance Company (PA)
New Jersey Skylands Management LLC Attorney-In-Fact (DE)
New Jersey Skylands Insurance Association (NJ)
New Jersey Skylands Insurance Company (NJ)
Adirondack AlIF, LLC Attorney-In-Fact (NY)
Adirondack Insurance Exchange (NY)
Houston General Insurance Management Company Attorney-In-Fact (TX)
Houston General Insurance Exchange (TX)
Houston General Insurance Company (TX)
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FIDELITY BOND AND OTHER INSURANCE

The Company maintains fidelity coverage with an authorized Massachusetts insurer, consistent
with Massachusetts General Laws, Chapter 175, Section 60. The aggregate limit of liability
exceeds the NAIC suggested minimum.

The Company has further protected its interests and property by policies of insurance covering

other insurable risks.

Massachusetts and was in force as of December 31, 2006.

The statutory deposits of the Company at December 31, 2006 are as follows:

State

Arizona
California
Connecticut
Delaware
Georgia

Idaho

Ilinois

Kansas
Louisiana
Maryland
Massachusetts
Nevada

New Hampshire
New Mexico
New York
North Carolina
Oregon

Texas

&X

O INSURANCE PRODUCTS AND RELATED PRACTICES

STATUTORY DEPOSITS

Purpose of Deposit Book V%
Reserved for Workers” Compensation @832
Reserved for Workers” Compensation Oczl 40,258

Reserved for Workers” Compensation ,526,088
Reserved for Workers’ Compensatior@ 121,067

Protection of Georgia Policyholder 141,738
Reserved for Workers” Comp @ 32,213
Reserved for Workers’ Com%tion 57,651
Reserved for Workers” Compensation 77,312
Reserved for Fidelity a ty 90,197
Reserved for Worker, pensation 57,651
Protection for All D% olders 3,470,573
Reserved for > Compensation 128,853
Reserved for ers’ Compensation 63,749
Protection/of*New Mexico Policyholders 386,558
Reserved, for Workers” Compensation 57,651
Mu urposes 322,131
ed for Surety 530,387

erved for Fidelity and Surety 128,853
eserved per Ins Code Stat 38.2-1045 242,133
Totals $13,001,895

Territory and Plan of Operation

Coverage is provided by insurers licensed in the Commonwealth of

S

OQ

Fair Value

$127,052
4,447,985
2,524,667
121,277
139,076
31,608
57,751
75,860
88,503
57,751
3,476,612
126,433
63,575
379,299
57,751
316,082
531,310
126,433
242,554

$12,991,579

The Company is licensed to write business in all 50 states, the District of Columbia and the U.S.
Virgin Islands. The Company is a member of the OneBeacon Insurance Group which operates
as a multi-line organization that sells commercial, personal and specialty products. OneBeacon
Insurance Group works with approximately 2,400 agencies and brokers.
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Treatment of Policyholders and Claimants — Market Conduct

During the financial examination of the Company, the Division’s Market Conduct Section
initiated a comprehensive market conduct examination of Massachusetts business of certain
members of the OneBeacon Insurance Group, including the Company, for the period January 1,
2006 through June 30, 2007. The market conduct examination was called pursuant to authority
in Massachusetts General Laws Chapter 175, Section 4. The market conduct examination was
conducted at the direction of, and under the overall management and control of, the Market
Conduct Examination Staff of the Division. Representatives from the firm of Rudmose & Noller
Advisors, LLC were engaged to complete certain agreed upon procedures which were/o Qed
using the guidance and standards of the NAIC Market Conduct Examiner’s Hane
market conduct examination standards of the Division, and the Commonwealth ef-\Massa
insurance laws, regulations and bulletins. The basic business areas reviewed this market
conduct examination are company operations/management; complaint handlingzmarketing and
sales; producer licensing; policyholder services; underwriting and ra?; claims; and an
assessment of the Company’s internal control environment. Since th@ ny has no premium

or claim activity during the 18 month market conduct examination , 1t was not expected
that procedures would be performed directly relating to the Com ~~Once this market conduct
examination is completed, a Report on the Comprehensive onduct Examination of the
Massachusetts domiciled members of the OneBeacon Insur roup for the period January 1,
2006 through June 30, 2007 will be issued and become}@le s a public document.

RElNSURQCE

OneBeacon Inter-Company Reinsurance P

The Company is a participant in the O‘@on Inter-Company Reinsurance Pool (the “Pool’)
along with numerous affiliates (colle called “Pool Participants”). The current reinsurance
pooling agreement was amended restated effective January 1, 2001 and amended twice
effective January 1, 2004. Underthe pooling agreement, each of the Pool Participants cedes
100% of its direct business eacon Insurance Company, the “Lead Company” in the Pool,
and after recording all ed reinsurance from affiliates and third parties and ceded
reinsurance to third @ he remaining net underwriting activity is retro-ceded to each Pool
Participant in acc ce with each participant’s pooling percentage. The Company’s
participation rati ing the examination period and as of December 31, 2006 has remained
constant at 5% The Pool Participants and their respective participation percentages as of
December 6 were as follows

QO

10



The Northern Assurance Company of America

NAIC | Participation
Company (State of Domicile) CoCode Ratio
OneBeacon Insurance Company (PA) 21970 54.0%
OneBeacon America Insurance Company (MA) 20621 16.4%
Homeland Insurance Company of New York (NY) 34452 10.0%
Pennsylvania General Insurance Company (PA) 21962 10.0%
The Northern Assurance Company of America (MA) 38369 5.0
AutoOne Select Insurance Company (NY) 34479 1. 0\
The Employers’ Fire Insurance Company (MA) 20648 %
AutoOne Insurance Company (NY) 34460 Q? Yo
Atlantic Specialty Insurance Company (NY) 27154 0.6%
100.0%

the Lead Company to
ng policy development,
t, personnel, purchasing,
t expenses attributable to these
rdance with their respective
der the pooling agreement are made

Under the terms of the pooling agreement, each Pool Participant aut
perform various services on behalf of the Pool Participants }
marketing, underwriting, policy administration, loss se
accounting, data processing and facilities management. T
services are allocated among the Pool Participants
participation percentages. Net settlements of all a
quarterly.

The Pool Participants also authorize the Le@;ompany to effect and be responsible for all
reinsurance with third parties on contracts @OI surance policies issued by the Pool Participants.
As a result, all third party reinsurance o ol is recorded in the Lead Company prior to being
ceded to the Pool, and therefore, the Kgmh%any does not cede or assume any business other than

that business based on its participa@n the Pool.

d above, which ultimately share in the results of the Pool by
virtue of their respectiv med participation pooling ratio, the Lead Company assumes
business from a nun&a@i s other subsidiaries and affiliates outside of the pooling agreement,

In addition to the entities i

in @ manner similar of the Pool Participants, except that no business is retro-ceded back to

to the ompany and ultimately the Pool, but which do not assume any net underwriting

b% from the Pool or the Lead Company:

these other er&i.
The following is‘a list of subsidiary and affiliated companies which ceded underwriting activity
o

11
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NAIC
Company (State of Domicile) CoCode

American Central Insurance Company (MO) 37915

American Employers’ Insurance Company (MA) 20613

Camden Fire Insurance Association (NJ) 21946

OneBeacon Midwest Insurance Company (WI) 42650

Farmers and Merchants Insurance Company (OK) 25707

Massachusetts Homeland Insurance Company (MA) 40320

Midwestern Insurance Company (OK) 1901

OneBeacon Lloyd’s of Texas (TX) 42

Traders and General Insurance Company (TX) 388¢

York Insurance Company of Maine (ME) &267
Other Inter-Company Ceded %
The OneBeacon Insurance Group continues to have $2.5 billion~of reinsurance coverage on
asbestos and environmental losses under an Aggregate L rtfolio Reinsurance Agreement

effective June 1, 2001 between OneBeacon Insuran any and its affiliate Potomac
Insurance Company (“Potomac”). The coverage i @etro-ceded by Potomac to National
Indemnity Company (“NICO”). The reinsurancé%rerage is for 100% of losses and allocated
LAE incurred and paid or payable on or after January 1, 2000, net of reinsurance recoverable
from other third party reinsurers. The co@e includes $955 million of initial aggregate
reserves transferred, and uncollectible jhir@ reinsurance is also covered. As of December
31, 2006, $2.1 billion of incurred lo ALAE had been ceded by the Group to NICO via
Potomac under these reinsurance co , of which $847.0 million had been recovered.

The reinsurance between O
prospective reinsurance in
between Potomac and N
62, Paragraph 28.

con Insurance Company and Potomac is recorded as
ordance with SSAP No. 62, Paragraph 30d. The reinsurance
is recorded as retroactive reinsurance in accordance with SSAP No.

There is an Inistrative Services Agreement among OneBeacon Insurance Company,
Potomac and in connection with the Aggregate Loss Portfolio Reinsurance Agreement
whereby O handles all of the direct business claims administration as well as collection of
reinsur coverable from other third party reinsurers. If and when such recoverables become
une eme, they are covered by the Aggregate Loss Portfolio Reinsurance Agreement to the
extent that such coverage is still available. OneBeacon Insurance Company reports its
recoverables from such third parties as recoverable from NICO.

OneBeacon Insurance Company and its affiliates also continue to have excess of loss reinsurance
coverage on accident year 2000 and prior losses and LAE covering all classes of business other
than the policies covered in the Aggregate Loss Portfolio Reinsurance Agreement described
above. The reinsurance agreement is with Potomac, and the coverage is then retro-ceded by
Potomac to General Reinsurance Corporation (“Gen Re”). The coverage is the sum of $170
million of the OneBeacon Insurance Company’s initial reserves plus $400 million excess of the

12
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initial reserves for a total of $570 million. As of December 31, 2006, $550 million of reserves
had been ceded by the Group to Gen Re via Potomac under these reinsurance agreements. Paid
losses and LAE have not yet reached the stage where paid amounts are recoverable under the
agreements.

In accordance with SSAP No. 62, the reinsurance between OneBeacon Insurance Company and
Potomac is recorded as prospective reinsurance, and the reinsurance between Potomac and

General Re is recorded as retroactive reinsurance.

13
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ACCOUNTS AND RECORDS

The Company’s internal control structure was discussed with management through
questionnaires and through a review of the work performed by the Company’s independent
certified public accountants, PricewaterhouseCoopers LLP, including work papers generated to
support the requirements of the Sarbanes-Oxley Act of 2002. As part of its engagement for the
Pennsylvania Insurance Department, RSM McGladrey performed a review and evaluation of the
control environment of OneBeacon Group’s IT systems. The NAIC’s Information Systems
Questionnaire (ISQ) completed by the Company was reviewed and interviews with ﬁny
management and IT staff were conducted to gather supplemental information and correbo he
Company’s responses to the ISQ. Included was a review of the documenta 'porting
Management and Organization Controls, Application Systems Development aintenance
Controls, Operating and Processing Controls, Logical and Physical Security Controls,
Contingency Planning Controls, Personal Computers, Local Area Netwo%LAN), Wide Area
Network (WAN) and Internet Controls. The control environment of th pany’s information
systems was found to have in place sufficient internal controls.

No material internal control weaknesses were noted in con Q with the examination, nor
were any such matters reported in the CPA firm’s filings wi Division.

general ledger and supporting documents to the Annual Statement. No material exceptions

The Company uses an automated general Iedge&Q@T rial balances were traced from the
were noted.

14



The Northern Assurance Company of America

FINANCIAL STATEMENTS

The following financial statements are presented on the basis of accounting practices prescribed
or permitted by the Division of Insurance of the Commonwealth of Massachusetts and by the
National Association of Insurance Commissioners, as of December 31, 2006.

Statement of Assets, Liabilities, Surplus and Other Funds as of December 31, 2006

Statement of Income for the Year Ended December 31, 2006 1
Statement of Capital and Surplus as of December 31, 2006 \

Reconciliation of Capital and Surplus for Each Year in the Five Year Perio December
31, 2006
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The Northern Assurance Company of America

The Northern Assurance Company of America
Statement of Assets, Liabilities, Surplus and Other Funds
As of December 31, 2006

Assets

Bonds

Preferred stocks

Common stocks

Cash and short-term investments

Other invested assets

Receivable for securities

Subtotals, cash and invested assets
Investment income due and accrued
Uncollected premiums and agents'
balances in course of collection

Deferred premiums, agents' balances and
installments booked but deferred and not
yet due

Amounts recoverable from reinsurers
Net deferred tax asset

Guaranty funds receivable or on &;@
en

Electronic data processing equi%
and software

Receivable from parents,
affiliates

Aggregate write-ins ther than
invested assets
Total Asﬁ/o

%ies and
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As Reported
by the Examination  Per Statutory
Company Changes ExaminatioQ
$170,916,938 170,916,938
368,803 68,803
83,629,548 %’,629,548
44,576,087 6 4,576,087
18,928,127 18,928,127
322,919 322,919
318,742,422 O 318,742,422
1,646,741 Q 1,646,741
9,23@ 9,232,047
14,;3,758 14,783,758
1,329,981 1,329,981
5,594,190 5,594,190
30,213 30,213
312,457 312,457
3,753,952 3,753,952
456,891 456,891
$355,882,652 $355,882,652
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The Northern Assurance Company of America
Statement of Assets, Liabilities, Surplus and Other Funds (Continued)

As of December 31, 2006

As Reported by Examination Per Statutory
the Company Changes Notes Examination

Liabilities
Losses $88,416,615 1 $88,416,615
Reinsurance payable of paid losses and loss adjustment expenses 2,304,903 @,903
Loss adjustment expenses 12,278,169 1 7278,169
Other expenses (excluding taxes, licenses and fees) 166,216 166,216
Taxes, licenses and fees (excluding federal and foreign income
taxes) 1,046,159 1,046,159
Current federal and foreign income taxes 3,063,000 6% 3,063,000
Unearned premiums 43,036,838 43,036,838
Advance premium 284,415 % 284,415
Ceded reinsurance premiums payable 1,399,759 O 1,399,759
Payable for securities 10,246,51 10,246,513
Aggregate write ins for liabilities 1,689/325 1,689,325
Total Liabilities 163,931,912
Common capital stock 4,500,000
Gross paid in and contributed surplus 176,478,397
Unassigned funds (surplus) ‘< ! 10,972,343 10,972,343
Surplus as regards policyholders P O 191,950,740 191,950,740

\( $355,882,652 $355,882,652

Total Liabilities, Capital and Surplus Z
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The Northern Assurance Company of America
Statement of Income
For the Year Ended December 31, 2006

As Reported by Examination Per Statutory

the Company Changes Examination
Premiums earned $100,356,952 _$100,356,952"
Losses incurred 47,454,624 47,454, 6
Loss expenses incurred 15,273,826

Other underwriting expenses incurred 35,320,590

Aggregate write-ins for underwriting deductions (1,359,701)

Total underwriting deductions 96,689,339

Net underwriting gain/(loss) 3,667,613 2 5 3 667 613
Net investment income 9,791,326 9,791,326
Net realized capital gains 3,089,362 % 3,089,362
Net investment gain 12,880,688 O 12,880,688
Net gain/(loss) from agents' or premium balances

charged off (200, (200,065)
Finance and service charges not included in premiums ,349 616,349
Aggregate write-ins for miscellaneous income 1,427,052 1,427,052
Total other income 1,843,336 1,843,336
Net income before dividends to policyholders and C

before federal and foreign income taxes o O 18,391,637 18,391,637

Federal and foreign income taxes incurre&\, 3,919,469 3,919,469

Net Income ‘b $14,472,168 $14,472,168
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The Northern Assurance Company of America
Statement of Capital and Surplus
As of December 31, 2006

As Reported by  Examination Per Statutory

the Company Changes Examination

Capital and Surplus, December 31, prior year $167,888,265 $167,888,265
Net Income 14,472,168 14,472 X
Change in net unrealized capital gains or (losses) 4,541,689

Change in net unrealized foreign exchange 2,301,506

Change in net deferred income tax (1,484,008)

Change in nonadmitted assets 4,231,120

Paid in surplus adjustments 0

Dividends to stockholders 0

Aggregate write-ins 0

Change in surplus 24,062,475 24,062,475
Capital and Surplus, December 31, current year $191,950,7 $191,950,740

19



The Northern Assurance Company of America

The Northern Assurance Company of America

Capital and Surplus, December 31, prior
year

Net Income

Change in net unrealized capital gains or
(losses)

Change in net unrealized foreign
exchange

Change in deferred tax

Change in nonadmitted assets
Paid in surplus adjustments
Dividends to stockholders
Aggregate write-ins

Change in surplus as regards
policyholders

Capital and Surplus, December 31,
current year

Reconciliation of Capital and Surplus
For Each Year in the Five Year Period Ended December 31, 2006

2006 2005 2004 2003 2002
$167,888,265  $163,926,535  $150,808,840  $133,834,686 $115,974,28x
14,472,168 6,437,247 11,145,475 20,218,119 17,8
4,541,689 1,410,610 1,605,640 (1,988,389)
2,301,506 (4,020,060) 3,904,899 0
(1,484,008) (1,595,813) (4,358,771) (5,730 10,332,578
4,231,120 1,729,746 820,452 4,474,604 (9,728,378)
0 0 0 0 0
0 0 0 0 0
0 0 0 0 (5,047,959)
24,062,475 3,961,730 13 16,974,154 17,860,458
$191,950,740  $167,888,2 }26,535 $150,808,840  $133,834,686

®

O

>y

X
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NOTES TO FINANCIAL STATEMENTS

Note 1: Loss and Loss Adjustment Expense (LAE) Reserves

As part of the coordinated financial examination of the OneBeacon Insurance Companies by the
Pennsylvania Insurance Department, the “lead state” of the Group, it retained the actuarial
services of KPMG LLP (“KPMG”) to perform an actuarial analysis of the loss and loss
adjustment expenses (LAE) reserves of the OneBeacon Pool, which includes all reinsured
affiliates as of December 31, 2006. Actuarial data utilized by KPMG, as provided by, the
Company, was reviewed and tested by the examination staff for both accuracy and comﬁ%ss
by performing various examination procedures on statistically valid samples of paid-losses@and
case reserves. KPMG has made an independent assessment of the Pool’s loss and %eserves
as of December 31, 2006 to determine whether the reserve amounts carried arnably stated
in accordance with sound actuarial principals. This analysis was performed both*gross and net of
reinsurance.

As a member of the Pool, the Company shares the results of %géerwriting operations,

including loss and LAE reserves, with a number of affiliates. T pany and all participants

cede 100% of underwriting operations to the Pool, and assE@ m the Pool their respective
0,

share of the net underwriting results of the Pool on -rata basis. The Company’s
participation ratio in the Pool as of December 31, 2006 )@O

KPMG has concluded that based on its revi of OneBeacon’s loss and LAE reserve
calculations, as well as its own independent testing, that loss and LAE reserves held by the

OneBeacon Pool are reasonably stated and f ithin a range of reasonableness as of December
31, 2006. The tables below summarizes a rison of KPMG’s gross, ceded, and net loss and
LAE reserve estimates to those carried Pool in total and the Company’s based on its pro-

rata participation percentage as of D r 31, 2006. All amounts shown are in millions.

OneBeaconAnter-Company Reinsurance Pool (in millions)

KPMG Estimates

&O OneBeacon Redundancy/

Low Selected High Carried (Deficiency)
Gross Loss Q $ 3,836 $4,332 $4,962 $4,218 $ (114)
Ceded Loss & E 1,907 2,272 2,680 2,204 (68)
Total N&)ss & LAE 1,929 2,060 2,282 2,014 (46)

Q

X’ The Northern Assurance Company of America Net Loss and LAE Reserves (in millions)

KPMG Estimates
Company Redundancy/

Low Selected High Carried (Deficiency)
Company Net Loss and
LAE Reserves 96 103 114 101 2
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The Northern Assurance Company of America

Total net reserves for loss and LAE carried by the Pool as of December 31, 2006 are
$2,013,895,700, and are within approximately 3% of KPMG’s select point estimate and fall
within a range of reasonableness. Based on the Company’s pool participation ratio of 5.0%, the
Company reported net carried reserves for loss and LAE are $100,694,784.

O"x\A
2
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COMMENTS AND RECOMMENDATIONS

Agents’ Balances and Premiums Receivable Over 90 Days Past Due

We have determined that the non-admitted portion of the premiums receivable that are over 90
days past due is not in accordance with SSAP No. 6, paragraph 9. The Company calculates its
GAAP allowance for uncollectible accounts and writes-off this amount through an allowance for
doubtful accounts that nets the allowance against the premiums receivable balances. As long as
the amount written-off exceeds the actual statutory overdue calculation, the Company does, not
record an additional non-admitted amount.

provide that the STAT allowance was properly reflecting the non-admitted po This caused
an understatement of the OneBeacon Group’s allowance/non-admitted asset™portion of the
overdue premiums receivable at December 31, 2006. Upon further ing iry, the problem was

During 2006, the Company did not reconcile the GAAP allowance with the S ance to

found to be systemic and not just a one-time occurrence. The Com ade the necessary
corrections during 2007 and due to the immaterial amount, no finan tement adjustment has

been made. O

We recommend that the Company institute procedures ’%ﬁe GAAP to STAT allowance
reconciliation processes are instituted to provide ass at the calculation is properly

presented and recorded. ‘Q

Reinsurance Recoverable on Paid Losses

As noted in the REINSURANCE secti %is report, the Company participates in the
OneBeacon Reinsurance Pool. The cedes 100% of its insurance business to the lead
company OneBeacon Insurance Co (“OneBeacon”). OneBeacon assumes and cedes all
outside (nonaffiliated) reinsura OneBeacon then retrocedes the net balance to pool
participants in accordance wit pooling percentage. The Company is recording reinsurance
recoverable on paid losse OneBeacon Insurance Company in accordance with their
pooling percentage of al reinsurance recoverable on paid losses from non-affiliated

reinsurers. The Co Iso records ceded balances payable in accordance with their pooling
percentage of the & ded balances payable to non-affiliated reinsurers.

We interpret@ ter-company pooling agreement such that these non-affiliated reinsurance
accounts a%'rTec ivables/payables of OneBeacon Insurance Company and the participants in the
eady effectively received/paid these balances through the pooling/settlement

pool h@
p@. such, this transaction does not affect the pooled accounting.
he

Therefore, we recommend that the Company record the non-affiliated reinsurance balances in
OneBeacon Insurance Company and discontinue pooling these balances. Further, we suggest
that the Company review its inter-company pooling agreement and clarify the terms and
conditions of the agreement as they relate to the accounting thereof.
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