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Harrisburg, Pennsylvania
May 7, 2013

Honorable Stephen J. Johnson, CPA
Deputy Insurance Commissioner
Commonwealth of Pennsylvania
Insurance Department

Harrisburg, Pennsylvania

Pegr- e
DCaroir.,

In accordance with instructions contained in Examination Warrant Number 11-03678-
17957-R1, dated, February 25, 2011, an examination was made of

American Independent Insurance Company, NAICCode: 17957,

a Pennsylvania domiciled stock property and casualty insurance company, hereinafter referred to
as “Company” or “AIIC”. The examination was conducted at the Company’s home office,
located at 1000 River Road, Suite 300, Conshohocken, PA 19428.

A report of this examination is hereby respectfully’ submitted.

SCOPE OF EXAMINATION

The Company was last examined as of December 31, 2006.

This examination covered the five=year period from January 1, 2007 through December
31, 2011, and consisted of a general survey of the Company’s business practices, management,
and operations, and an evaluation of the Company’s financial condition as of the latter date.
Material subsequent events were also reviewed.

Work programs employed in the performance of this examination were designed to
comply with the standards promulgated by the Pennsylvania Insurance Department
(“Department”) and the National Association of Insurance Commissioners (“NAIC”).

The format of this report is consistent with the current practices of the Department and
the examination format prescribed by the NAIC. Tt is limited to a description of the Company, a
discussion of financial items that are of specific regulatory concern, and a disclosure of other
significant regulatory information.

For the years 2007 through 2009 covered by the period under examination, the Certified
Public Accounting (“CPA”) firm Smart and Associates, LLP and for the years 2010 and 2011
covered by the period under examination, the Certified Public Accounting (“CPA”) firm of

WeiserMazars, LLP provided unqualified audit opinions on the Company’s year-end financial
statements based on statutory accounting principles. Relevant work performed by the CPA
firms, during the annual audits of the Company, was reviewed during the examma‘uon and
incorporated into the examination workpapers.
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The following companies were examined at the same time during the above examination:

Company State NAIC Code
Bankers Independent Insurance Company (“BIIC”) PA 13455
The Personal Service Insurance Company (“PSIC”) PA 12289
Apollo Casualty Company (“Apollo”) IL 10343
Delphi Casualty Company (“Delphi”) IL 11862
Omni Indemnity Company (“Indemnity”) I 34940
Omni Insurance Company (“OIC”) IL 39098

For the purposes of this report, the seven companies reflected above will be referred to as
the “AIC Group” when references are made to them as a combined group of companies.

HISTORY

The Company was incorporated on June 22, 1971, licensed by the Department on January
3, 1972 and commenced business on the date of licensing:

Until March 31, 1990, ownership of AIIC rested with American Independent Company,
an insurance holding company in Wilkes-Barre, Pennsylvania. On that date AIIC was divested
and concurrently transferred all existing accident and health busmess to a former subsidiary,
American Independent Life Insurance Company.

On December 31, 2000, AIIC and its parent, American Independent Insurance Holding
Company, and its afﬁhates C & L Insurance Agency, Inc. and American Independent Services
Inc. were acquired by Arch Capital Group Ltd. (“ACGL”). B

Effective December 2004, AIIC and PSIC became sub51d1anes of Amencan Independent
Companies Inc. (“AICI”) (formerly Protective Underwriting Services, Inc.) through a cash
-purchase from ACGL.

The Company is currently authorized to transact those classes of insurance described in
the Pennsylvania Insurance Company Law, 40 P.S. § 382, Subsection (b), Paragraph (2) Inland
Marine and Auto Physical Damage, Subsection (c¢), Paragraph (2) Accident and Health and (11)
Auto Liability.

MANAGEMENT AND CONTROL

As of the examination date, December 31, 2011, the Company’s total capitalization was
$22,847,430, consisting of 12,144 capital shares of issued and outstanding common stock with a
par value of $140 per share amounting to $1,700,160 ; $8,175,419 in gross paid in and
contributed surplus; and $12,971,851 in unassigned funds (surplus).

The Company’s minimum capital and minimum surplus requirements for the types of
business for which it is licensed, pursuant to 40 P. S. § 386.1, is $850,000 in capital and
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$425,000 in surplus. The Company met all governing requirements throughout the examination
period.

STOCKHOLDER

The Company is a wholly-owned subsidiary of AICI. AICI is wholly owned by
Independent Insurance Investments, Inc. As of the examination date, Independent Insurance
Investments, Inc., is owned by the following:

Inverness Partnerships II LP 60.3%
BlackRock Stockholders 24.7%
Independent Insurance Investments Inc 11.8%
Phoenix Life Insurance Company 3.2%

As of the examination date, the ultimate controlling persons of the holding company are;
-James C. Comis, III, and William McComb Dunwoody of Inverness Partnerships Il LP.

BlackRock Stockholders (formerly Merrill Lynch) has filed a “Disclaimer of Control”
with the Department.

Dividend payments during the examination period totaled $26,620,909 broken down by
the year of payment as follows:

2011 $16,160,909
2010 $ 3,860,000
2009 $ 3,300,000
2008 $ 3,300,000

All of the dividends paid during the examination period were properly authorized by the
Company’s Board of Directors. All dividends paid were considered ordinary dividends except
for one extraordinary dividend, which was paid on June 25, 2011 for $11,187,000. The
Department approved this extraordinary dividend payment on June 15, 2011.
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INSURANCE HOLDING COMPANY SYSTEM

James C. Comis, III and William McComb Dunwoody are named as the ultimate
controlling persons in the system. Members of the Holding Company System include the
following entities briefly described below:

James C. Cormis i - Withiam McComb Dunwoody
0% 100%
JC. Comis LLC WMDLLC
100 % 100%
Key-Cornis Lmned F’mnershm WMD investors, LP.
40.5%
1
Inverness Captal LLC
B Sheehy General Partner of “Fund If* B. Esson
15% (Manegement Services 4%
Agraement)
100%

fvemess Pariners I LP

803%
I 1 I f 1
Blackrock Funds independent insurance investmenls, nc. Qther Stockholders
24.7% Delaware Corperation 15%
FEIN 20-3726158
1
| : : 1
Florida fndspendsnt Management Company American independent Companles, Inc 99%
Florida Comoration Delpware Corpotation
) FEIN 20-4157373 FEIN 20-1899751 (Limited Partner)
I .
Omni insurance Group, inc. Anson B. Smith The Personal Service American Independsnt American Independent Survices Company, LLC
. Geuorgin Corporalion Ohio Corparation Insuranee Company Insurapce Company Delaware Lindted Liability Company
FEIN 58-1680624 FE 314370451 Pennsylvanie Comporation Pennsylvania Corporation {as general partner)
FEN 31-0735450 NAIC 12288 FEIN 23-1876648 NAIC 17957 FEW 20-8426305
] - 1 I—J—'—_| 1%
Omni msvrance Company
Winois Corporation Bankers independent Insurance Good2Go Auto American hdependent
FEIN 581406232 NAIC 38098 Company Insutance, ¥ic. Services Company, LB
Parnsylvania Corporetion Pennsylvania Detaware Limited
FEIN 53-0031835 RAIC 13453 Corporation Partership
. FEIN 23-2788123 FEI 90-0753825
I 1
Agolie Casuaky Company Ompt Indemnity Company Omni General Agency, inc.
inofs Corporation {kinois Corporation Texas Corporation
FEIN 35-4038247 NAIC 10343 FEIN 58 1189287 NAIC 34840 FEN 74-Z734608

I

Daiphi Casualty Company
Winois Corparation
FEIN 37-1482085 NAIC 11862

o  Independent Insurance Investments, Inc., a Delaware Corporation, is the ultimate
holding company for the group.

e American Independent Companies, Inc., a Delaware Corporation, is the intermediate
holding company that directly owns insurance related operations of the group.

e American Independent Insurance Company, a Pennsylvania stock property and
casualty insurance company, is licensed in 10 states and writes personal automobile
liability and personal automobile physical damage insurance primarily in
Pennsylvania and Delaware.
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e American Independent Services Company, LLC, a Delaware limited liability
company, is the holding company for American Independent Services Company, LP
and Good2Go Auto Insurance, Inc.

e American Independent Services Company, LP, a Delaware limited partnership, which
provides premium cash collection and processing, customer service, and mailing of
claim checks issued by American Independent Insurance Company.

e Go0od2Go Auto Insurance, Inc. (formerly C & L Insurance Agency, Inc.), a

Pennsylvania Corporation, which was established as an insurance agency to sell auto
policies directly to consumers for the AIC Group. It has produced policies
throughout 2012 (and the very end of 2011) and continues into 2013.

e Florida Independent Management Company (“FIMC”), a Florida Corporation, was
set up as a Managing General Agent to issue auto policies: FIMC currently produces
limited business for Omni Indemnity Company through a managing general agency
agreement. The AIC Group maintains a limit on the business it wishes to write in
Florida; generally limiting it to renewal business due to the volatility in that market.

e Anson B. Smith & Company, an Ohio Corpotation, provides premium cash collection
and processing, customer service and mailing of claim checks issued by Personal
Service Insurance Company.

e Bankers Independent Insurance Company, a Pennsylvania stock property and casualty
insurance company, is licensed.in eight states and provides personal automobile
liability and personal automobile physical damage insurance primarily in Virginia and
the District of Columbia. -Additionally, the Company also specializes in providing
automobile and personal effects coverage to foreign service and government service -
personnel serving abroad in approximately 170 countries throughout the world.

e The Personal Service Insurance Company, a Pennsylvania stock property and
casualty insurance company, is licensed in four states and writes nonstandard
personal automobile liability and personal automobile physical damage primarily in
New Jersey with additional writings in Ohio.

e Omni Insurance Group Inc., a Georgia Corporation, is the holding company for Omni
Insurance Company, Omni Indemnity Company, Apollo Casualty Company, Omni
General Agency, Inc. and Delphi Casualty Company.

e Omni General Agency, Inc., a Texas corporation, is a Managing General Agent that
produces business written under Liberty County Mutual Insurance Company in the
state of Texas.

e Omni Insurance Company, an Illinois stock property and casualty insurance
company, writes nonstandard personal automobile liability and personal automobile
physical damage insurance in eight states in Southeastern United States. It is licensed
in 43 states.

e Omni Indemnity Company, an Illinois stock property and casualty insurance
company, writes nonstandard personal automobile liability and personal automobile
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physical damage insurance in eight states in Southeastern United States. It is licensed
in 33 states.

e Apollo Casualty Company, an Illinois stock property and casualty insurance
company, writes nonstandard personal automobile liability and personal automobile
physical damage insurance primarily in Northeastern Illinois. It is only licensed to
write in [llinois.

company, writes nonstandard personal automobile liability, personal automobile
physical damage and commercial auto liability insurance concentrated in Cook and
surrounding counties in Northeastern Illinois. It is only licensed to write in Illinois.

During the period under examination, the Company timely filed annual registration
statements, in compliance with the 40 P.S. §§ 991.1401-991.1413.

BOARD OF DIRECTORS

Management of the Company is vested in its Board of Directors (“Board”), which was
comprised of the following members as of the examination date, December 31, 2011:

Name and Address : Principal Occupation

James C. Comis III Managing General Partner/Principal
Palm Beach, FL Inverness Management LLC

Brad D. Esson Managing Director

New York City, NY Inverness Management LL.C

William B. Lockhorn Chairman, Chief Executive Officer
University Park, FL Independent Insurance Investments, Inc.
Patrick J. McLaughlin Financial Consultant

Bryn Mawr, PA Emerald Capital

Parker W. Rush Chief Executive Officer/President
McKinney, Texas Republic Underwriters Insurance Company
Bruce W. Schnitzer Managing Director/Chairman

New York, NY Wand Partners, Inc.

Robert N. Sheehy Managing Director

New Canaan, CT Inverness Management LLC

The Company’s By-laws state that each director shall serve until the next annual meeting
of the stockholders and until his successor shall have been elected and qualified, except in the
event of his death, resignation or removal. Directors were duly elected in accordance with the
Company’s By-laws during the examination period.

The members of the board and the officers of the Company signed annual conflict of
interest disclosures, for each of the years during the period under examination, with no conflicts
disclosed.

The members of the Board of the Company listed above are the same members of the
Board of the Company’s subsidiary, BIIC, except for one additional member (Bruce S. Arneson)
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on BIIC’s Board, and exactly the same for an affiliate, PSIC. Many, but not all, of the
Company’s Board members also serve on the Boards’ of the other insurance company affiliates
in the AIC Group, which includes OIC, Indemnity, Apollo, and Delphi.

COMMITTEES

' The Directors and/or Officers were assigned to-serve on the following Committees as
listed below:

Executive Committee Audit Committee

Brad D. Esson Brad D. Esson

Patrick J. McLaughlin Patrick J. McLaughlin
Parker W. Rush Parker W. Rush

Robert N. Sheehy Robert N. Sheehy
Investment Committee . Compensation Committee
William B. Lockhorn Brad D. Esson

Patrick J. McLaughlin William.B. Lockhorn
Robert N. Sheehy Robert N. Sheehy

Mark J. Keyser, ex officio
Jeffrey Ruhl, ex officio

The legal requirements for the structure of boards of directors and committees thereof are
delineated below:

e 40P.S.§991.1405(c)(3) “(i)Not less than one-third of the directors of a domestic
insurer shall be persons who are not officers or employees of such insurer or of any
entity controlling, controlled by or under common control with such insurer and who
are not beneficial owners of a controlling interest in the voting stock of such insurer
or any such entity. At least one such person must be included in any quorum for the
transaction of business at any meeting of the board of directors. (ii)Not less than one-

* third of the members of each committee of the board of directors of any domestic
insurer shall be persons who are not officers or employees of such insurer or of any
entity controlling, controlled by or under common control with such insurer. At least
one such person must be included in any quorum for the transaction of business at
any meeting of each committee.”

o 40P.S.§ 991.1405(c)(4), “The board of directors of a domestic insurer shall establish
a committee comprised solely of directors who are not officers or employees of the
insurer or of any entity controlling, controlled by or under common control with the
insurer and who are not beneficial owners of a controlling interest in the voting stock
of the insurer or any such entity. The committee shall have responsibility for
recommending the selection of independent certified public accountants and
reviewing the insurer's financial condition, the scope and results of the independent
audit and any internal audit. The committee may also have the responsibilities
described in paragraph (4.1) if one or more committees described in paragraph (4.1)
are not separately established.”



American Independent Insurance Company

8-

e 40P.S.§991.1405(c)(4.1), “The board of directors of a domestic insurer shall
establish one or more committees comprised solely of directors who are not officers
or employees of the insurer or of any entity controlling, controlled by or under
common control with the insurer. The committee or committees shall have
responsibility for recommending candidates to be nominated by the board of
directors, in addition to any other nominations by voting shareholders or
pohcyholders for election as dlrectors by voting shareholders or pohcyholders

and recommendmg to the board of directors the selection and compensatlon of the
principal officers.”

‘o 40 P.S. § 991.1405(c)(5), “The provisions of paragraphs (3), (4) and (4 1) shall not
apply to a domestic insurer if the person controlling such insurer is an insurer, an
attorney in fact for a reciprocal exchange, a mutual insurance helding company or a
publicly held corporation having a board of directors and committees thereof which
already meet the requirements of paragraphs (3), (4) and (4.1).”

" All of the committees reside at the AICI level. The Executive Committee performs the
functions normally associated with a Nominating Committee. The membership of the
Company’s Audit Committee, Compensation Committee, and Executive Committee do not
comply with the requirements of 40 P.S. § 991:1405(c)(3)-(5), as delineated above, as not all of
the members of these committees can be considered independent directors nor is AICT an

attorney in fact for a reciprocal exchange, amutual insurance holding company or a publicly held
corporation.

It is recommended that the Company comply with the requirements of 40 P.S. §
991.1405(c)(4), (4.1) and (5) and form a committee or committees of its Board comprised
solely of directors who are not officers or employees of the insurer or of any entity controlling,
controlled by or under common control with the insurer and who are not beneficial owners of
a controlling interest in‘the voting stock of the insurer or any such entity. The committee or
committees shall have the responsibility for recommending the selection of independent
certified public.accountants and reviewing the insurer's financial condition, the scope and
results of the independent audit and any internal audit, recommending candidates to be
nominated by the board of directors, in addition to any other nominations by voting
shareholders, for election as directors by voting shareholders, evaluating the performance of
officers deemed to be principal officers of the insurer and recommending to the board of
directors the selection and compensation of the principal officers. The Company’s By-laws
should accurately reflect specific designated authorities and responsibilities of the committee
or committees that are established by the Board in compliance with this recommendation.
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OFFICERS

As of the examination date, December 31, 2011, the following officers were appointed
and serving in accordance with the Company’s By-laws:

Name ’ Title

William B. Lockhorn CEO and Secretary
Bruce S. Armeson President

Mark J. Keyser CFO and Treasurer
Man Du Assistant Secretary

CORPORATE RECORDS

MINUTES

A compliance review of corporate minutes revealed the following:

The Annual Meetings of the Company’s stockholder were held in compliance with its
By-laws. : :

‘The stockholder elects directors at such meetings in compliance with the By-laws.

The stockholder ratified the prior year’s actions of the officers and directors.
Quorums were present at all stockholders’, directors’, and committee meetings.

The Company’s officers were appointed at the Annual Organizational Meeting of the
Board.

The Company’s invéstment and reinsurance transactions were approved quarterly by
the Board.

The actions of the investment committee were ratified regularly by the Board.

All directors attend Board meetings regularly.

ARTICLES OF AGREEMENT

period.

- There were no chaﬁges to the Company’s Articles of Agreement during this examination

BY-LAWS

The Company made the following amendments to its By-laws during this examination
~period. All of these amendments were made on September 27, 2011.

Article I - Section 1.01 Registered Office

This section was amended to change the régistered office of the Company from 1502
Locust Street, Philadelphia to 1000 River Road, Conshohocken, PA.
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Article I - Section 1.02 Annual Meeting

This section was amended to change the Annual Meeting of Stockholders from a fixed
date to a date to be determined by the Board.

ARTICLE II - Indemnification of Directors, Officers, Etc.

Section 7.01 through 7.06 were amended to clarify the indemnification clauses from the

dW O (17 O O1100td g-hSturan g 3 14 pen B ON-O

>
merged companies, and defining various other terms and concepts.

Cl cECrv <t TPeu CAT e Sty )

The aforementioned By-law changes were properly approved by the Board, but were not .
reported to the Department. Any changes made to a company’s By-laws must be reported to the
Department.

1t is recommended that the Company report the By—law‘cha_ﬁges made on September
27, 2011 and any By-law changes made in the future to the Department in a timely manner.

SERVICE AND OPERATING AGREEMENTS
The Company is party to the following material service and operating agreements:
e Corporate Management Agreement
e Tax Allocation Agreement
e Inter-Company Pooling Agreement

A review of these agreements pursuant to the fair and reasonable standards contained in
40 P.S. § 991.1405, revealed only the Tax Allocation Agreement met these standards. The
Corporate Management Agreement was not considered fair and reasonable as it did not include
all affiliated companies in the expense allocation computation for the 2011 true-up calculation.
The Inter-Company Pooling Agreement was not considered fair and reasonable as it did not
provide any penalty or interest for late settlements. However, before examination fieldwork was
completed, AICI revised the Corporate Management Agreement computation to properly include
all affiliated companies in this computation and added provisions to the Inter-Company Pooling
Agreement to address late settlement; therefore, no examination recommendation is being made.

CORPORATE MANAGEM'ENT AGREEMENT

The Company entered into a Corporate Management Agreement with AICI, whereby
AICI provides services to manage the insurance operations of the Company and provide other
administrative services to the parent, Independent Insurance Investments, Inc., and other
subsidiaries. The compensation for the services is an amount equal to the Company's direct and
allocable share of the actual expenses, plus a capital charge of 2.05% of prior year's ending

surplus.
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TAX ALLOCATION AGREEMENT

The Company is party to a Tax Allocation Agreement with its ultimate parent,
Independent Insurance Investments, Inc., and each of its direct and indirect subsidiaries. Under
the terms of this agreement, a consolidated tax return is filed utilizing the methodology
prescribed by the Internal Revenue Code (Section 1.1552-1(a)(i)). The tax liability/benefit is
determined for each entity on a separate return basis and may be terminated for any party when
that entity no longer is a member of the affiliated group for tax filing purposes. The settlement

provisions require quarterly prepayments to be due five days before the tax teturm s fifed:

INTER-COMPANY POOLING AGREEMENT

As of December 31, 2011, the Company participates in an Amended and Restated Inter-
~ Company Reinsurance Pooling Agreement, which was effective July 1, 2011. Pursuant to the
terms of the agreement, the pool members cede to the pool lead company 100% of such pool
member’s liabilities. The pool lead company agrees to cede to the other pool members a quota
share of the pool lead company’s liabilities equal to its pool member’s participation percentage.
AIIC is the pool lead company. The pool member’s participation percentages are as follows:

Pooling

‘Lead Company State NAIC#  Percentage
American Independent Insurance Company PA 17957 13.00%
Affiliated Pool Companies

Omni Insurance Company IL 39098 50.00%
Omni Indemnity Insurance Company L 34940 17.00%
The Personal Service Insurance Company PA 12289 8.00%
Bankers Independent Insurance Company PA 13455 6.00%
Apollo Casualty Company L 10343 4.00%
Delphi Casualty Company 1L 11862 2.00%
Total Inter-Company Reinsurance Pool 100.00%

REINSURANCE

CEDED

The Company does not have any reinsurance agreements in effect except for its
participation in an inter-company pooling agreement, described earlier in this report under
“Service and Operating Agreements”.

ASSUMED

The extent of the Company’s assumed reinsurance is its participation in an inter-company
pooling agreement, described earlier in this report under “Service and Operating Agreements”.
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TERRITORY AND PLAN OF OPERATION

The Company is licensed in the following nine jurisdictions: Delaware, Florida, Georgia,
Mlinois, Kentucky, Maryland, Pennsylvania, South Carolina, Tennessee, and Virginia. Since the
prior examination, the Company ceased writing business in Florida due to poor experience.

AIIC provides non-standard private passenger automobile insurance primarily to
residents of Pennsylvania, with additional writings in Delaware. Virtually all policies are sold at
minimum limits. Most policies are written on an annual, limited tort basis under which the

consumer gives up the right to sue for non-economic damages, in exchange for a lower premium.
Generally, AIIC underwrites policyholders based on financial underwriting criteria and does not
price its product to attract risks with motor vehicle violations or a poor accident history. Most
customers are attracted by flexible down payments and installment billings. Distribution is
through approximately 500 independent agents.

The following chart illustrates the amount of direct, assumed and ceded premium written
by line of business as of December 31, 2011:

Direct

and Assumed Ceded Net Written Percentage
Line of Business Premium Premium Premium of Total
infand marine $ 1,182,346 3 1,029,433  § 152,913 0.6%
Private passenger auto liability 145,277,197 125,941,976 19,335,221 73.6%
Commercial auto liability 2,260,914 1,966,995 293,919 1.1% -
Auto physical damage 48,826,989 42,323,196 6,503,793 24.7%
Totals . $ (197,547,446 $ 171,261,600 $ 26,285,846 100.0%

SIGNIFICANT OPERATING RATIOS AND TRENDS

The underwriting ratios summarized below are on an earned/incurred basis, and
encompass the five-year period covered by this examination.

Amount Percentage
Premiums earned ' $ 174,929,672 100.0 %
Losses incurred $ 104,612,472 59.8 %
Loss expenses incurred 21,178,312 12.1 %
Other underwriting expenses incurred . 54,782,912 31.3%
Net underwriting gain or (loss) _ (5,644,124) ) (3.2)%

Totals $ . 174,929,572 100.0 %
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The Company reported the following net underwriting, investment and other gains or
losses during the period under examination:

2011 2010 2009 2008 2007
Admitted assets $ 53,580,210 $ 74,187,889 $ 79,569,389 $ 101,732,832 $ 116,331,159
Liabilities $ 30,732,780 $ 38,581,484 $ 45,037,898 $ 68,237,043 $ 81,494,974
Surplus as regards policyholders $ 22,847,430 $ 35,606,425 $ 34,531,491 $ 33,495,789 $ 34,836,185
Gross premium written $ 197,547,448 $ 177,982,646 $ 191,633,679 $ 195,750,679 $ 251,332,814
Net premium written $ 26,285,846 $ 33,816,703 $ 36,291,187 $ 35,667,066 § 34,594,416
Underwriting gain/(loss) $ 1,674,450y ¥ (2,866,210 9 {2,966,376) % (450,670 —% 3,343,683
Investment gain/(loss) $ 4,322,294 $ 6,124,509 $ 4,840,926 $ 1,770,731 $ 2,138,823
Other gain/(loss) $ 2,981,974 $ 3,414,475 $ 3,630,349 $ 3,540,139 $ 3,011,329
Net income ™ $ 4,570,740 $ 4,973,909 $ 3,862,039 $ 2,857,342 $ 5,701,715

ACCOUNTS AND RECORDS

The Company’s accounting functions are performed by AICLin Lancaster, Pennsylvania.
The centralized automated accounting function consists of third party software, which produces a
general ledger, journal entries and other various reports. The general ledger, AccPac for
Windows, does not interface with other system applications with the exception of the PosPay
process. The Company primarily utilizes a third party system, Internet Solutions for Insurance
(ISi), for policy administration and claims processing. This system is also used by independent
agents for quoting, binding, and policy maintenance.

PENDING LITIGATION

Based on a review of the responses to this examination’s legal representation 1efters, there
were no material current, pending, or threatened litigation at December 31, 2011 that required
disclosure in this report.

FINANCIAL STATEMENTS

The financial condition of the Company, as of December 31, 2011, and the results of its
operations for the five-year period under examination, is reflected in the following statements:

Comparative Statement of Assets, Liabilities, Surplus and Other Funds;
Comparative Statement of Income;

Comparative Statement of Capital and Surplus; and

Comparative Statement of Cash Flow
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Comparative Statement of Assets, Liabilities, Surplus and Other Funds
As of December 31, |

2011 2010 2009 2008 . 2007

Bonds $ 21,274,470 § 37,307,517 50,339,492 $ 43,354,508 § 45,725,324
Preferred stocks o] 877,781 245,261 313,378 577,978
Common stocks 12,718,291 10,854,215 11,100,213 11,254,086 10,455,436
Cash, cash equivalents, and short term investments 5,933,581 10,169,614 1,714,096 4,314,117 8,123,018
Receivable for securities 0 0 0 4,033 0
Subtotals, cash and invested assets 39,923,342 59,209,127 63,399,062 59,240,122 64,881,756
Investment income due and accrued 109,205 267,821 567,685 374,406 455,067
Premiums and agents' balances due 8,629,725 11,030,864 11,965,480 14,825,874 39,136,577
Amounts-recoverable from reinsurers. 35,004 102,682 278,823 21,371,870 7,032,256
Other amounts receivable under reinsurance contracts 1,944,539 817,318 3] (o] s)
Current federal and foreign income tax recoverable and interest thereon 620,698 380,142 0 264,434 s}
Net deferred tax asset 1,383,551 1,720,984 1,735,478 1,750,350 1,683,832
Electronic data processing equipment and software 268,210 88,761 80,235 83,308 90,400
Receivable from parent, subsidiaries and affiliates 665,936 . 570,192 1,542,726 3,816,368 3,051,271
Total $ 53,680,210  § 74,187,889 79,569,389 $. 101,732,832 $ 116,331,159
Losses $ 13,659,263 $ 19,108,131 20,527,643 $ 22,228,192 $ . 23,060,239
Loss adjustment expenses 2,646,053 2,008,053 4,517,011 4,173,570 3,535,118
Commissions payable, contingent commissions and other similar charges 101,223 95,333 118,173 334,016 539,335
Other expenses . 457,697 869,141 962,578 646,940 3,222,436
Taxes, licenses and fees 306,263 534,432 638,516 703,569 1,354,356
Current federal and foreign income taxes o] .0 317,152 0 793,453
Uneamed premiums 11,654,006 14,541,194 15,350,002 15,022,678 17,288,208
Ceded reinsurance premiums payable (net of ceding commissions) 1,718,347 804,770 97,457 23,259,651 19,613,893
Amounts withheld or retained by company for account of others 189,818 384,421 250,024 365,553 670,116
Payable to parent, subsidiaries and afilliates 4] 235,989 269,652 1,502,875 3,370,981
Payable for securities 0 0 1,989,690 0 0
Aggregate write-ns for liabilities 0 o o] Q 8,046,839
Total liabilities 30,732,780 38,581,464 45,037,898 68,237,043 81,494,974
Common capital stock 1,700,160 1,700,160 1,700,160 1,700,160 1,700,160
Gross palid in and contributed surplus 8,175,418 8,175,419 8,175,419 8,175,419 8,103,690
Unassigned funds (surplus) 12,971,851 25,730,846 24,655,912 23,620,210 25,032,335
Surplus as regards policyholders 22,847,430 35,606,425 34,531,491 33,495,789 34,836,185

$ 53,580,210 3 74,187,889 79,568,389 $ 101,732,832 $ 116,331,159

Totals
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Comparative Statement of Income
For the Year Ended December 31,

Underwriting Income 2011 2010 2009 2008 2007

Premiums eamed X . $ 29,172,944 $ 34,625,511 $ 35,963,863 $ 37,932,596 37,234,658
Deductions:

Losses incuired 17,420,268 24,244,700 21,918,742 22,878,436 18,150,326

Loss expenses incurred 4,112,004 2,064,157 4,558,408 5,399,882 5,043,861

Other underwriting expenses incurred 9,315,122 11,182,864 12,453,089 11,104,949 10,726,888
Total underwriting deductions 30,847,394 37,491,721 38,930,239 39,383,267 33,921,075
Net underwriting gain or (loss) (1,674,450} (2,866,210) (2,966,376) (1,450,671) 3,313,583

Investment Income
Net investment income earned 2,083,738 2,820,218 3,450,393 2,273,816 2,150,732
Net realized capital gains or (losses) 2,238,556 3,204,291 1,390,533 {503,085) {11,909)
Net investment gain or (joss) 4,322,294 6,124,509 4,840,926 1,770,731 2,138,823
Other Income

Finance and senice charges not included in premiums 2,873,337 3,414,475 3,608,838 3,778,000 3,018,792
Aggregate write-ins for miscellaneous income 108,637 0 21,511 (237,861) (8,463)
Total other income 2,981,974 3,414,475 3,630,349 3,540,139 3,011,329
Net income before dividends to policyholders and

before federal and foreign income taxes 5,629,818 6,672,774 5,504,899 3,860,199 8,463,735
Federal and foreign income taxes incurred 1,059,078 1,698,865 1,642,860 1,002,857 2,762,020
Net income $ 4,570,740 $ 4,973,909 $ 3,862,038 $ 2,857,342 5,701,715
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For the Year Ended December 31,

2011 2010 2009 2008 2007
Surplits as regards policyholders,

December 31, previous year $ 35,606,425 $ 34,531,491 $ 33,495,789 $ 34,836,185 $ 30,048,395
Net income 4,570,740 4,973,909 3,862,039 2,857,342 5,701,716
Net unrealized capital gains or (losses) {801,923) (296,912) (44,683) 603,924 1,887,578
Change in net deferred income tax {526,799) (125,747) (219,765} (14,461) (318,784}
Change in nonadmitted assets 159,896 383,684 738,111 (1,558,930) (2,482,719)
Surplus adjustments:

Paid in 0 0 0 71,729 o}
Dividends to stockholders {718, 760,909 (3;860;000) 3,300,000 {3;306:666) 1:t
Change in surplus as regards policy holder for the year (12,758,995) 1,074,934 1,035,702 {1,340,396) 4,787,790
Surplus as regards policyholders,

December 31, curent year $ 22,847,430 $ 35,606,425 $ 34,531,491 $ 33,495,789 § 34,836,185
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Comparative Statement of Cash Flow
For the Year Ended December 31,

2011 2010 2009 2008 2007
Cash from Operations
Premiums collected net of reinsurance $ 29,849,897 $ 35,197,774 $ 16,148,438 $ 63,594,097 $ 37,097,600
Net investment income 2,234,001 3,267,109 3,224,270 2,363,397 2,061,184
Miscellaneous income 1,854,751 3,414,475 3,630,349 3,540,139 3,011,329
Total income 33,938,649 41,879,358 23,003,057 69,497,633 42,170,113
Benefit and loss related payments 22,801,438 26,305,387 2,626,144 38,050,197 6,626,824
Commissions, expenses paid and aggregate write-ins for deductions 13,422,849 15,976,340 16,633,313 19,297,982 16,804,062
Federal and foreign income taxes paid (recovered) 1,299,634 2,396,159 1,061,274 2,080,744 4,021,667
Total deductions 37,523,921 447677886 207,220,731 58,468,928 77352;55%
Net cash from operations (3,585,272) {2,798,528) 2,782,326 10,088,710 14,817,560
Cash from Investments
Proceeds from investments sold, matured or repaid:
Bonds ’ 108,248,403 99,272,611 66,387,234 15,462,436 9,392,438
Stocks 2,184,880 258,491 74,218 224,789 o
Miscellaneous proceeds 0 0 1,993,723 ¢} 600,000
Total investment proceeds 110,433,283 99,531,102 68,455,175 15,687,225 9,992,438
Cost of investments acquired (Jong-term only):
Bonds 89,934,140 83,054,923 71,845,656 13,661,805 26,664,033
Stocks 4,004,404 970,470 o] 196,729 574,937
Miscellaneous applications . -0 1,889,690 0 4,033 [s]
Total investments acquired 93,938,544 86,015,083 71,845,856 13,762,567 27,238,970
Net cash from investments 16,494,739 13,516,019 (3,390,481) 1,824,658 (17,246,532)
Cash from Financing and Miscellaneous Services
Other cash provided (applied):
Capital and paid in surplus, less treasury stock o] o ¢} 71,729 0
Dividends to stockhoiders 16,160,909 3,860,000 3,300,000 3,300,000 4]
Other cash provided or (applied) (984,591) 1,598,027 1,308,134 (12,593,998) 2,114,038
Net cash from financing and miscellaneous sources (17,145,500} (2,261,973) {1,991,866) {15,822,269) 2,114,039
Reconciliation of cash and short-term investiments:
Net change in cash and short-term investments (4,236,033) 8,455,518 (2,600,021) (3,808,901) (314,933)
Cash and short-term investments: -
Beginning of the year 10,169,614 1,714,096 4,314,117 8,123,018 8,437,951
End of the year $ 5,933,581 $ 10,169,614 $ 1,714,006 § 4,314,117 $ 8,123,018
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SUMMARY OF EXAMINATION CHANGES

There were no examination changes to the preceding financial statements as filed with

regulatory authorities over the review period.

NOTES TO FINANCIAL STATEMENTS

ASSETS

INVESTMENTS

As of December 31, 2011, the Company’s invested assets were distributed as follows:

Amount Percentage
Bonds , $ 21,274,470 53.3 %
Common stocks 12,715,291 31.8%
Cash 3,184,733 8.0 %
Short-term investments ' 2,748,848 6.9%
Totals $ 39,923,342 100.0 %

The Company’s bond and short-term investment portfoiio had the following quality and

maturity profiles:

NAIC Designation Amount

Percentage
1 - highest quality ' " $ 18,114,986 75.4 %
2 - high quality 5,408,332 22.5%
3 - medium quality ' 500,000 2.1 %
Totals $ 24,023,318 100.0 %
Years to Maturity Amount Percentage
1 year or less $ 3,069,536 12.8 %
2 to b years : 15,931,250 66.3 %
6 to 10 years 4,009,820 16.7 %
11 to 20 years . 25,901 0.1%
over 20 years 986,811 4.1 %
Totals : ' ‘ $ 24,023,318 100.0 %

Since the prior exam, the Company’s common stock portfolio increased from

approximately $8.5 million to approximately $12.7 million at December 31, 2011. Asa
percentage of invested assets, common stocks represent 31.8% of invested assets at December
31,2011 as compared to 18.5% as of the prior exam date, December 31, 2006. This change is
attributable to an increase in the parent, subsidiary and affiliates investment valuation (i.e. BIIC
surplus growth) and a change in the Company’s investment policy, which now allows the
Company to invest in equities. Non-affiliated equity investments are valued at approximately
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$2.3 million, with a cost of approximately $2.8 million and an unrealized loss of approximately
$502,000 at December 31, 2011.

The overall quality of the Company’s bond portfolio, which comprises the largest portion
of the Company’s invested assets at 53.3%, is invested in high quality issues with 97.9% of these
issues being rated at the NAIC’s highest designations of (1-highest quality) and (2-high quality).

The primary goal of the Company s investment portfolio is to maximize the after tax total

isk of the portfolio. This is to be accomplished

within the specified guidelines and identified constraints of the portfoho Listed below are the
pnmary objectives of the investment portfolio:

¢ To ensure sufficient cash flow and liquidity to fund expected liability payments-and
otherwise support the Company’s underwriting strategy.

¢ To preserve and grow the capital and surplus in order to-improve the Company’s
competitive position and support the success of its insurance operations.

¢ To achieve favorable risk adjusted total returns.

The Company utilizes the services of Conning Asset Management Company for portfolio
asset management and for investment accounting and reporting services.

The Company has an Other Than Temporary Impairment (“OTTT”) policy in place.
Based on testing performed by the examination team of the OTTI process; no impairments were
recorded nor should have been recorded at-December 31, 2011.

The Company has a written investment policy as required by 40 P.S. § 653b (b). The
investment policy is reviewed and approved on an annual basis by the Board. It was noted that
during the examination period, the Company did not always follow its investment policy
whereby purchases were made outside of the guidelines stated. While the Board approved these
transactions after the fact, there is'a risk that the Company enters into investment transactions
that were not contemplated in its product pricing decisions or within its strategic plans regarding
its risk appetite.

It is recommended that the Company follow the investment guidelines as approved by
the Board of Directors.

During the period under examination, the Company held assets under a Custodial
Agreement with M&T Bank. The Custodial Agreement with M&T Bank is compliant with the
provisions of 31 Pa. Code § 148a.3.

"LIABILITIES

LOSS AND LOSS ADJUSTMENT EXPENSE RESERVES

‘ The Company reported reserves in the amount of § $13,659,283 for losses and
$2,646,053 for loss adjustment expenses on the December 31, 2011 annual statement.
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For the years under examination, the Board appointed three different independent
qualified actuaries to provide the Statement of Actuarial Opinion (“Opinion”) on the Company’s
loss and loss adjustment expenses (“LAE”) reserve amounts carried on the balance sheet at each
respective year-end date, as follows:

December 31, Actuary . Firm

2007 Nancy L. Arico, ACAS, MAAA "KPMG LLP

2008-2010 Steven J. Regnier, ACAS, MAAA, FCCA  Regnier Consulting Group, Inc.
2011-2012 Kim E. Piersol, FCAS, MAAA Huggins Actuarial Services, Inc.

For each year ended reflected above, each respective actuary rendered an Opinion
concluding that the Company’s reserves made a reasonable provision for all unpaid loss and
LAE obligations of the Company under the terms of its policies and agreements.

The Department engaged the services of Risk and Regulatory Consulting, LL.C (“RRC”)
of Farmington, Connecticut to perform an independent actuarial analysis of select segments of
the AIC Group’s loss and LAE reserves as of December 31, 2012 that were judged to present the
most risk for deviation as determined by the risk focused examination process. The December
31, 2012 year-end was chosen for this review as the Company informed us that there was some
adverse development recorded in 2012 and, as examination fieldwork was not completed yet, the
information was available for review.

The following segments were reviewed, which represented 70% of the AIC Group’s loss
and LAE reserves: '

e AIIC Bodily Injury for the State of Pennsylvania.
e PSIC Personal Injury Protection for the State of New Jersey.

e OIC and Indemnity Bodily Injury and Uninsured Motorists Bodily Injury for all states
combined.

e For Apolloand Delphi, performed a review of the internal company reserve process.

e For the unallocated loss adjustment expense reserves (“ULAE”), performed a review
of the internal company reserve process.

The actuarial examiners concluded that the appointed actuary’s central estimates of loss
and LAE teserves are reasonable for those segments that were tested as of December 31, 2012,
Therefore, as AIC Group records the actuarial central estimate for those segments; those
- recorded reserves are reasonable as well as of December 31, 2012. Based on the aforementioned
analysis of the reserving process surrounding these segments, the loss and LAE reserves carried
by the AIC Group as of December 31, 2011 are deemed to be adequate.
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SUBSEQUENT EVENTS

PSIC ADVERSE EXTRA CONTRACTUAL OBLIGATION JUDGMENT

In early 2012 one of the Company pool members, PSIC, received an adverse judgment on
an extra contractual obligations claim in suit in the amount of $10.0 million. The Company
~ counsel beheves that several techmcal and procedural errors durmg trial provide significant

addmonal counsel experlenced to represent it in such appeals processes and intends fo exercise
its full legal rights and options in this matter. The maximum net exposure to the AIC Group after
reinsurance, income taxes, contributing insurance coverage and any general extra contractual
obligations reserves posted by the group as of December 31, 2011 is estimated at approximately
$4.5 million, of which the Company’s share is $950,000 based upon its share of the AIC
Group’s intercompany reinsurance pool. However, the AIC Group ultimately believes, based on
the advice of counsel, that any final settlement will be either reversed entirely or reduced by a
significant amount on appeal, and therefore any loss associated with this claim is neither
probable nor estimable, and as such, did not record an accrual as of December 31, 2011. The
Company recorded a reserve to surplus on March 31, 2012 by non-admitting 1nvested assets in
the amount of $950,000. PSIC purchased and posted an appeal bond in the amount of $10.0
million on March 23, 2012.

RECOMMENDATIONS

PRIOR EXAMINATION
The prior examination feport contained the following recommendations:

1. Itis recommended that the Company maintain a stock ledger recording the
issuance and cancellation of stock, and reissue the stock certificate in the name of
the current parent, American Independent Companies, Inc.

The Company complied with this recommendation.

2. Itis recommended that the Company keep complete and accurate records of all
official proceedings of its stockholder, board of directors, and committees in
compliance with 15 Pa. C.S. § 1508(a).

The Company complied with this recommendation.

3. Itis recommended that the Company amend its By-laws to reflect its home office

as 1000 River Road, Conshohocken, PA.
The Company complied with this recommendation.

4. Ttis recommended that the Company increase the limit on its fidelity bond from
$500,000 to $900,000 in order to comply with 40 P.S. § 443.

The Company complied with this recommendation.
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5. It is recommended that the Company revise its Cost Sharing Agreement, Tax
Allocation Agreement, and Inter-Company Pooling Agreement to include a
provision for penalties and interest in case of late payments in order to comply
with 40 P.S. § 991.1405. It is further recommended that the Company comply
with the settlement terms as specified in its Cost Sharing Agreement, Tax
Allocation Agreement, and Inter-Company Pooling Agreement.

The Company complied with this recommendation.

6. It is recommended that the Company revise its Cost Sharing Agreement in
accordance with 40 P.S. § 991.1405 to include all affiliates they have business
transactions with in the normal course of business. Specifically:

American Independent Services Company, Inc.
American Independent Companies, Inc.

- Independent Insurance Investments, Inc.
Bankers Independent Insurance Company
The Personal Service Insurance Company
Florida Independent Insurance Holding Company
Florida Independent Insurance Company
Florida Independent Services Company
Omni Insurance Company

The Company complied with this recommendation.

7. Tt is recommended that the Company report receivables resulting from the Tax
Allocation Agreement in accordance with the NAIC Annual Statement Filing
Instructions.

The Company complied with this recommendation.

8. It is recommended that the Company report the deferred pooling balances in the
appropriate individual lines of the annual statement in compliance with the NAIC
Annual Statement Filing Instructions.

The Company complied with this recommendation.

9. It is recommended that the Company begin reflecting the correct breakdown of
LAE into the DCC and A&O components in future annual statements in
compliance with the NAIC Annual Statement Filing Instructions.

The Company complied with this recommendation.

10. It is recommended that the Company correctly reflect pooling in Schedule P of
future annual statements in accordance with NAIC Annual Statement Filing
Instructions.

~ The Company complied with this recommendation. '
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11. It is recommended that, in the future, the actuary prepare a single report for the

AIC Group, which includes detailed support for reserves addressed in the
statement of actuarial opinion.

The Company complied with this recommendation.

CURRENT EXAMINATION

As a tesult of the current examination, the following recommendations are being made:

1.

It is recommended that the Company comply with the requirements of 40 P.S. §
991.1405(c)(4), (4.1) and (5) and form a committee or committees of its Board
comprised solely of directors who are not officers or employees of the insurer or
of any entity controlling, controlled by or under common control with the insurer
and who are not beneficial owners of a controlling interest in the voting stock of .
the insurer or any such entity. The committee or committees shall have the
responsibility for recommending the selection of independent certified public
accountants and reviewing the insurer's financial condition, the scope and results
of the independent audit and any internal‘audit, recommending candidates to be
nominated by the board of directors, in addition to any other nominations by
voting shareholders, for electionas directors by voting shareholders, evaluating
the performance of officers deemed to be principal officers of the insurer and
recommending to the board of directors the selection and compensation of the
principal officers. The Company’s By-laws should accurately reflect specific
designated authorities and responsibilities of the committee or committees that are
established by the Board in compliance with this recommendation (See
“Management and Control — Committees”, page 8).

It is recommended that the Company report the By-law changes made on
September 27, 2011 and any By-law changes made in the future to the
Department in a timely manner (See “Corporate Records — By-laws”, page 10).

It is recommended that the Company follow the investment guidelines as
approved by the Board of Directors (See “Notes to the Financial Statements —
Investments”, page 19).
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CONCLUSION

As a result of this examination, the financial condition of American Independent
Insurance Company, as of December 31, 2011, was determined to be as follows:

Amount Percentage
Admitted assets $ 53,580,210 100.0 %
Liabilities , $ 30,732,780 57.4 %
Surplus as regards policyholders : 22,847,430 42.6 %
Total liabilities and surplus $ 53,580,210 100.0 %

Since the previous examination, made as of December 31, 2006, the Company’s assets
decreased by $56,129,446, its liabilities decreased by $48,928,481, and its surplus decreased by
$7,200,965. ' ,
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, This examination was conducted by: Dennis Williams and Melissa Greiner of the
Pennsylvania Insurance Department; David A. Martinez, CFE, AIE and Wayne Weber, CFE,
CPA of Huff, Thomas and Company representing Illinois; David A. Clayton, CFE, Larry E.
Cross, CFE, CIE, Charles Carter, CFE, Jeffrey Jones, CFE of Clayton Consulting Company,
LLC representing Pennsylvania; Jenny L. Jeffers, CISA, AES of Jennan Enterprises representing
Pennsylvania; Deborah M. Rosenberg, FCAS, MAAA, Barry Ash and Joseph G. Jacobs, CFE of
Risk & Regulatory Consulting, LLC representing Pennsylvania, with the latter in charge.

Respectfully

%}L/’Lf& /5/1 [[/
ette B. Szady, CPA
‘ Dlrfegtor Bureau o F1nanc1al Examinations

pise” «54)/% / et
j/ seph G. Jacog{?E

Examination Manager and
Examiner-in-Charge

The CFE designation has been conferred by an organization not affitiated with the federal or any state government. However the CFE designation is the only designation recognized by the NAIC

for the purposes of directing statutory Association inations of insurance comp




