Department of Insurance

Matt Blunt Financial Institutions
Governor and Professional Registmtion
State of Missouri W.Dale Finke, Director

INSURANCE SOLVENCY & COMPANY REGULATION DIVISION
Kirk Schmidt, Division Director

RE: Examination Report of Physicians Professional Indemnity Association
as of December 31, 2005

ORDER

After full consideration and review of the report of the financial examination of
Physicians Professional Indemnity Association for the period ended December 31,
2005, together with any written submissions or rebuttals and any relevant portions
of the examiner’s workpapers, I, W. Dale Finke, Director, Missouri Department of
Insurance, Financial Institutions and Professional Registration pursuant to section
374.205.3(3)(a), RSMo., adopt such report, with the following modifications or
corrections:

(1) Note 2 to the Notes to Financial Statement may be disregarded and
instead the Director corrects such Note as follows: “Note 2: The
amount reported by PPIA for Uncollected Premiums in the Course of
Collection was increased by $30,437 of premiums receivable
improperly reported as being 90 days over due.” As a result of this
correction, the assets stated by the exam report should be increased by
$3,021,091;

(2) The second paragraph of Note 5 to the Notes to Financial
Statement may be disregarded and as a result the liabilities as stated
by the exam report should be increased by $3,221,398;

(3) As a result of the modifications and corrections stated in
paragraphs (1) and (2) above, in the Examination Changes, the “Total
Examination Changes” is restated to ($3,179,254) and the “Total
Capital and Surplus Per Examination, December 31, 2005” is restated
to ($2,867,639);

(4) The following statements are added prior to the last paragraph of
Note 3 to the Financial Statements: “Expert Actuarial Services, LLC,
did, however, conclude that 78% of the claims reported during 2005
would close without an indemnity payment, as a result of the spike in
claims that occurred before legislative tort reform measures went into
effect. This is a much higher percentage than would normally have
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been used. Subsequent to the exam, the number of claims reported
during 2006 has significantly decreased due to this 2005 spike;” and
(5) the following statement is added at the end of the General
Comments and/or Recommendations: “Assessments - The company
is required by House Bill No. 1837 (Laws 2006), adopted after the as
of date of the examination, to include within its articles or bylaws a
method for assessing former members in the event of insolvency.”

After my consideration and review of such report, workpapers, and written
submissions or rebuttals, the examination report is incorporated by reference and
deemed to be the Director’s findings and conclusions to accompany this order
pursuant to section 374.205.3(4), RSMo.

Based on such findings and conclusions, I hereby ORDER Physicians Professional
Indemnity Association, to take the following action or actions, which I consider
necessary to cure any violation of law, regulation or prior order of the Director
revealed by such report: (1) implement, and verify compliance with each item
mentioned in the General Comments and/or Recommendations section of such
report; and (2) account for its financial condition and affairs in a manner consistent
with the Director’s findings and conclusions.

So ordered, signed and official seal affixed this 1 | day of September, 2006.

WAL

W. DALE FINKE, Director
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Kansas City, Missouri
June 30, 2006

Honorable Alfred W. Gross, Commissioner

Virginia Bureau of Insurance

Chairman of Financial Condition (EX4) Subcommittee
Southeastern Zone Secretary

Honorable Jorge Gomez, Commissioner
Wisconsin Department of Insurance
Midwestern Zone Secretary

Honorable W. Dale Finke, Director
Missouri Department of Insurance
301 West High Street, Room 530
Jefferson City, Missouri 65102-0690

Gentlemen:

In accordance with your financial examination warrant, a full scope association financial
examination has been made of the records, affairs and financial condition of

Physicians Professional Indemnity Association
hereinafter referred to as such, as PPIA, or as the Association. Its administrative office is located

at 101 West McCarty Street, Jefferson City, Missouri 65101, telephone number (573) 634-7742.
This examination began on March 13, 2006, and concluded on the above date.

SCOPE OF EXAMINATION

Period Covered

This is the first financial examination of Physicians Professional Indemnity Association. This
examination covers the period from when the Company was organized and commenced business
in 2003 through December 31, 2005, and has been conducted by examiners from the State of
Missouri, representing the Midwestern Zone of the National Association of Insurance
Commissioners (NAIC), with no other zone participating.

This examination also included the material transactions and/or events occurring subsequent to
the examination date, which are noted in this report.
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Procedures

This examination was conducted using the guidelines set forth in the Financial Condition
Examiners Handbook of the NAIC, except where practices, procedures and applicable
regulations of the Missouri Department of Insurance (MDI) and statutes of the State of Missouri
prevailed.

The examiners reviewed the prior year audit workpapers of the Association’s independent
auditor, Jamie L. Seaver, CPA, LLC, of Jefferson City, Missouri. Due to differences in timing
(note that the fieldwork phase of this examination was completed before the Company’s
independent auditors began the 2005 audit), only minimal use was made of the work of the
independent auditors.

Comments - Previous Examination

Since this is the first financial examination of PPIA, accordingly, there are no comments or notes
from previous examination to review.

HISTORY

General

Physicians Professional Indemnity Association was incorporated on April 23, 2003, under
Missouri law at Chapter 383 (Malpractice insurance). The Association was issued a Certificate
Authority by the Missouri Department of Insurance on May 15, 2003, to operate as an assessable
malpractice insurance corporation pursuant to the enabling law. In accordance with its Articles
of Association, the Association is a not-for-profit corporation and operates as a mutual benefit
corporation. PPIA is owned by the physician member-insureds.

Capital Stock

As a Missouri mutual assessment corporation, the Association is not required to maintain, and
does not have capital stock. The method and process of assessments are documented in the
Association’s Articles of Association and Bylaws. However, there are no indications with
respect to the assessment of ex-members, which may be necessary to address loss reserve and
premium deficiencies that may have occurred during prior periods. Given that PPIA is an
assessable corporation with no other sources of capital and surplus other than member
assessments and earned surplus, the MDI believes that good business practice should compel the
Association to add assessment of ex-members as a requirement of membership.

Dividends

The Association has not declared any dividends or made any cash dividend distributions since its
incorporation.
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Management

The management of PPIA is vested in a Board of Directors that is elected by its policyholders,
who are also the members of the Association. The Association’s Bylaws specify that there shall
be twelve (12) directors. The Board of Directors elected and serving, as of December 31, 2005,
were as follows:

Name Address Principal Occupation and Business Affiliation
Carrie L. Carda, MD Poplar Bluff, MO Self Employed OB/GYN
Carl F. Patty, MD Poplar Biuff, MO Owner/Physician, Carl Patty MD, LLC
Patricia L. Cronin Jefferson City, MO  Owner/Physician, Patricia L. Cronin MD, LLC
Benny E. Thomas, DO  Lake Ozark, MO Self Employed Physician
John R. Patty, DO Poplar Bluff, MO John R. Patty DO, LLC
Robert L. Hall, MD Poplar Bluff, MO Owner/Surgeon, The Surgery Clinic of Poplar
Bluff
Mark S. Vincent Union, MO Attorney, Vincent, Haven & Purschke, P.C.

Robert C. Young, MD  Poplar Bluff, MO Self Employed Medical Practitioner
Warren K. Miller, CPA  Millersville, MO Administrator, Cape Radiology Group

Contrary to the stipulations in the Articles of Association and Bylaws which calls for a Board of
Directors consisting of twelve (12) members, the Association has only nine (9) members elected
to its Board of Directors. The Association is directed to elect more members to its Board of
Directors or amend the Articles of Association and the Bylaws to require a minimum of nine (9)
members.

Committees

The Bylaws empower the Board of Directors to establish one or more committees, each
composed of three (3) or more members of the Board. As of December 31, 2005, the following
committees have been established with following individuals serving:

Executive Committee Claims and Settlement Committee
Carrie L. Carda, MD, Chairman Benny E. Thomas, MD, Chairman
Robert C. Young, MD Mark S. Vincent

Carl F. Patty, MD Robert C. Young, MD

Robert L. Hall, MD
Carrie L. Carda, MD
Jonathan L. Downard
Lloyd R. Downard
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Officers

The officers of the Association elected and serving as December 31, 2005, were as follows:

Robert C. Young, MD President
Jonathan L. Downard Executive Vice President
Robert L. Hall, MD Secretary
Carl F. Patty, MD Treasurer
Conflict of Interest

The Association has procedures for the disclosure of any conflicts of interest that may exist.
However, the procedure does not require annual disclosure and signatory, as such, the
Association’s officers and directors only signed the conflict of interest statement at the time of
election or appointment. This practice is not sufficient since an individual officer or director’s
status and business relationships could change. The Association is directed to have its officers
and directors sign its conflict of interest statement annually.

Corporate Records

The Association’s Articles of Association and Bylaws were reviewed for the period under
examination. The original Articles of Association was amended and restated effective
September 17, 2004, to: (a) amend Article VII to limit the maximum amount of any one regular
or special Assessment against a member to be twenty-five percent (25%) of a member’s annual
premium; (b) amend Article IX to require that all physicians elected to the Board of Directors
must be members of the Association; (¢) amend Article XIII to stipulate that the Association is
established as a not-for-profit corporation; (d) amend Article XIV to stipulate that the
Association shall have members and (e) amend Article XV to prescribe the basis of the
distribution of the Association’s assets in the event of dissolution.

The Bylaws of the Association was amended pursuant to the action of the Board of Directors of
August 21, 2004, to change the Annual membership and Board of Directors’ meeting date to the
third Saturday in August.

The minutes of the Board of Director’s meetings, the Committee meetings and the members’
annual meetings were reviewed for proper approval of corporate transactions. The minutes, in
general, appear to propetly reflect and approve the Association’s major transactions and events
for the period under examination.

Acquisitions, Mergers and Major Corporate Events

None during the examination period.
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Surplus Debentures

None.

AFFILIATED COMPANIES

Holding Company, Subsidiaries and Affiliates

Physicians Professional Indemnity Association was organized under Missouri Law at Chapter
383 (Malpractice insurance). Entities organized under Chapter 383 are not subject to the
Insurance Holding Companies Law under Section 382, Revised Statutes of Missouri.
Consequently, PPIA is not deemed to be a member of an insurance holding company, as such,
the Association is not required to file or disclose its holding company structure, if any.

FIDELITY BOND AND OTHER INSURANCE

Physicians Professional Indemnity Association is the primary insured on a business insurance
coverage offering an employee dishonesty endorsement with a limit of $50,000. Per NAIC
guidelines, the Association is required to carry a minimum fidelity bond policy with a liability
limit of $150,000. The Association is directed to increase its fidelity bond coverage to a
minimum liability limit of $150,000.

The Association is also covered by the following business insurance coverages: Business
Property, Business Liability and General Aggregate (Umbrella) insurance.

PENSION, STOCK OWNERSHIP AND INSURANCE PLANS

The business operations of Physicians Professional Indemnity Association have been out-sourced
to independent contractors who are not employees of the Association. The consideration for the
various services, including accounting, actuarial, legal, underwriting, etc., did not include any
provisions for pensions or benefits. The Association has one full-time office staff, and part-time
officers who are paid salaries, however, there are no pensions or benefits associated with the
salaries of these employees.
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STATUTORY DEPOSITS

Deposits with the State of Missouri

Pursuant to the applicable laws, the Association is not required to deposit funds for the benefits
of policyholders, as is customary with other insurers organized under different Missouri
insurance laws. Consequently, the Association did not have any funds on deposit with the State
of Missouri as of December 31, 2005.

INSURANCE PRODUCTS AND RELATED PRACTICES

General

Physicians Professional Indemnity Association is incorporated under Missouri law at Chapter
383 (Malpractice insurance). The Association was issued a Certificate of Authority by the
Missouri Department of Insurance on May 15, 2003, to operate as an assessable malpractice
insurance corporation pursuant to the enabling law. The Association is only licensed in the State
of Missouri. However, by way of endorsement #4 to the underlying insurance policy form,
insured physicians who provide health care services in the State of Kansas may be covered by a
policy, however, such coverage may be limited with regard to policy limits, etc.

As was noted elsewhere in this report, PPIA is primarily owned by the member-insureds, who
are licensed physicians. The members elect a Board of Directors, who has the ultimate
responsibility to manage the property and affairs of the Association. PPIA writes one line of
business, medical malpractice insurance, on a claims-made basis with policy limits of $1million
in the State of Missouri. A three-year retroactive coverage with a maximum limit of $500,000 is
also available. PPIA’s target market is physicians that provide medical services in the entire
State of Missouri. The Association offers membership to physicians who are independent
practitioners and/or independent groups without any regard to size of operation. PPIA’s current
membership is composed of 680 member-insureds, comprising of 460 rural practitioners and 220
practitioners in metropolitan areas. The Association has a twenty percent (20%) growth target in
membership for 2006, with an overall business plan of achieving total membership of 2,500
members within the next five years.

Acquisition of Business

The Association utilizes the services of three independent agencies to obtain business, with
Missouri State Medical Association Insurance Agency, Inc. (MSMA) being the primary and lead
producer. The agencies are paid commissions based on premiums at variable rates between first
year and renewal premiums. The Association’s future acquisition goal is to build on its
relationship with MSMA and cultivate relationships with other professional associations and
independent physician organizations to generate membership growth.
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Plan of Operations and Administration

The day-to-day operations of the Association have been out-sourced to independent contractors
for agreed upon considerations for the services provided. As of December 31, 2005, the
Association has entered into the following agreements for the provision of various administrative
and insurance operations services:

1. Type:
Parties:
Effective:

Terms:

2. Type:

Parties:

Effective:

Terms:

Administration Agreement
Corporate Insurance Services, LLC (CIS)

July 30, 2003, and restated effective May 26, 2005, without any substantive
change in functions and considerations.

Subject to the control and approval of the Association’s Board of Directors, CIS
functions as the insurance administrator of PPIA and provided the
administrative services to form the Association. The agreement obligates CIS to
provide business management, administrative, investment, underwriting, policy
administration and issuance, insurance regulatory compliance, coordination of
actuarial, accounting and auditing services and such other duties that are
customarily performed by an administrative service provider as the Board of
Directors may assign. CIS is responsible for providing day-to-day consultation
on management, financial, personnel, policy decisions, underwriting, investment
of funds, payment of claims and regulatory compliance. As consideration for
the services provided, CIS is to receive ten percent (10%) of the first three
million dollars ($3 million) of gross premium, eight percent (8%) of the next
two million dollars ($2 million) of gross premium and six percent (6%) of any
additional premiums over five million dollars ($5 million).

PPIA has paid CIS $668,064, $360,786 and $13,429 for the years 2005, 2004
and 2003, respectively.

Legal Services Agreement
Hansen, Stierberger, Downard, Melebrink & Schroeder (the Firm)

Originally entered into effective June 1, 2003, with Jonathan Downard, as an
individual attorney. Agreement was restated effective May 26, 2005, to change
the identity of the service provider without any substantive change in the
manner or character of services provided.

The Firm provides legal services, representations and legal consulting to PPIA’s
Board of Directors and management. The Firm is responsible for providing
legal advice to ensure regulatory compliance and legal consultation on the day-
to-day operations of the Association. The Firm is compensated five thousand
dollars ($5,000) per month for providing these legal services.

PPIA has paid the Firm $60,000, $35,000 and $0 for the years 2005, 2004 and
2003, respectively.



3. Type:
Parties:
Effective:

Terms:

4. Type:
Parties:
Effective:

Terms:

Exception:

5. Type:

Parties:
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Office Lease Agreement
U.S. Bank, National Association (Landlord)
July 1, 2005

The Association rented approximately 1,095 square feet of space, located on the
second floor of the U.S. Bank building in Jefferson City, Missouri. The lease is
for a term of five (5) years, at a monthly rent of $960.00.

PPIA has paid the Landlord $6,720, $5,400 and $0 for the years 2005, 2004 and
2003, respectively.

Agency Agreement
Missouri State Medical Association Insurance Agency, Inc. (MSMA)

Originally entered into effective August 14, 2003. Article II of the
agreement was amended effective August 30, 2003, to recognize MSMA as the
lead agency with a two percent (2%) over-write commission on policies written
by other agencies and to increase its renewal commission rate from eight
percent (8%) to ten percent (10%).

The agreement authorizes MSMA to solicit applications for new business on
behalf of PPIA and to service insurance policies issued by PPIA. For these
services, MSMA is to be paid a first year and renewal commission rate of ten
percent (10%) of the premiums collected on each issued policy. The agreement
was amended to recognize MSMA as the lead agency for the Association
resulting in an over-write commission of two percent (2%) on collected
premiums written by other agencies.

PPIA has paid MSMA $726,135, $379,024 and $44,350 for the years 2005,
2004 and 2003, respectively.

The amended agreement, which recognized MSMA as the lead agency with the
two percent (2%) over-write commission is vague with respect to the
functions and responsibilities of MSMA for earning this extra commission. The
amended agreement should be revised to specifically state what functions
MSMA must perform as the lead agency of the Association, which should
justify the two (2%) over-write commission.

The Association is hereby directed to revise the amendment to the MSMA
agreement by specifying what functions MSMA must perform in order to earn
the two percent (2%) over-write commission.

Agency Agreement
Cretcher-Lynch & Company (Cretcher-Lynch)



Effective:

Terms:

6. Type:

Parties:

Effective:

Terms:

Overall:
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Originally entered into effective July 1, 2003. Article II of the agreement was
amended effective October 1, 2004, to increase the commission rates to ten
percent (10%).

The agreement authorizes Cretcher-Lynch to solicit applications for new
business on behalf of PPIA and to service insurance policies issued by PPIA.
For these services provided, Cretcher-Lych is to be paid a first year and renewal
commission rate of ten percent (10%) of the premiums collected on each issued
policy.

PPIA has paid Cretcher-Lynch $95,545, $68,290 and $24,904 for the years
2005, 2004 and 2003, respectively.

Agency Agreement
Administrative Management Corporation d/b/a MedPro (MedPro)

Originally entered into effective July 1, 2003. Article II of the agreement was
amended effective September 11, 2003, to change the commission rates from
eight percent (8%) to five percent (5%).

The agreement authorizes MedPro to solicit applications for new business on
behalf of PPIA and to service insurance policies issued by PPIA. For these
services, MedPro is to be paid a first year and renewal commission rate of five
percent (5%) of the premiums collected on each issued policy.

PPIA has paid MedPro $0, $31,693 and $6,896 for the years 2005, 2004 and
2003, respectively.

For each of the agreements summarized above, the Association should
summarize the nature of, and disclose the amounts paid, under each of the
agreements. PPIA is therefore, directed to report the yearly amounts paid to
each party to the agreements in the Notes to the Financial Statement section of
the Annual Statement under “Information Concerning Parent, Subsidiaries and
Affiliates” section.

In addition to the above agreements, the Association utilizes the services of a local accounting
firm for accounting and Chief Financial Officer function, an actuarial firm for loss reserve
certification, a different actuarial firm for rate making and an investment management firm for
investment advisory services. The Association has also appointed various law firms,
representing certain regions of the State of Missouri, as claims defense attorneys, to represent the
interest of insured-policyholders in lawsuits arising from the insured risks.
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Policy Forms & Underwriting
Advertising & Sales Materials
Treatment of Policyholders

The Missouri Department of Insurance has a market conduct staff that performs a review of these
issues and generates a separate market conduct report. However, the MDI did not conduct any
market conduct examinations of the Association during the examination period. A cursory
review of these issues during this examination did not uncover any material problems.

REINSURANCE

General

The Association’s premium activity on a direct written, assumed and ceded basis, for the period
under examination, is detailed below:

2005 2004 2003

Direct Business $8,466,959 $8,102,880 $938,833
Reinsurance Assumed
Reinsurance Ceded:

Affiliates

Non-affiliates (2,475,000) 0) [(0))]
Net Premiums Written $5.991,959 $8,102.880 $938,833

Assumed

The Association does not assume any business.

Ceded

The Association is contingently liable for all reinsurance losses ceded to others. This contingent
liability would become an actual liability in the event that an assuming reinsurer fails to perform
its obligations under the reinsurance agreement.

Physicians Professional Indemnity Association has one excess of loss reinsurance agreement
with subscribing Reinsurers at Lloyds (Reinsurers), consisting of five individual syndicates. The
agreement was entered into effective April 1, 2005, for three successive one year periods.
Pursuant to the terms of the agreement, PPIA cedes any claims over $500,000 per individual
claim to the reinsurers, with PPIA retaining all amounts under $500,000 per individual claim.
The agreement established the maximum policy limit at $1 million each claim or $3 million
annual aggregate. The agreement further established that the ultimate net sum payable by the
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Reinsurer shall not exceed 200% of the adjusted premium paid by PPIA or $13.2 million during
the first agreement annual period.

The subscribing Reinsurers at Lloyds who are participants to this agreement and their levels of
participation are as follows:

» MaxRe 29.6296%
»  AspenRe 22.2223%
> AML 18.5185%
» HAR 14.8148%
» SAM 14.8148%
Total 100.00%

For the reinsurance coverage provided, the agreement requires PPIA to pay an annual deposit
premium of the greater of $3.3 million or 27.5% of the Gross Net Written Premium. As of
December 31, 2005, PPIA has paid approximately $2.5 million in premium, covering the last
three quarters of 2005.

Effective April 1, 2006, PPIA and the subscribing Reinsurers at Lloyds ended the excess of loss
reinsurance agreement on a going-forward-basis. PPIA replaced the aforementioned agreement
with another excess of loss reinsurance agreement with PIPCO SPC, (Physicians Insuring
Physicians Company) a Cayman Islands reinsurer, effective April 1, 2006. This agreement is
retroactive to all claims filed on or after April 1, 2006, on policies issued since May 15, 2003.
Pursuant to the terms of the agreement, PPIA cedes any claims over $500,000 per individual
claim to the reinsurers, with PPIA retaining all amounts under $500,000 per individual claim.
The agreement further established that the ultimate net sum payable by the reinsurer shall not
exceed 150% of the adjusted premium paid by PPIA.

The agreement with PIPCO SPC further requires the reinsurer to establish a trust agreement,
which shall contain the premiums paid by PPIA or in the alternative; the reinsurer shall maintain
a trust account for which PPIA is the beneficiary in the amount of $1 million.

Due to lack of familiarity with the operations of PIPCO SPC and its newness in the reinsurance
market, the MDI performed additional reviews to understand the management and operations of
PIPCO SPC and how PPIA could be impacted. See the Subsequent Event section of this report
for more details.
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ACCOUNTS AND RECORDS

General

The CPA firm, Jamie L. Seaver, CPA, LLC, of Jefferson City, Missouri, issued audited statutory
financial statements of the Association for the first two years [2003 and 2004] of the examination

period. The 2005 audit was not yet completed as of the last day of the current examination
fieldwork.

Policy and claim reserves were reviewed and certified by Steven J. Regnier, ACAS, MAAA,
FCA with Regnier Consulting Group, Inc., of Stevens Point, Wisconsin.

FINANCIAL STATEMENTS

The following financial statements, with supporting exhibits, present the financial condition of
Physicians Professional Indemnity Association for the period ending December 31, 2005. Any
examination adjustments to the amounts reported in the financial statements and/or comments
regarding such are made in the “Notes to the Financial Statements.” The failure of any column
of numbers to add to its respective total is due to rounding or truncation.

There may have been additional differences found in the course of this examination, which are
not shown in the “Notes to the Financial Statements.” These differences were determined to be
immaterial concerning their effect on the financial statements, and therefore were only
communicated to the Company and noted in the workpapers for each individual Annual
Statement item.
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Assets

Bonds

Cash and Short-term Investments Note 1
Common Stocks Note 1

Investment Income Due and Accrued

Uncollected Premiums and Agents’ Balances
Note 2
Federal Income Tax Recoverable

Net Deferred Tax Asset

EDP Equipment

Furniture and Equipment

Aggregate Write-ins for Other Assets
TOTAL ASSETS

Assets

$4,716,377
1,573,862
1,125,728
57,881

149,897
271,984

480,988
6,323
12,220
1911

$8,403.231

PPIA - 12/31/05 Exam

Net

Nonadmitted Admitted
Assets Assets
$4,716,377

1,573,862

1,125,728

57,881

149,897

271,984

480,988

$6,323 0
12,220 0
7.971 _0

$26,514 76,717

Liabilities, Surplus and Other Funds

Losses Note 3

Loss Adjustment Expenses Note 3

Commissions Payable Note 4

Other Expenses

Taxes, Licenses and Fees

Unearned Premiums Note S

Advance Premium

Payable for Securities

Aggregate Write-Ins for Liabilities:
Unearned Finance Charges Note 6

TOTAL LIABILITIES

Unassigned Funds (Surplus) Note 7

TOTAL LIABILITIES AND SURPLUS

$6,594,000
2,326,000
42,158
4,306
2,928
896,238
425,608
726,489

26,322
$11,044,049
($2,667,332)

38,376,717



Statement of Income

UNDERWRITING INCOME
Premiums Earned
Losses Incurred
Loss Expenses Incurred
Other Underwriting Expenses Incurred
Total Underwriting Deductions
Net Underwriting Gain/(Loss)
INVESTMENT INCOME
Net Investment Income Earned
Net Realized Capital Gains or (Losses)
Net Investment Gain or (Loss)
OTHER INCOME
Finance and Service Charges not Included in Premiums
Miscellaneous Other Income

Total Other Income

Net income before dividends to policyholders and federal income taxes

Federal and foreign income taxes incurred

Net Income
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$6,187,650
4,010,158
1,379,053
1,628,001

$7.017.212
($829,562)

145,900

(18.788)
$127,112

312,592
4

$312,596
($389,854)

(160.463)
(8229,391)
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Capital and Surplus Account

Surplus as Regards Policyholders, December 31, 2004 $599,957
Net Income (229,391)
Change in Non-admitted Assets (56,951)
Capital Changes:

Transferred from Capital (Return of Capital) (2,000)
Examination Change (2,978.947)
Net Change in Surplus as Regards Policyholders for the Year (83,267,289)
Surplus as Regards Policyholders, December 31, 2005 ($2,667,332)

Notes to the Financial Statements

Note 1 — Cash and Short-term Investments $1,573,862
Common Stocks $1,125,728

The amount reported by the Association for Cash and Short-term Investments was reduced by
$1,125,728 and the amount reported by the Association for Common Stocks was increased from
$0 to $1,125,728. This reclassification was made to correct the erroneous presentation of the
Association’s investment in a Charles Schwab and Company money market fund that was not
listed on the exempt list. According NAIC guidelines, money market funds that are not listed in
the exempt list as maintained by the Securities Valuation Office of the NAIC must be reported as
common stocks on the Annual Statements. PPIA is directed to abide by this reporting standard
in the future.

Note 2 — Uncollected Premiums in the Course of Collection $149,897

The amount reported by PPIA for Uncollected Premiums in Course of Collection was reduced by
$3,021,091, consisting of $3,051,528 of overstated premiums receivable and a reinstatement of
$30,437 of premiums receivable improperly reported as being 90 days over due. PPIA
overstated the balance in this account as of December 31, 2005, by reporting as due and
receivable, premiums that were not yet billed and not yet due from the policyholders. This
practice resulted in this account being overstated by $3,021,091 as of the examination date.
The Association incorrectly recorded the annualized policy premium, although the policyholders,
in majority of the cases, only paid on installment basis (monthly, quarterly, etc.). The
examination obtained the underlying premium database and recalculated uncollected premium
balance in accordance with statutory guidelines and the NAIC’s Annual Statement Instructions.
PPIA is directed to properly and accurately report its uncollected premium account by
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recognizing only billed but uncollected premiums in this account. Simply stated, only billed
policies, which are currently active, and that remains uncollected at the end of the quarter or at
year-end, should be reported as uncollected.

Note 3 — Losses $6,594,000
Note 3 — Loss Adjustment Expenses $2,326,000

The MDI engaged Expert Actuarial Services, LLC (EAS) to perform an actuarial review of the
loss and loss adjustment expense reserves of PPIA. EAS issued an actuarial opinion and report
to the MDI and determined that PPIA’s reported loss and LAE reserves of $6,001,820, as of
December 31, 2005, were deficient by $2,918,180 on a net-of-reinsurance basis. An examination
change was made to increase Loss and LAE reserves by the indicated deficiency. This amount
consists of the following components:

Description Deficiency
Using Gross-of-Reinsurance Benchmarks* $200,000
Case Reserves Deficiency Recognition** 1,818,180
Additional Projection Methods*** 200,000
LAE Ratio Applied to Report Year 2004**** 500,000
Other***** 200,000
Total Reserve Deficiency $2.918.180

e *In this category, EAS adjusted the reserves to account for the fact that PPIA did not
enter into any reinsurance arrangement until 2005. On this basis, EAS noted that most of
the experience period evaluated as part of the reserve analysis involved uncapped claims
— whether examined gross of reinsurance or net of reinsurance, since there was essentially
no reinsurance during the period under examination. EAS opined that the benchmark
data used to project PPIA’s losses should have been based on gross-of-reinsurance data,
which typically yields higher development factors and consequently, higher indicated
reserves.

o **Additional reserve was indicated following an independent study of the Association’s
claims and carried case reserve levels. The study was necessitated by the newness of
PPIA and the relatively sparse amount of historical data available as a result of the
relatively brief period of insurance operations. [Other detailed recommendations
emanating from the study have been communicated to the Association’s management].
The study concluded that the Association’s case reserves are materially below levels
suggested based on the facts in the individual claim files reviewed. The actuarial study’s
reliance on industry-based development factors involved the assumption that the
Association’s case reserves were generally at industry levels. Since the claim study
found that this assumption was invalid, adjustments were required in the actuarial
analysis which led to higher indicated reserves.

e *** The impact of other applicable methods of reserve evaluation was recognized by
EAS in its analysis. This is predicated on a proposed actuarial standard of practice that
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requires the recognition of the impact of multiple applicable methods, unless in the
actuary’s professional opinion, a particular method is clearly superior to other methods.

e ****The Association’s opining actuary reduced the reserves for Loss Adjustment
Expense reserves by an undocumented $500,000. This adjustment was reversed by EAS
as the seemingly underlying justification was not defined.

e *H*EAS’ analysis involved estimating an overall indicated reserve deficiency
(estimated at $2.9 million net-of-reinsurance) which is based on the combined impact of
all of the above described elements. The individual component estimates were rough
quantifications since the components are not independent of each other. The impact for
the individual components makes up $2.7 million of the total $2.9 million net reserve
deficiency. Thus, EAS attributes the final $200,000 difference to “Other” with such just
serving to produce the correct bottom-line total estimated deficiency.

In each of the categories described above, PPIA is directed to work with its in-house actuary to
develop and implement procedures that would address the underlying issues identified, which
ultimately should result in adequate reserve levels.

Loss Reserve Discounting

In accordance with Sections 383.035(9) and 379.102 RSMo, it appears that the Association could
discount its loss reserve liabilities. Generally, discounting provides a reduction to current loss
liabilities for the anticipated future revenues to be made from the investment of premiums for
long tail lines of business. When applying an interest rate of 2.5% this discount would be
approximately $406,000 when applied to the indicated net reserve liability in this examination in
the amount of $6,594,000.

Note 4 - Commissions Payable $42,158

The amount reported by the Association for the above referenced liability is $31,198 more than
the amount calculated and reported by the examination as of December 31, 2005. The amount
reported by the Association on the 2005 Annual Statement, ($73,356), represents the amount of
commissions due to agents during the period of January 1 through 15, 2006. These commissions
were not due and payable to the agents as of December 31, 2005, based on the agency agreement
terms and therefore, should not have been included in the Commission Payable liability. The
Association subsequently provided detail records for commissions due to agents, which totaled
$42,158. Therefore, an examination adjustment of $31,198 has been made to restate the 2005
Annual Statement balance for this account. The Association is directed to ensure that only
commissions due to agents, which remain unpaid as of year-end or quarter-end are reported on
the Commissions Payable line of the Annual or Quarterly Statements.
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Note 5 — Unearned Premiums $896,238

The amount reported by the Association for the above referenced liability is $2,781,272 more
than the amount calculated and reported by the examination as of December 31, 2005. This
overstatement resulted from two errors made by the Association as follows:

First, the Association calculated its Gross Unearned Premium on all written policies by
improperly annualizing the premiums. This resulted in the Association recording Gross
Unearned Premium for installments for which premiums had not been received or due as of
December 31, 2005. This practice overstated the Association's Gross Unearned Premium
liability on the Annual Statement. After this erroneous reporting was presented to the
Association, PPIA recalculated the unearned premium using logical and correct procedures,
which resulted in Gross Unearned Premium of $1,236,190, a far departure from the initial
balance of $4,457,588.

Second, the Association has a reinsurance contract that allows for the ceding of 27.5% of Gross
Written Premium. However, when the Association calculated its Ceded Unearned Premiums, an
arbitrary cession rate of 17.5% was used. The examination recalculated the Ceded Unearned
Premium reserve, using the correct ceding rate, which resulted in a corrected Ceded Unearned
Premium of $339,952, compared to the incorrect balance of $780,078 reported by PPIA.

The net effect of these adjustments resulted in Net Unearned Premium of $896,238 as of
December 31, 2005. In the future, the Association is directed to only record Gross Unearned
Premiums on those policies whose premiums have actually been received. The Association is
also directed to calculate its Ceded Unearned Premium using the cession rate that is used to
calculate actual ceding premiums paid to the reinsurer as established in the reinsurance
agreement.

Note 6 — Unearned Finance Charges $26,322

The amount reported by PPIA for this liability account was overstated by $147,854 as of
December 31, 2005. The Association was annualizing policy finance charge amounts and
incorrectly recording liabilities for finance charges that had not been received. After reviewing
the detail records for the collected finance charges at December 31, 2005, an adjustment was
made to the account balance to reduce the Aggregate Write-In Liability for Unearned Finance
Charges from $174,176 to $26,322. The Association is directed to ensure that only those finance
charges that have been received and are unearned as of quarter-end or year-end are reported as
Unearned Finance Charges.

Note 7 — Unassigned Fund (Surplus) ($2,649,152)
At December 31, 2005, the Association’s surplus was less than zero, with an examination

adjusted surplus of ($2,649,152). It is recommended that the association take necessary steps to
restore its surplus to zero or greater.
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Examination Changes

Capital and Surplus Per the Association, December 31, 2005:
Common Stock
Unassigned Funds

Total Capital and Surplus Per Association

Examination Changes*
Decrease Uncollected Premiums in Course of Collection Note 2
Increase Loss Reserves Note 3
Increase Loss Adjustment Expense Reserves Note 3
Decrease Commissions Payable Note 4
Decrease Unearned Premiums Note §
Decrease Unearned Finance Charges Note 6

Total Examination Changes

Capital and Surplus Per Examination, December 31, 2005:
Common Stock
Unassigned Funds

Total Capital and Surplus Per Examination, December 31, 2005

PPIA —-12/31/05 Exam

311,615
$311,615

($3,021,091)
(1,664,000)
(1,254,180)

31,198
2,781,272
147.854

($2,978,947)

$0
($2.667.332)
(82,667,332)

* Does not include reclassification changes, which have zero net effect on capital and surplus.
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General Comments and/or Recommendations

Capital Stock (page 2)

Since PPIA is an assessable corporation with no other sources of capital and surplus other than
member assessments and earned surplus, the MDI believes that good business practice should
dictate that the Association assess ex-members and establish this as a requirement for
membership. Such assessment should only be made when needed to shore up its capital and
surplus and recover loss reserve and premium deficiencies that may have occurred during prior
periods. The MDI strongly recommends that PPIA implement this recommendation.

Management (page 3)

The Association had nine (9) members on its Board of Directors as of December 31, 2005,
contrary to its Articles of Association and Bylaws, which stipulates for a minimum of twelve
(12) members. The Association is directed to elect more members to its Board of Directors or
amend the Articles of Association and the Bylaws to require a minimum of nine (9) members.

Conflict of Interest (page 4)

The Association’s conflict of interest disclosure statement does not require that officers and
directors complete and sign the statement annually. Accordingly, review of the signed conflict
of interest statements showed a pattern of officers and directors signing the statements once upon
election and/or appointment. This practice is not sufficient since an individual officer or
director’s status and business relationships could change. The Association is directed to have its
officers and directors sign its conflict of interest statement annually.

Fidelity Bond and Other Insurance (page 5)

Physicians Professional Indemnity Association is the primary insured on a business insurance
coverage offering an employee dishonesty endorsement with a limit of $50,000. Per NAIC
guidelines, the Association is required to carry a minimum fidelity bond policy with a liability
limit of $150,000. The Association is directed to increase its fidelity bond coverage to a
minimum liability limit of $150,000.

Agreement with MSMA (page 8)

The amended agreement with Missouri State Medical Association Insurance Agency, Inc.,
(MSMA) should be revised to specifically state what functions MSMA must perform as the lead
agency of the Association, which should justify the two (2%) over-write commission. The
Association is hereby directed to revise the amendment to the MSMA agreement by specifying
what functions MSMA must perform in order to earn the extra two percent (2%) over-write
commission.

20



PPIA —12/31/05 Exam

Overall — Agreements with Third Parties (page 9)

For each of the agreements with third parties, PPIA is directed to report the yearly amounts paid
to each party in the “Notes to the Financial Statement” section of the Annual Statement under
“Information Concerning Parent, Subsidiaries and Affiliates™ section.

Notes to the Financial Statement (pages 15 through 18)

This examination uncovered numerous instances where the Association improperly reported,
valued and/or classified items on the Annual Statement. These exceptions are documented on
seven (7) separate notes on pages 15 through 18 under the “Notes to the Financial Statements”
section of this report. Each of these notes directs PPIA to prepare the Annual Statement in
accordance with NAIC’s Annual Statements Instructions and the applicable NAIC’s Statements
of Statutory Accounting Principles. The Association is hereby directed to implement these
directives and ensure that its future Annual Statement is prepared in accordance with the
applicable standards and procedures.

Subsequent Event (pages 21 through 22)

The reinsurance arrangement with Physicians Insuring Physicians Company (PIPCO SPC) is
deemed to constitute a related party transaction lacking in the structures and benefits of an arms
length transaction and appears to be preferential to certain policyholders of PPIA. It was also
noted by the MDI that PIPCO SPC is not an admitted carrier in Missouri. PPIA should be aware
that reserve credits are not allowed on cessions to unauthorized carriers, such as PICO SPC
unless adequate security is provided that is acceptable to the MDI.

PPIA should disclose the related party nature of the agreement and all other related features in
future Annual Statements and also continue to evaluate the relationships under the agreement to
be certain that it is beneficial for the entire membership of the Association.

PPIA should also ensure that an adequate security, acceptable to the MDI, is in place before
reserve credits for cessions to PIPCO SPC are reported on the Annual Statement or Quarterly
Statements.

SUBSEQUENT EVENTS

Reinsurance

Effective April 1, 2006, PPIA ended its excess of loss reinsurance agreement with named
Reinsurers at Lloyds of London on a going-forward-basis. PPIA replaced the agreement with the
Reinsurers at Lloyds with another excess of loss reinsurance agreement with PIPCO SPC,
(Physicians Insuring Physicians Company) a Cayman Islands reinsurer, effective April 1, 2006.
This agreement is retroactive to all claims filed on or after April 1, 2006, on policies issued since
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May 15, 2003. Pursuant to the terms of the agreement, PPIA cedes any claims over $500,000
per individual claim to the reinsurers, with PPIA retaining all amounts under $500,000 per
individual claim. The agreement further established that the ultimate net sum payable by the
reinsurer shall not exceed 150% of the adjusted premium paid by PPIA.

The agreement with PIPCO SPC further requires the reinsurer to establish a trust agreement,
which shall contain the premiums paid by PPIA or in the alternative; the reinsurer shall maintain
a trust account for which PPIA is the beneficiary in the amount of $1 million.

Due to lack of familiarity with the operations of PIPCO SPC and its newness in the reinsurance
market, the MDI performed additional reviews to understand the management and operations of
PIPCO SPC and how PPIA could be affected by the new agreement. MDI’s review noted that
some of the founders and management of PIPCO SPC are also member-insureds and/or members
of the management of PPIA. Some of the policyholders of PPIA are stockholders in the
reinsurance company; however, PPIA was unable to disclose the exact identity of the
shareholders. MDI also contacted the Cayman Islands Monetary Authority to ascertain the
ownership of PIPCO SPC and its capitalization. The Monetary Authority was able to verify the
existence of PIPCO SPC but would not provide any additional information.

MDI also asked for a risk transfer evaluation of the reinsurance agreement but PPIA was unable
to provide such an evaluation. The MDI performed a cursory evaluation of the relationship and
determined that the reinsurer was not accepting significant risk under the agreement based on the
terms of the contract. It is very likely that the reinsurer will be profitable.

Thus, the current arrangement is deemed to constitute a related party transactions lacking in the
structures and benefits of an arms length transaction and appears to be preferential to certain
policyholders of PPIA. It was also noted by the MDI that PIPCO SPC is not an admitted carrier
in Missouri. PPIA should be aware that reserve credits are not allowed on cessions to
unauthorized carriers, such as PICO SPC unless adequate security is provided that is acceptable
to the MDI. PPIA should disclose the related party nature of the agreement and all other related
features in future Annual Statements and also continue to evaluate the relationships under the
agreement to be certain that it is beneficial for the entire membership of the Association.

Assessments

The Association should be made aware that the Missouri Legislature recently passed House Bill
1837. If signed into law by the Governor, and as applicable, Missouri 383 companies should
amend their existing Bylaws and Articles of Association regarding certain aspects of member
assessments. The Association should then file such amended Bylaws and Articles of
Association with the Missouri Department of Insurance to determine compliance with this
legislation.
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examination report is true and accurate and is comprised of only facts appearing upon the books,
records or other documents of Physicians Professional Indemnity Association, its agents or other
persons examined or as ascertained from the testimony of its officers or agents or other persons
examined concerning its affairs and such conclusions recommendations as the examiners

find reasonably warranted from the facts. v .

Levi N. Nwasoria, CPA, CFE
Examiner-In-Charge
Missouri Department of Insurance
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SUPERVISION

The examination process has been monitored and supervised by the undersigned. The
examination report and supporting workpapers have been reviewed and approved. Compliance
with NAIC procedures and guidelines as contained in the Financial Condition Examiners

Handbook has been confirmed. ,
i b o

Frederick G. Heese, CFE, CPA
Audit Manager
Missouri Department of Insurance
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Physicians Professional Indemnity Association (PPIA) has reviewed the
Fmancial Examination Report prepared by the Missouri Department of Insurance
(MDI). Notice to conduct this financial examination was provided to PPIA by MDI
on the December 23, 2005 (See attached exhibit 1) Pursuant to said notice, PPIA has
complied with MDI’s request for records and information. PPIA have complied with
the requests of the Department despite PPIA’s position that the Missouri Department
of Insurance lacks any statutory authority to conduct a financial examination of an
msurance association formed under Chapter 383 of the Revised Statutes of the State
of Missouri. MDI has not only acted ultra vires in conducting said examination, but has
also failed to follow the NAIC Examiners Handbook, in direct contradiction to the
Revised Statutes of the State of Missouri. Section 374.190 RSMo which is applicable
to a Chapter 383 company authorizes “investigations” of companies for violations of
the insurance laws of the State of Missouri, not financial examinations. Sections
374.202 RSMo through Section 374.207 RSMo which authorizes financial
examinations are specifically excluded as a statute applicable to a Chapter 383 RSMo
company, and no other insurance law of the State of Missouri applies to an association
licensed pursuant to the provisions of Chapter 383 RSMo. Section 374.045 RSMo
provides authority for the Missouri Department of Insurance to make reasonable rules
and regulation, however pursuant to said Statute, no rule or regulation shall conflict
with any laws of the State of Missouri, which includes Chapter 383 RSMo. The Code
of State Regulations, Title 20 - Department of Insurance, Division 200 - Financial
Examination, Chapter 1 - Financial Solvency and Accounting Standards, Section 20
CSR 200-11.010 (1) (b) specifically defines an insurer as any company or business
entity authorized to transact or applying for authority to transact business of insurance
in Missouri under under Chapter 376, 377,378,379, 381 or 384 RSMo. Chapter 383
RSMo is specifically excluded from the Rules promulgated by the Department of
Insurance. Furthermore Chapter 383.010.1 RSMo does not provide authority for the
MDI to conduct financial examinations. This section is an authoritative statute allowing
the formation of insurance associations by architects, physicians, hospitals and
attorneys. There is no language in this section granting authority to the Department to
conduct a financial examination of a Chapter 383 RSMo association. Section 383.030
RSMo originally went into effect June 26, 1975. Originally this section stated :

“1. The director of insurance shall be authorized in accordance with Sections
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375.171 and 375.173, RSMo to examine into the affairs of any association
organized under the provisions of Section 380.101 to 383.040 and may, in
accordance with Section 375.426, RSMo make such rules and regulations as
may be necessary for the execution of he functions vested in him. Annually,
thereafter, within thirty days before the expiration of its license, each
association shall pay a renewal license fee of one hundred dollars and shall file
a statement with the Director of Insurance giving a report of its activities for
the preceding year. 2. Any existing association shall also, at the time it files for
renewal of its license, file any amendments to its articles fo association or
bylaws which have been adopted in the preceding year”
This onginal version failed to include any statutory authority for “financial
examinations”. In 1992 Section 383.030 RSMo was amended as follows:
“l. The director of the Department of Insurance shall be authorized in
accordance with sections 374.190 and 374.200, RSMo or in the event that
either or both such sections are repealed, then any successor sections relating
to financial examinations, to examine the financial condition, affairs and
management of any association organized under the provisions of Section
383.101 to 383.040, and the association shall pay the expenses of any such
examination in accordance with Sections 374.160 and 374.220, RSMo
Annually thereafter, within thirty days before the expiration of its license, each
association shall pay a renewal license fee of one hundred dollars. 2. Any
existing association shall also, at the time it files for renewal of its license, file
any amendments to its articles of association or by laws which have been
adopted in the preceding year.”
Also during 1992, Missouri House Bill 1574 was approved which repealed one
hundred and one (101) sections of the Revised Statutes of the State of Missouri and
enacted one hundred and twenty (120) new sections. Among the Sections that were
repealed, were Sections 374.190 RSMo and 374.200 RSMo. A new Section 374.190
RSMo was enacted and 374.200 - Record to be Kept, was abolished. The 1967
version of Section 374.190 RSMo that was in affect at the time of the 1992 repeal
specifically stated that the department shall examine and inquire into all violations of
the insurance laws of the state and examine the financial condition, affairs and
management of any insurance company incorporated by or doing business in Missouri.
The statute further stated that the Department will inquire into and investigate the
business of insurance transacted in Missouri by any insurance agent , broker, agency
or insurance company. Section 374.200 RSMo which was in affect in 1992 stated:
“Said director shall keep and preserve in a permanent form a full record of his
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proceedings, including a concise statement of the condition of every company whose
affairs he shal have examined.”

In 1992 the new Section 374.190 RSMo was enacted. Section 374.190 RSMo has no
successor in that Section 374.190 RSMo is still in affect. This Section is now titled
374.190 - Investigation of companies™ as opposed to the prior language which was
titted “374.190 - Examination of companies.” Both Section 383.030 RSMo and
374.190 RSMo were amended the same year and it is presumed that the legislature was
aware and intended the effect of any amendment, enactment or repeal of statutes. Also
in 1992, House Bill 1574 created Section 374.202 through 374.207 RSMo. Contained
therein is Section 374.205 RSMo entitled “Examination, director may conduct when,
required when - required when - duties- nonresident insurer, options, procedures -
reports, contents, use of - hearings, procedures - working papers, records,
confidentiality.” There is no reference contained within Section 374.202 through
374.207 RSMo specifically stating that these sections are applicable to a Chapter 383
RSMo association as required under Chapter 383.035.5 RSMo, nor does Chapter
383.030 refer to Sections 374.202 through 374.207 RSMo.

Further 20 CSR 200-1.060 entitled “Chapter 383 Malpractice Associations and
Financial Condition” was rescinded May 6, 1993. No other rule has been promulgated
as a replacement.

In addition PPIA disputes the nature in which the Department conducted the
examination. Section 374.205 R.S.Mo specifically states:

“In scheduling and determining the nature, scope and frequency of
examinations, the director may consider such matters as the results of financial
statement analyses and ratios, changes in management or ownership, actuarial
opinions, reports or independent certified public accountants, consumer complaints,
and other criteria set forth in the Examiner’s handbook adopted by the National
Association of Insurance Commissioners and in effect when the director exercises
discretion pursuant to this section.” 2. (1) Upon determining that an examination
should be conducted, the director or the director’s designee shall issue an
examination warrant appointing one or more examiners t perform the examination
and instructing them as to the scope of the examination. In conducting the
examination, the examiner shall observe those guidelines and procedures set forth in
the Examiners’ handbook adopted by the National Association of Insurance
Commissioners. The director may also employ such other guidelines or procedures
as the director may deem appropriate.” The Examiners Handbook is very specific

Page 4



as to conduct, use of specialists, controlling costs, monitoring the work performed,
examination memorandum, time budgets, billing hours, etc. This is contrary to the
Department’s legal counsels interpretation that sections of the HB may be used or
disregarded at the discretion of the Department (see attached Exhibit 2).

As the direct result of the ultra vires acts of the Department , PPIA has incurred
examination expenses that exceed $130,000.

While PPIA will respond to the comments contained within the Examination
Report, PPIA does not consent to the jurisdiction of the Department to conduct a
financial examination nor does the Association waive any objections defenses,
remedies, judicial review, injunctive relief, costs or damages that the Association has
or may incur as a result of the actions, demands, statements and conduct of the
Examiner and the Missouri Department of Insurance or its agents, employees,
subcontractors and personnel.

CORRECTIONS & COMMENTS

There are several errors contained within the Examination. These errors should be
noted and corrected:

1. Officers - The officers of PPIA elected and serving as December 31, 2005 were as

follows: Robert C. Young, MD President
Benny Thomas, DO Vice President
Robert L. Hall, MD Secretary
Carl F. Patty, MD Treasurer
Jonathan L. Downard, JD Executive Vice President

Benny Thomas, DO was elected as Vice President by the Board of Directors of PPIA
on August 20, 2005 as set forth in the minutes of the August 20, 2005 Board Meeting.

2. Insurance Products and Related Practices - General - PPIA is entirely owned by
the member/policyholders contrary to the Examination statement that PPIA is
“primarily owned” by the member insureds.
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RESPONSE TO GENERAL COMMENTS
AND/OR RECOMMENDATIONS

Capital Stock (page 2) -

Physicians Professional Indemnity Association (PPIA) was formed pursuant to Chapter
383 RSMo after approval by the Missouri Department of Insurance (MDI). The
Association’s Articles of Association, Bylaws, policy, endorsements, and business plan
were thoroughly reviewed by the Department and upon review, a Certificate of
Authority was issued May 15, 2003 to the Association and has been re-issued each
year since. Chapter 383 RSMo. (or as amended) does not require an Association to
assess ex-members, nor does the Statute require this to be a requirement or condition
of membership. No Statute applicable to a Chapter 383 RSMo association, nor any
provision of the Code of State Regulations requires the same, nor was the assessment
of ex-members required as a condition precedent to the approval of the Association’s
Certificate of Authority by MDI. In addition, recent legislation does not require the
assessment of ex-members, but rather simply requires the assessment ability of an
Association to be specified in the Articles of Incorporation. PPIA respectfully
disagrees with the Department’s belief that good business practice dictates the ability
to assess ex-members. Other Chapter 383 Associations have in fact circulated
correspondence to Missouri physicians concerning this issue and have included a
statement from MDI in support (see attached Exhibit 3) of the fact that the Department
1s not aware of any assessments made by any Chapter 383 RSMo association. PPIA
1s not aware historically of any other Chapter 383 RSMo association that has
incorporated such an assessment feature in its Articles of Association or By-laws.
Should such a provision be mandated by Statute or Code of State Regulations, PPIA
will fully comply.

Management (page 3)

The Articles of Association, and bylaws of PPIA filed with both the Missouri Secretary

of State and the Missouri Department of Insurance, in 2003, state as follows:
Articles of Association, Article IX - The property and business of the
Association shall be managed and controlled by a Board of Directors. The
Board of Directors shall be twelve (12) in number.
Bylaws, Article III - Board of Directors - The property and affairs of the
Association shall be controlled and managed by a Board of Directors. Twelve
directors shall constitute the Board of Directors. A minimum of three (3) and
maximum of nine (9) directors shall be physicians and at least three (3) shall
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be business experienced persons.

Section 351.320 RSMo sets forth a mechanism for filing vacancies or newly created
directorships. No Missouri Statute or provision of the State Code of Regulations
prohibits a Board of Directors from functioning with vacancies, nor requires an
Association or Corporation to maintain a “full” Board of Directors with no vacancies.
As the Association continues to grow, PPIA will examine candidates for the Board of
Directors based on the requirements of the Articles of Association and Bylaws,
candidate qualifications, as well as the geographical representation of the Board
members in relation to the overall membership. This will assure that the membership
of PPIA is properly represented and that the differing needs of physicians throughout
Missouri are considered by the Association. PPIA has no intention to reduce the
number of Directors set forth in the Articles of Association and Bylaws and will fill the
vacant Board positions as the Association expands in membership throughout the State
of Missouri.

Conflict of Interest ( page 4) -
PPIA has adopted a Policy on Conflicts of Interest and require all Board Members and
Officers to complete and sign a Disclosure Statement in connection with the
Association’s policy on conflicts of interest. The Policy on Conflicts of Interest and
Disclosure is provided to all Directors and Officers upon appointment, election or re-
election. All Directors and Officers are required to complete the Disclosure Statement
at which time it is maintained as part of the records of the Association. The Statement
of Disclosure specifically requires an on-going duty and responsibility to report any
changes that could result in a conflict of interest as follows:

6. I will promptly notify the association if after the date of this statement

I acquire any interest or engage in any activity which would have to be

disclosed as an exception to any of the preceding statements.
No Missouri Statute applicable to a Chapter 383 company, nor any regulation set forth
in the CSR, requires a conflict of interest disclosure statement to be signed annually
rather than at the time the individual assumes office, re-elected or re-appointed. One-
third of the Board positions are held for a period of three (3) years, one-third are held
for two (2) years and one-third are held for one (1) year. All other officers are
appointed for one (1) year terms. PPIA has adopted the position that changes which
create a conflict may take place within one year, six months, one month etc. The
Association believes that the completion of the Disclosure Statement as currently
utilized, incorporating the on-going duty to disclose any conflicts, is satisfactory and
in compliance with Missouri law and prudent business practices.
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Fidelity Bond and Other Insurance ( page 5) -

PPIA currently maintains a fidelity bond with a liability limit of $50,000. PPIA has
reviewed the Missouri Statutes applicable to a Chapter 383 Association, the CSR and
the NAIC Examiners Handbook and the Association is unaware of any specific statute,
rule or NAIC guideline that requires the Association to maintain a fidelity bond with
minimum liability limits of $150,000. If, upon review, the applicable Statute or rule
requires PPIA to increase the bond minimum, the Association will so comply.

Agreement with MSMA ( page 8) -

PPIA has entered into an agreement with the Missouri State Medical Association
Insurance Agency (MSMAIA) wherein MSMAIA receives a commission based on ten
percent (10%) of the written premium, and in addition receives a two percent (2%)
universal commission on PPIA policies written by other producers as well. This
additional commission was established to encourage the development of contractual
and business relations by MSMAIA with other producers in expanding marketing and
promoting PPIA throughout the State of Missouri. The additional commission also
served as a recognition of costs associated with educating producers within the
MSMAIA agency and other agencies on the various aspects of the PPIA product,
marketing conduct and underwriting standards. PPIA will review the two percent (2%)
umversal commission and determine whether the same shall be phased out and
terminated. If the universal commission continues, the contract will be modified to
include the duties and responsibilities of the agency.

Overall - Agreements with Third Parties (page 9) -

PPIA has reviewed the directive for each of the agreements with third parties and to
report the yearly amounts paid to each party in the “Notes to the Financial Statement”
of the Annual Statement under “Information Concerning Parent, Subsidiaries and
Affiliates” section. PPIA will comply with this directive in future annual statements.

Notes to Financial Statement (pages 15 through 18) -

PPIA disputes the findings of the Examiner as noted below and states that the findings
are the result of Examiner error, the Examiner’s reliance on faulty, unreliable data and
suppositions that are not factual. PPIA responds as follows:

Note One (page 15) -
PPIA accepts the reclassification as set forth in Note One based on the investment in
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a Charles Schwab and Company money market fund not listed on the exempt list. PPIA
will report the money market fund as common stock on future Annual Statements
should PPIA continue to maintain such an account. PPIA will request a detailed list of
the specific portions of the NAIC Examiners Handbook that is applicable due to the
Departments position that not all portions of the NAIC Examiners Handbook are
mandatory or applicable.

Note Two (page 15-16) -

PPIA disputes the findings of the Examiner and believes that the findings are the result
of Examiner error. PPIA did not incorrectly record the annualized premium. Although
the policyholders, in majority of cases, paid premiums on a fractional mode, (monthly,
quarterly, etc.) the Association issues all policies to members for a period of twelve
(12) months. No policies are issued monthly, quarterly or semi- annually. The member
may elect a fractional mode of payment which does not affect the policy duration or
contractual obligations of the Association and member. All policies are issued with an
invoice for the annual premium, as well as the fractional mode payment option
including the applicable interest charges. The policy is billed for the one year policy
period and the interest on the fractional mode payment is calculated on a twelve (12)
month basis. No billing statement has been issued by the Association that indicates a
payment less than the full twelve (12) month policy period. Further the Association is
not aware of any other insurance carrier that is required to report uncollected premiums
in the fashion set forth in the Examiner’s notes. PPIA has reviewed this issue and the
accounting methods suggested by the Examiner are not applicable to a medical
malpractice insurance company. The Examiner’s comments only apply to companies
issuing workers compensation policies. NAIC SSAP 53, paragraph 5 states that
“written premium for all other contracts ( other than workers compensation) shall be
recorded as of the effective date of the contract.” If premium is written, it must be
recorded in receivables and unearned premiums. The only exception to that general rule
is stated in paragraph four (4) which provides that workers compensation contacts may
be recorded in an installment basis. Issue paper 53 restates this rule. Specifically,
Paragraph 13 states that the intention is to improve consistency in reporting so the only
exception is workers compensation, and attempts to apply installment reporting for
other lines of business are specifically rejected. (See attached Exhibit 4) PPIA
properly and accurately reported its uncollected premium.

Note Three (page 16-17) -
Expect Actuarial Services, LLC (EAS) was engaged by MDI to perform an actuarial
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review of the loss and loss adjusted expense reserves of PPIA. The data and
information created by EAS and relied upon by EAS in conducting the review of PPIA
was inaccurate, not based on adequate data, and provides limited credible inferences.
The uncertified EAS report relied upon faulty claim review data derived from a
subcontractor of EAS - Kentfield & Associates, rather than case reserve adequacy
based on a comparison of PPIA’s reserves to Missouri specific claim statistics. The
EAS report must be examined on the strength of the underlying data created and
utilized by EAS is inaccurate and faulty. Utilizing the claim information as the
foundation for the EAS study, the entire study is suspect and inaccurate. While PPIA
has requested data from the MDI, concerning Kentfield & Associates qualifications,
expertise, Missouri medical malpractice experience, etc, MDI has failed and refused
to provide this information to PPIA , in order to allow PPIA to evaluate the underlying
data and to fully respond to this examination report. In addition while the EAS report
cites the “independent” claims review conducted by Kentfield & Associaties, the
review may not be independent of EAS. Without MDI forthcoming with further
information as requested by PPIA, it appears that the claims review was not
independent, but rather particularly pre-examination result oriented and biased. The
EAS report which is based upon the “claims review”, does not contain enough reliable
data and information to make the assumptions that are contained in the EAS report,
specifically that the case reserves are inadequate. There are numerous examples of
EAS failure to monitor the claims review and insure that accurate information would
be used as a basis for the EAS report. These errors include:
A. The claims report is not a accurate review of cases reserves vs. case
development as of December 31, 2005. The case review utilized April 2006
discoverable case information compared to December 31, 2005 reserves rather
that December 31, 2005 case information compared to December 31, 2005 case
reserves.
B. The case reserve study methodology is based on arbitrary reserve values
associated withe the MDI claim report severity code. No documentation is
provided to ascertain ultimate values, rather than subjective opinions based on
severity then matched to a general “outline” process again based on
subjectivity.
C. The claims examiner specifically pre-selected cases for review rather than
utilizing a random sample of claims. In addition the information available, the
small number of claims for which indemnity payments have been made by PPIA,
the short duration of the Association, and the anomaly of claims filed in
response to tort reform, fails to provide sufficient empirical data to make any

Page 10



sampling reliable.

D. Suggested reserves set forth in the claims review are not reliable. The EAS
report states that all case reserves should be “roughly”” doubled despite the fact
that case development had demonstrated a pattern that the reserves established
by PPIA are in fact accurate. EAS makes as assumption despite the fact that the
claims review states that approximately two-thirds of the PPIA case reserves
were adequate or too large.

E. The claims review did not utilize the 2006 claim reserve figures established
by PPIA at the time of the review.

F. EAS, through its selected subcontractor, reviewed only discoverable claim
information contained in the Association’s claim files as opposed to non-
discoverable claim information, expert review, medical records, statements of
physicians and plaintiff, attorney-client privileged case development or defense
attorney confidential notes. This is despite the fact that claims review personnel
consumed an inordinate amount of time reviewing files, many of which
contained “immature” claims which had only recently been filed. EAS claims
review personnel did not meet with any defense attorneys to discuss the
development of claims and though available, failed to inquire completely,
adequately or in many cases, at all with PPIA’s corporate counsel concerning
individual case development.

G. EAS utilized personnel whose expertise is highly suspect. PPIA has
requested information from MDI concerning the expertise of the claims review
personnel, due to the fact that the EAS report, upon which the Department
relies, is likewise based upon the claims study. This information would be useful
for PPIA to fully and completely respond to the Examiner’s report. However
MDI has refused and failed to provide this information to PPIA taking the
position that this information is confidential. PPIA’s preliminary investigation
has determined that the claims review personnel is not an attorney, is not
authorized to practice law in the State of Missouri, and to PPIA’s knowledge,
has never conducted a jury trial or prepared the defense for a medical
malpractice trial in the State of Missouri. It is further PPIA’s belief that the EAS
claims review personnel is not a physician, has never had medical training as
such or held a medical license, and is not qualified to determine and comment
on the medical standard of care. Further PPIA is not aware of any special
knowledge that the EAS claims review personnel has of the medical malpractice
market in the State of Missouri, nor that the individual has had any involvement
with the Missouri medical malpractice insurance industry. It is further the
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understanding of PPIA that the EAS claims review personnel is not a CPA,
actuary, or mathematician, has no publications that the Association has been able
to review, no articles, no thesis or manual or book considered authoritative on
medical malpractice claims and claim reserves. The information available to the
Association indicates that the individual tht conducted the case review relied
upon by EAS, and subsequently the Examiner, has a primary area of
concentration in workers compensation. PPIA further reviewed the professions
listed by the Missouri Division of Professional Registration and said Division
fails to list an “insurance claims expert” as a regulated or recognized profession.
Ultimately the claims review personnel utilized by EAS offered but one opinion
of PPIA’s claims. This opinion utilized by EAS as authoritative, ignores the
opinion of PPIA’s Claims and Settlement Committee which is composed of four
physicians, two attorneys, and an experienced insurance executive, as well as
seasoned, successful defense counsel, all of whom have complete knowledge
and access to non-discoverable records, expert review and assessment, complete
case review and development.
G. No Missouri statute applicable to a Chapter 383 RSMo association, no CSR
or other rule or regulation requires a specific, industry uniform methodology in
establishing and posting reserves, reserve periods or ultimate claim values based
upon severity codes.
Because of the above, the claim review utilized by EAS is unreliable, and forms a
defective basis for the Examiners results and findings. The EAS report relies heavily
on broad industry benchmarks that do not specifically reflect loss activity in the State
of Missouri. To support the EAS findings, EAS has relied upon the claims review
performed by EAS’s subcontractor as evidence of the case reserve inadequacy. The
case review does not contain the necessary, accurate information for which to base the
assumption that case reserves are inadequate. In utilizing faulty, inaccurate and
defective data, the EAS report is at the best suspect and corrupts the accuracy and
reliability of the Examiner’s findings.
PPIA strongly disagrees with the findings set forth in Examiners Note Three (3), and
the Association is of the opinion based on the complete information available to PPIA,
as well as the certified actuarial statement filed with MDI, that the case reserves are
adequate and that no deficiency exists.

Note Four ( page 17) -

PPIA has reviewed the amounts reported as commissions payable. Due to the numerous
requests by the Examiner for information beyond the December 31, 2005 examination
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period, and in an effort by PPIA to fully report and disclose all information, the
Association erred in including commissions due to agents during the period of January
1 through January 15, 2006. PPIA will comply with the directives of Note Four as it
applies to the Commissions Payable line of the Annual or Quarterly Financial
Statement.

Note Five (page 18) -

PPIA did not err in calculating the Associations Gross Unearned Premium on all
written policies, by improperly annualizing the premiums. PPIA issues annual policies
for professional liability insurance. All premiums for said insurance coverage are billed
to the member/policyholder on an annual basis and invoices are sent to the policyholder
at the time of issue for the entire annual premium. If a fractional mode of payment is
selected by the physician, an appropriate finance charge is included based upon the
annual period of the policy. Therefore all premium is due to the Association from the
member/policyholder upon issuance of the professional liability insurance policy and
as such PPIA correctly, logically and accurately reported unearned premium. In
addition PPIA has complied with NAIC SSAP 53. If the position of MDI is to
disregard this NAIC directive, then PPIA would respectfully request the Department
specifically address in writing which sections of the NAIC SSAP and NAIC Examiners
Handbook shall apply for future compliance.

PPIA utilized a conservative approach to the application of a cession rate of the Gross
Written Premium pursuant to the reinsurance contract. An arbitrary cession rate was
not established by the Association but rather the Association reviewed the reinsurance
contract and, taking into account the commissions paid to brokers by Lloyds,
extrapolated the true cost of reinsurance from the reinsurance premium. PPIA utilized
a rate of 17.5% rather that the stated 27.5% as stated in the reinsurance agreement.
PPIA accepts the recalculation of the Ceded Unearned Premium reserve using the rate
of 27.5% and will in the future utilize the ceding rate set forth in any PPIA reinsurance
agreements.

PPIA does not agree with the net effect of the Examiners adjustment resulting in Net
Unearned Premium of $896,238 as of December 31, 2005. PPIA will calculate its
Ceded Unearned Premium in the future using the cession rate that is utilized to
calculate the actual ceding premium paid to the reinsurer as established in the
reinsurance contract.
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Note Six (page 18) -

PPIA has properly annualized the policy finance charges based upon the discussion set
forth above and the authoritative NAIC SSAP. PPIA restates the facts, reasoning and
support set forth above. The finance charges recorded were unearned as of quarter or
year end, accurately recorded, and thus not overstated.

Note Seven (page 18) -

The Association strongly disputes the Examiner’s conclusion that the Association was
insolvent as of December 31, 2005. Due to Examiner error, improper, unnecessary
and unsubstantiated adjustments, as well as the reliance upon unreliable, inaccurate
data, the surplus of the Association is misstated and reduced to the sum set forth in the
Examination report. PPIA believes that such statements as to the financial viability of
the Association grossly, negligently and intentionally misrepresents the surplus and
financial solvency of the Association.

Subsequent Events

Reinsurance: PPIA entered into a reinsurance agreement with PIPCO SPC April 1,
2006. This reinsurance agreement is beneficial to the PPIA membership in that the cost
of reinsurance was significantly reduced, the duration of the reinsurance contract was
increased, and the terms of the agreement were more beneficial to the Association. All
though this reinsurance agreement was subsequent to the examination period of
December 31, 2006. PPIA fully complied with the document requests of the Examiner
and provided the information requested. In addition PIPCO SPC has established the
necessary trust account and has funded the same, currently maintaining said funds in
the Bank of Washington, Washington, Missouri. The trust agreement was forwarded
to MDI for review and comment on the 10™ day of July, 2006 and as of the time of this
response, no comment or response has been received from MDI. PPIA is conducting
a risk transfer evaluation of the reinsurance agreement however said evaluation is not
complete as of the date of this response. The Examiner’s statement that PPIA was
unable to provide such an evaluation does not fully reflect the actions of the
Association. PPIA is not aware of any statute applicable to a Chapter 383 RSMo
company that requires PPIA to maintain reinsurance or to disclose and or file with MDI
any additional information concerning the reinsurance agreement. PPIA has examined
the reinsurance agreement and presented the same to the membership of the
Association for approval. It is PPIA’s opinion that the agreement benefits the entire
membership of PPIA.
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Assessments: PPIA is aware of House Bill 1837 which went into effect on August 28,
2006. While this legislation certainly is not applicable to the examination period, PPIA
has complied with the applicable Missouri Statutes and rules applicable to a Chapter
383 RSMo association and will continue to do so in the future.

Respectfully Submitted:
PHYSICIANS PROFESSIONAL INDEMNITY ASSOCIATION

BY:
Jonatlfan L. Downard, Attorney at Law
Exegutive Vice-President & Corporate Counsel
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3 EXHIBIT 1

s 0

o2 "”‘% |
State of Missourl M Matt Biunt, Governor

I \ /&
Department of Insurance ‘ 2 3 W. Dale Finke
P.O. Box 690 ' s > Director
Jetferson City, Missourl 65102-0690 Oenr o |
December 23, 2005

Robert C. Young, President

Physicians Professional Indemnity Association
3401 W. Truman Blvd. '
Jefferson City, MO 65109

Dear Mr. Young:

This letter is to inform you that the Missouri Department of Insurance will conduct an examination of
your company commencing within the next six months. It is anticipated that the examination will be
performed as of December 31, 2005. The Audit Manager assigned to supervise this examination is
Frederick G. Heese, who will contact you when the examination start date is nearer. The on-site
examiner-in-charge conducting this examination will be financial examiner, Levi Nwasoria. He will be
assisted by two Missouri examiners.

I would appreciate that arrangements be made to provide the examiners with adequate workspace and
facilities for this audit. At least one dedicated telephone line will be necessary for PC modem use. I am
also requesting that the company ensure that the examiners receive all requested information in a timely
manner. ' '

[ thank: you in advance for your cooﬁeration. | Should you have any questions regarding this
examination, please contact Frederick G. Heese, Audit Manager, Kansas City, Missouri Department of
Insurance, 615 East 13th St., Room 510, Kansas City, MO 64106-2829 or call 816 889-2219.

Sincerely, ,

’ , ¢
sl folyrihdt
KIRK SCHMIDT, CFE, CPA
Chief Financial Examiner

KS/ams

Certified Mail No. 7002 0460 0003 0701 9304
Return Receipt Requested ' '

c: Frederick G. Heese, Audit Manager
Levi Nwasoria, Examiner-in-Charge
James R. Snodgtrass, Contact Person

Harry S Truman State Office Building, Room 530 » 301 West Hig.h * Jafferson City. Missouri 65101
Telephone 573/751-4126 or TDD 573/526-4536 (Hearing Impaired)
hitp:/finsurance.mo.gov L



EXHIBIT 1
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State of Missouri MD Matt Blunt, Governor

I \Jg
Department of Insurance 2\ | § ' ‘W. Dale Finke
PO. Box 630 E) < Direclor
Jetferson City, Missouri 65102-0690 entof

“December 23, 2005
Robert C. Young, President |
Physicians Professional Indemnity Association
3401 W. Truman Blvd.
Jefferson City, MO 65109

Re:  Access to CPA Workpapers in the F inancial Examination of Physicians Professional Indemnity
~ Association '

Dear Mr. Young:

This letter is to inform you of the necessary access to your CPA's workpapers and their staff, that the
Missouri Department of Insurance will require in conjunction with the financial examination of
Physicians Professional Indemnity Association as of December 3 1, 2005.

Itis mandated by statute that your CPA firm must provide the Missouri Department of Insurance access
to its workpapers. The statutory requirement for such is provided in Section 375.1050 RSMo., as
follows:

- "..shall require the accountant to make available Jor review by the examiners of the department of
insurance all workpapers prepared in the conduct of his examination and any communications related
to the audit between the accountant and the insurer..”

Pursuant to this statute, ”..workpapers' are the records kept by the independent certified public
accountant of the procedures followed, the tests performed, the information obtained and the
conclusions reached pertinent to his examination of the financial statements of an insurer. Workpapers
may include audit planning documentation, work programs, analyses, memoranda, letters of
confirmation and representation, abstracts of company documents, any communications between the
Qccountant and the insurer, and schedules or commentaries prepared or obtained by the independent
certified public accountant in the course of his examination of the financial statements of an insurer..."
The intentions of the above statute is to allow for reliance to be placed on the work of your CPAs by the
financial examiners of the Missouri Department of Insurance in their examination, ensuring minimal
duplication of audit work and cost. Any problems that occur in receiving access to your CPA's
- workpapers will likely increase the time and cost necessary to perform the examination.

' Harry S Trurnan State Office Building, Room 530 » 301 Waest High « Jefferson City, Missouri 65101
Telephone 573/751-4126 or TDD 573/526-4536 (Hearing Impaired)
http./finsurance.mo.gov



unacceptable for the audits of other Missouri domestic insurance companies.

You are requested to communicate to your CPA firm that it should comply fully with the Missouri
Department of Insurance in the examination of your company by providing access to all workpapers and
staff members involved in the audit of Physicians Professional Indemnity Association. Your cooperation
in ensuring this is appreciated. ' . '

Sincerely,

[ete Jebe it

KIRK SCHMIDT, CFE, CPA
Chief Financial Examiner

KS/ams

Certified Mail No. 7002 0460 0003 0701 9304
Return Receipt Requested

c: Fred Heese, Audit Manager
Levi Nwasoria, Examiner-in-Charge
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Y EXHIBIT 2

Matt Blunt, Governor

State of Missouri

-

<
Department of Insurance ‘% & W. Dale Finke
P.O. Box 690 '06,? > Director
Jefferson City, Missouri 65102-0690 Dent of 1w

July 17, 2006

Jonathan L. Downard

Hansen, Stierberger, Downard, Melenbrink & Schroeder LLC
80 North Oak Street

Union, MO 63084

Re: PPIA Examination Invoices #603001 and #603002
Dear Mr. Downard:

This is in response to your July 11 letter. The Department again determines that its examination of
PPIA and the invoices to PPIA arising out of such examination are within the scope of the
Department’s authority.

Section 383.030.1, RSMo, authorizes the Department to conduct a financial examination and requires
a chapter 383 association to pay for it. The cross-references in that statute state the procedures to be
used in conducting the examination and in paying for it. As they relate to financial examinations,
sections 374.202-374.207, RSMO, are successor sections to sections 374.190 or 374.200, by reason of
the enactment of sections 374.202-374.207, RSMo, in the same bill that repealed sections 374.190 and
374.200 and then re-adopted only section 374.190 but without reference to examinations. -

Regarding your reference to the Examiner’s Handbook, section 374.205.1(1) refers only to the
scheduling and determining the nature, scope and frequency of examinations, not to the conduct of the
examination itself, and makes the use of the EH discretionary with the director. The provisions of
subsection 2, subdivision (1), relating to use of the Examiner’s Handbook during the examination,
make use of the EH mandatory only upon the examiner and grant the director discretion to “employ
such other guidelines or procedures as the director may deem appropriate”.

You have requested access to more specific billing information regarding the actuarial study and the
claims study and question the authority for the claims study conducted by Kentfield & Associates.
That request is denied because such information would fall within the scope of “working papers,
recorded information, documents and copies thereof produced by, obtained by or disclosed to the
director or any person in the course of an examination made pursuant to... [section 374.205, RSMo].”
See section 375.205.4, RSMo. Accordingly, any such record “shall be given confidential treatment
and [is] not subject to subpoena and may not be made public by the director or any other person”
subject to certain exceptions inapplicable to your request. See section 374.205.4, RSMo. The work
performed on the claims study is authorized under the Miscellaneous Services portion of the contract
with Expert Actuarial Services. See RFP 2.2.9. Sections 2.4.8 and 2.4.9 allow for substitution of the

Harry S Truman State Office Building, Room 530 « 301 West High  Jefferson City, Missouri 65101
Telephone 573/751-4126 or TDD 573/526-4536 (Hearing Impaired)
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subcontractor with approval of the agency. The Department approved the selection of Kentfield and
Associates after reviewing the qualifications of Mr. Kentfield, whose work was billed at only $265 per
hour, which is less than the contract rate for miscellaneous services.

The Department shares your hope that the issues surrounding the examination of PPIA may be
resolved amicably. The resources of both PPIA and the Department are better used in the objective
and independent verification of PPIA’s financial condition. If you would like to meet to discuss this
matter further, please contact my administrative assistant or me at (573) 526-4877 to arrange a
mutually convenient time.

Sincerely,

Mark W. Stahlhuth, Senior Counsel
Division of Financial Regulation




'EXHIBIT 3

ool
Stats of Missourl | o MY, Bob Holden, Governor
Department of Insurance ' B : Scoft B. Lakin’
0. Box sood ' : : %. o‘g Director
Jeflerson Ctty, Missour] 65102-0690 - "'%,,, raCad _ _
April 21, 2004

Paul E. Schoenlaub

Missouri Doctors Mutual Insurance Company

P.O.Box 914 : : :

Saint Josaph, MO 64502
Re: . Chapter38300mpanyStatistics'QUSstion
Dear Mr. Schoenlaub: '

~This is in response to your April 15 letter. You ask two questions, whether or not any
chapter 383 company has failed or become Insolvent and whether a chapter 383 company
hasevermadeaspecialassesment. : : o

The Department of Insurance knows of no prior failures or insolvencies of a chapter

company. Most chapter 383 companies either become so successful that they convert their
company info a company organized pursuant to chapter 379 or are unsuccessful and
voluntarily wind up their operations with Department of Insurance oversight.

¥ you have further questions regarding the aperations of a chapter 383 company, you may
contact Kirk Schmidt, the Director of the Division of Financial Regulation. o

Sincerely,

- Scott B. Lakin

Pt 4 e B gt

- Hany S Truman State Office Buiding, Room 530 + 301 Weet High » Jefferson Gity, Missourl 65101
Telephone 573/761-4126 or TDD Mmm impaired)
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EXHIBIT 4

-Uncaliected Premium Balances, Bills Receivable : .
for Premiums, and Amounts Die Fram Agents and Brokers . SSAP No.6

Uncollected Premium Balances, Bills Receivable for Premiums, and Amounts DuéFrom Agents’
and Brokers : . - .

SCOPE OF STATEMENT ‘
1. This statement establishes statutory accounting principles for direct and group billed uncollected -
premiums, bills receivable for premiums, and amounts dug from agents and brokers (collectively referred
to as agents). . o L :

2. This statement does not address uncollec,o.ed.and deferred prc'miums for life considerations.

SUMMARY CONCLUSION

i Premium transactions conducted disectly with the insured result in uncollected premium balances. -

4 Bills receivable, which are generally interest bearing, are used by reporting entities as a method
of financing premiums. : ' :

5. Amounts due from agents result from various transactions ranging from premiums collected by .

the agents on behalf of the reporting entity to amounts advanced to the agent by the reporting eatity to
finance agency operations. . .

6. Uncollected premiurm balances, bills receivable for ;iremiums, and amounts due from agents meet
the definition of an asset as defined in SSAP No. d—Assets and Nonadmitted Assets, and are admitted
assets to the extent they conform to the requirements of this statement. Premiums owed by agents shall be -
reflected net of commissions, if penmitted by the contract. Balances resulting from advances to ageats,
‘which are primarily encountered in the life insurance industry, are nonadmitted if (a) the amounts are in-
the form of unsecured loans or advances, (b) the contractual terms for repayment are through application :
of future renewal commissions and/or other credits, or (c) the terms of repayment do not provide readily :
available cash for the satisfaction of policyholder liabilities.

Determination of Due Date
7. The due date for all premium balances addressed by this statement is determined as follows:
a. Original and deposit premiums—govemned .by the cffective date of the underlying
insurance contract and not the agent/reporting entity contractual relationship; f

b. Endorsement prenﬁuma——éoi/emed by the effective date -of the insmgncé pohcy
endorsement; o o

c. Instaliment premiums—govemed by the contractual due date of the instaliment from the
insured; .

d. Audit premiums and retrospective premiums—govemed by insurance policy or insurance.
contract provisions. If the due date for receivables rclating to these policies is not-
addressed by insurance policy provisions or insurance contract .provisions, any.
uncollected audit premium (either accrued or billed) is nonadmitted. :

8. The provisions of paragraph 7 shall be applied to all balances due except those arising from force
placed insurance obtained by a lender for collateral protection, certain policies, known as Trustee Sales
Guarantees (TSGs), issued by title insurance companies to lenders on defaulted real estate loans and.
crop/hail policies. For forced placed insurance policies, the due date for purposes of applying paragraph 9-
shall be the date of billing. For TSGs, the due date for purposes of applying paragraph 9 shall be the

© 1999:2005 Neriona! Asscxiatin of lusurance Comnises 3




Statement of Statatary Accouiiting Priociples

CXpiration of the grace period given to the defauited debtor, which is provided by statute. Crop/hail
promiums are considered installment premiums in accordance with paragraph 7 and accordisigly, the due

date for purposes of applying paragraph 9 shall be governed by the contractual due date of the
installment.

Imp_aiment
9. Nonadmitted amounts are determined as follows:

a Uncollected Premium—To the extent that there is no related unearned premium, any
 uncollected premium balances which are over ninety days.due thall be ionadmitted. If an
installment premium is over ninety days due, the amount over ninety days duc plus all

future installments that have been recorded on that policy shall be nonadmitted; -

b. - Bills Receivable—Bills receivable shall be ‘nonadmitted if eithér of the following
conditions are present: )

i If any installment is past due, the entire bills receivable balance: ffom that policy
is nonadmitted; or

i, ' If the bills receivablé balance due exceeds the unearned premium on the policy
for which the note was accepted, the amount in excess of the uneamed premium
is nonadmitted.

c. Agents’ Balances—The uncollected ageat’s receivable on a policy by policy basis which
" igover ninety days duc shall be nonadiitted regardless of any unearned prémium;

i. If amounts “até both payable 1o and reccivable from an agent. on the same
underlying policy, and thie contractual agreements between the :agent and the

- Teporting entity permit offsetting, the nonadmitted portion of amounts due from
that agent shall not be greiter than the net balance due, by agent; '

i If reconciling items between a reporting entity’s account and an agent’s-account
are over ninety days due, the amounts shall be nopadmitted.

10.  After calculation of nonadmitted amounts, an evaluation shall be made of the remaining admitted
assefs in accordance with SSAP No. J—Liabilities, Contingencies’ and Impairments of Assets (SSAP
No. 5), to determirnic if thére is impairmeat. If, in accordance with SSAP No. §, it is probable the balance
is uncollectible, any uncollectible receivable shall be written off and charged to income in the period the
determination is made. If it is reasonably possible a portion of the balance is uncollectible and is therefore
not written off, disclosure requirements outlined in SSAP No. S shall be followed. ©

11.°  Amounts classifiéd as conadmitted ‘ssséts collested subsequent to the date of the statutory
financial statements shall oot be used to adjust the nonadmitted asset otherwise calculated.

Wash Transactions

12. Amounts due from agents (affiliated or nonaffiliated) that are collected prior to the date of the
financial statements and then repaid to thie agent ‘by the reporting entity or one of the reporting entity's
affiliates subsequent to the date of the financial statements shall be accounted for in accordance with the
substance of the transaction (a wash transaction) and not its form. Accordingly, the payments received
shall be accounted for as deposits and 2 liability shall be established for the same amount, The amounts
due shall be reestablished as an asset ‘and subjected to asset collectibility and nonadmitted asset

calculations using the driginal dite date’of the receivable.

© 1999-2005 Natioeal Association of Comanisss —~
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Uncollected Premium Balances, Bills Receivable
for Premiums, and Amounts Due From Agents and Brokers SSAP Ne. 6

13.  Short-term financing by third parties ghall also be eonmdered a wash transaction if the substance
of the transaction is to avoid the nonadmitted asset principle set forth in this statement.

Disclosures
14. Refer to the preamble for further discussion regarding disclosure requirements.
Effective Date and Transition
15.  This statement is effective for years beginning January 1, 2001. A change resulting from the
adoption of this statemeat shall be accounted for as a change in accounting principle in accordance with
8S4P No. 3—Accounting Changes and Corrections of Errors.
RELEVANT ISSUE PAPERS
. Issue Paper No. 6—Amounts Due From Agents and Brokers
. Issue Paper No. 10—Uncollected Premium Balances

. Issue Paper No. 21—Bills Receivable For Premiums
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Property Casualty Coutracts —Preminms SSAP No. 53

Property Casualty Contracts—Premiums
SCOPE OF STATEMENT

L This statement establishes general statutory accounting principles for the recording and
Tecogoition of premium revenue for property and casualty contracts as defined in SSAP No 50 -
CIa.mﬁcanons and inmnons of Insurance or Managed Care Contrdcts In Force. °

2. Specxﬂc statutory requuements for certain property, and- casualty pmmumx are: addressed in the
following statements: (a) SSAP No. 57—Title Insurance, (b) SSAP No. S8—Morigage Guaranty
Insurance, (c) SSAP No. 60—Financial Guaranty Insurance, (d) SSAP No. 62-—Property and ‘Casualty
Reinsurance, (¢) SSAP No. 65—Property and Casualry Contractt and (f) SSAP No. 66——Rerro.specnvely
Rated Contracts.and Com-acr.r

SUMMARY CONCLUSION

3. Except as provided for in-paragraph 4, written-premium is defined as the contractually deternmined
amount charged by the reporting entity to the policyholder for the effective period of the contract based
on the expectation of risk, -policy. benefits, and expenses associated with the coverage provided by the
terms of the insurance contract. Frequently, insurance contracts are subject to-audit by the reporting eatity

- and the amount of premium charged is subject to adjustment based on the actual exposure. Premium

adjustments are discussed in paragraphs 8 through 11 of this smemnt.

4. For workers’ compensation contracts, which have a prcnnum that may pcnodlcally vaty based
upon changes in the activities of the insured, written premiums may be recorded on an installment basis to
match the billing ‘to :the ‘policyholder.: Under - this type of -atrangement, the prennum is determined and
billed according. to the fxequencystatcd in the contrwt, and written premium is : reeorded on the basis of

3 thnt ﬁequmcy

5-. " Written premiums for all other contracts shall be. reoordedas of the effective datz of the eonmt.
Upon recording written premium, a liability, the uncamed premium reserve, shall be established to reflect

. the amount of premium for the pomon of the insurance coverage that has not yet explred. Flat fee service

charges on installnient pre:mums (fees .charged.to-policyholders who pay. premiums on an installment
basis rather than in full at inccption of contract) are reported in the Other Income section of the
Underwriting and Investment Exhibit as Finance and ‘Service ‘Charges. Flat fee service charges on
instaliment premiums, which do not meet the requirements outlined in footnote 1 (¢.g., pohcy may be
cancelled-for non-paymenit of fee or fe¢''is refundable), shall be recorded as written premium on the
effective date of the contract and subject to the unearned premium guidelines included in paragraph 7. -

6. The exposure tb insurance risk for most property and casualty insurance contracts does not vary
significantly during the comtract period. Therefore, premiums from those types of contracts shall be
recognized in the stateinent of income, as earned premium, using either the daily pro-rata or monthly pro-
rata methods as described in paragraph 7. Certain statements provide for differeat methods of recognizing
premium in the statement of operations for specific types of comtracts. For contracts not separately

" If the policybiolder elects 10 pay an installment rather than the full amount or the full remaining balance, the policyholder is
traditionally charged a flat fee service charge on the subsequent billing cycle(s). The amount charged is primarily intsnded to
compensate the. insurer for the addifional administrative costs associated with processing more frequent billings and bas no
relationship to the amount of insurance coverage provided, the period of coverage, or the lost investment income associated with
receiving the prenrium over a period of time rather than in & lump sum. As described, there is no underwriting risk associated
with this service charge. If a policyholder does not pay the service chasge, the policy is not cancelled (valike non-payment of
premium), but instead the policy is converted back to an annual pay plan. If a policyholder cancels coverage, the premium is
returned but tha service charge is not, as the service charge is not a part of premium. Clarification of finance and service charges
a3 other income should not be construed as having any bearing on whether such charges are subject to premium taxation, which
remaies an issue of state law and regulation.
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‘SSAP No. 53 Statemeat of Statutory Acceunting Principles

identified in specific statemeats where the reporting entity can:demonstrate the period of risk differs
significantly from the contract period, premiums shall be recognized as revenue over the period of risk in
proportion to the amount of insurance protection provided. ) . =

7. 'Ong'of the following methods shall: be used for computation of the unearned premium reserve:

a.  Daily pro rata method—Calculate the uncamed premium on each policy-—At the end of
each period, the calculation is made on each item of premium to ascertain the unexpired
. portion and to arrive at the aggregate uncamed premium reserve; L

b. - Monthly: pro rate method—This method assumes that, on average, the same amount of
-. ' business is written each day of any month so that the mean will be. the. middle of the
month. For example, one-year premiums written during the first three manths of the year

have, at the end of the year, the following uncarned fractions: January-1/24; February-

3/24; March-5/24. T

8. - Additional premiums charged to policyholders for endorsements and' changes in Coverage under

the contract shall be recorded :on the effective date of the endorsemsnt:and accounted: for in & manmer

-consistent: with the methods discussed. in paragraphs 4 through 7. This is-dorie so that;"at any point:in

timie, a liability -is acérued for unearned premium related to the. ynexpired - portion- of :the policy
l: ent, L R . Lo et e, L

Earned but Unbilled Premium

9. .. Adjustments to the premium charged: for changes in the level of exposure:$o-insurance risk (e.g.,
audit premiums: on workers' compensation palicies). are generally . determined- based' upon audits
conducted after the. policy has expired. Reporting entitics: shall estimate_ audit premiums, the -amount
genenally referred to as eamed but unbilled (EBUB) premium, and shall record the amounts -as an
adjustment to premium, either through written premium or as an adjustment to earned premium. The
estimate for EBUB may be determined using actiatially or. statistically supported: agpregate calculations
using historical company uneared premium data, ‘or.per policy calculations. =~ - ¢ . .

10..: EBUB shall be adjusted upoh cotpletion:of the audit and the adjustment shall be recognized as
Tevemue immediately. Upon: completion. of am..audit that results in & return of premiums. to- the
policyholder, eamed premitims.shall be reduced. e e Ce o e

o e T e H oot e e Lt s [ o ~- -l .
11. . Reporting entities shall establish all of the requisite. liabilities -associated- with. the.asset such as
commlsﬂons Mm“mmes' E) B e TR ST LRt SO R i

1., . Ten, percent of EBUB in excess of collateral specifically held and identifiable-on a per policy
basis shall be-reported as a nonadmitted asset. To the-exteat: that amouats. in cxcess. of; the 10% are not
anticipated to. be collected, they shall be. written off against aperations in the period the determination is

Advanie Premiums

13. Advance premiums result-when the policies have been processed, and th@premmm has been paid
prior to-the cffective date. Thesc advance premiiuims are reported as”a iability in the-statutory financial
tatearient and tot considered icome until dug: Such amounts mmt’iﬁcluded, in writte on prémitm or the

© 1999.2005 Notional Association of | Commiss - 534




40°d TVi0l

Propesty Casnalty Coatracty—Premiums ’ SSAP No. 53
Prentium Deposits on Perpetual Fire Deposits

4.  Premium deposits on perpetual fire insurance risks should be charged as a lability to the extent of
at least 90% of the gross amount of such deposit,

Premium Deficiency Reserve

15, When the anticipated losses, loss adjustment €Xpenses, commissions and other acquisition costs,
and maintenance costs exceed the recorded uneamed premium reserve, and any future installment
premiums on existing policies, a premium deficiency reserve shall be recognized by recording an
additional liability for the deficiency, with a corresponding charge to operations. Commission and other

Disclesures

17. Disclose the aggregate amount of direct premiums written through managing general agents or
third party administrators. For purposes of this disclosure, a mansging gencral agent means the same a8 in
Appendix A-225. If this amount is equal to or greater than 5% of surplus, provide the following

information for each managing general agent and third party administrator:
a, Name and address of managing genera) agent or thind party administrator;
b. Federal Employer Identification Number;
c. Whether such person holds an exclusive contract;
d. Types of business written;
e. Type of authority granted (i, underwriting, claims payment, etc.); and
f. Total premium written,

18. - Referto the preambie for further discussion regarding disclosure requirements,

Relevant Literature

19, This statement rejects FASB Statement No, 6

Effective Date and Transition

20, This statement is effective for years beginning January 1, 2001. A change fesulting from the
ion of this statement shall be accounted for as a change i

in accounting principle in accordance with
No. 3—Accounting Changes and Corrections of Errors.

] ""Mamu...“,.
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Statutory Issue Paper No. 10
Uncollected Premium Balances

STATUS
F‘ipaliud March 16, 1998

Type of Issue:
Common Ares

SUMMARY OF ISSUE

1. This issue paper addresses direct and group billed uncollected premiums for Property and
Casualty and Accident and Health policies. It does not address uncollected and deferred premiums for life
considerations, which arc addressed in-a scparate issuc paper. The Accounting Practices and Procedures
Manuals for Property and Casualty Insurance Companies and for Life and Accident and Health Insurance
Companies (the Manuals) do not provide definitive guidance on .when to begin aging premiums. This
issue paper. puts forth a framework for the accounting and reporting of uncollected premium balances that
is consistent with the Statutory Accounting Principles Statement of Concepts and Statutory Hierarchy
(Statement of Concepts). .

SUMMARY CONCLUSION

2. Premium transactions result in amounts due to the reporting entity that meet the definition of an
asset as set forth in Issue Paper No. 4 - Definition of Assets and Nonadmitted Assets. First, an evaluation
shall be made to determine nonadmitted amounts. Next an evaluation shall be made of the remaining
admitted assets in accordance with Issue Paper No. 5 - Definition of Liabilities, Loss Contingencies and
Impairments of Asscts (Issuc Paper No. 5), to determine whether there is an impainment. This two step
process is set forth below: - : E

- a, To the extent that there is no related uneamed premium, any uncollected premium

' balances which ate over ninety days due shall be accounted for as a nonadmitted asset. If

" an installment premium is over ninéty days due, the amount over nincty days due plus all

future instaliments that have been recordéd on that policy shall be accounted for as
nonadmitted assets. '

b. Amounts determined to be uncollectible shall be written off: If, in accordance with Issue
Paper No. 5, it is probable. the uncollected premiium balance is uncollectible, any
uncollectible premiums receivable shall be written off against operations in the period
such determination is made. If it is reasonably possible a portion of the balance is
uncollectible and is therefore not written off, disclosure requirements outlined in Issue
Paper No. 5 shall be followed. - ' .

3. The following provides additional guidance in- determining the nonadmitied portion of
uncollected premiums: :

a. Amounts classified as nonadmitted assets collected subsequent to date of the statutory
financial statements - Such amouats should not be used to adjust the nonadmitted assct
otherwise calculated. ’ -
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Issue Paper

b. Determination of the Due Date -

i. The due date for original and deposit premiums is governed by the effective date
of the undetlying insurance contract and not the agent/reporting entity
contractual relationship.

it. The due date for endorsement and installment premiums is governed by the
effective date of the endorsement and the contractual due date of the installment.

jii. The duc date for audit premiums and retrospective premiums is governed by
policy provisions or contract provisions. If the due date for receivables relating to
audits is not addressed by policy provisions or contract provisions, any
uncollected premium (either acerued or billed) is nonadmitted.

iv, These provisions are to be applied to all premium receivables except those
arising from force placed insurance obtaitied by a lender for collateral protection,
certain policies, known as a Trustee Sales Guarantees (TSGs), issued by title
-insurance companies to lenders on defeulted real estate loans and crop/bail
policies. For forced placed insurance, the due date for purposes of applying

paragraph 2 shall be the date of billing. For TSG policies, the due-date for
purposes of applying paragraph 2 shall be at the expiration of the grace peciod
given to the defaulted debtor, which is provided by statute. Crop/hail premmms
are considered installment premiums in accordance with paragraph 3.b.ii. and
accordingly, the due date for purposes of applying paragraph 2 shall be govemned
by the contractual due date of the installment. ‘

DISCUSSION

4, The Statement of Concepts states:

The ability to meet policyholder obllgatnons is predicated on the existence of readily marketable
assets avallable when both current and future obligations are due. Assets having economic value
other than those which can be used to fulfill policyholder obligations, aor those assets which may
be unavailable due to encumbrances or other third parly interests should not be recognized on
the balance sheet but rather should be charged against surplus ‘when adquired or when
availabmy otherwise becomes quesuonable .

5. Based upon the above concept, uncollected premium balances should reflect only amounts that
are available to meet both cument and future policyholder obligations when the obligations are due.
Therefore, amounts determined to be impaired, regardless of aging, should be charged to income in the
petiod such determination is made. Short-term policies shall also be subject to this collectibility analysis.
The adoptiou of this' methodology will more appropsiately provide the statutory financial statement reader
with an indication of those assets available to meet policyholder obligations. Under the conservatism
concept of statutory accounting, uncollected premiums over nincty days due, even if they are determined
to be collectible, should be nonadmitted and charged to surplus. Uncollected instalimest premiums over
ninety days due, even if they are determined to be collectible, should be nonadmitted along with all future
instaliments. Additionally, the conservatism concept of statutory accounting will not allow subsequent
collection of amounts charged to surplus as nonadmitted assets to reduce the oonadmitted asset. These
recoveries will be accounted for in the perjod received.

6. An exception to the due date guidance is provided for force placed insurance and for certain title
insurance policies known as TSGs. Force placed insurance is a type of collateral protection insurance
typically offered fo financial institutions and other lenders that make loans secured by collateral.
Coverage is obtained by the lender when the collateral securing a loan becomes uninsured by the
borrower. Due to the nature of this specific type of insurance, most policies or certificates are not issued,
and consequently not billed, until after the effective date of coverage. As a result,: the due date for
purposes of paragraph 2 is the date of billing. TSGs are title insurance policies xssued to lending

ion of Insorance C IP 10-2
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is the date at which the grace period expires.

Dril‘ting Notes/Comments

A separate issue paper addresses deferred and uncgllected life and annuity premiurgs,

- A separate issue Paper addresses nonadmitted assets for retrospective premiums on. direct or
assumed business; this issue wag
included in Chapter 22 of the ‘Accounting Practices and Procedures Maaua) for Property and
Casualty Insurance Companies.

- A scparate issue Paper addresses premiums sold with recourse (premium finance company),

* . Reinsurance premiums payable, reinsurance commissions'receivable, etc., which are currently
reported on the same line item in the Anial Statement are addressed ina separate issue paper,

- Accounting for uncollected agents' balances is addressed in Issue Paper No. 6 - Amounts Dye

From Agents and Brokers.

- Accounting for bills receivable is addressed in Issue Paper ﬁo. 21 - Bills Receivable For

Premiurns.

8 separate issue paper.

- Accounting/aging of retrospective premiums currently reported on line 9.2 or 9.3 is addressed in o

RELEVW STATUTORY ACCOUNTING AND GAAP GUIbAN CE

Statutery Accounting

7. The draft discussion material from previous: Property/Casualty codification projects suggested

o
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Agents Balances or Uncollected Premiums Over Three Months Due: The statutes of most states

fequire that agents' balances or uncollected premiums ‘over three months due be nonadrmitted

because of the uncertainty of collection.

premiums as foflows:

This item should include
are over three months pa

©1999.2006 Netsoual Associadon of Insurance Commissioners

. The Accounting Practices and Procedures Manual for Property and Casualty Insurance
Companies, Chapter 9, Nonadmitted Assets, Page 1, point 3, reinforces Chapter 7 by stating the following:

all future instaliments o all policies for which one or more installments
st due.

UncoBected Premium Balances

addressed and codified by the NAIC in 1993. Guidance js
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Issue Paper

1. The Accounting Practices and Procedures Manuals for Property and Casualty and for Life and
Accident and Health Insurance Companies do not address when the aging of uncollected premiums is to
commence; however, the draft discussion material from.previous Property/Casualty codification projects
suggested the following: .
; inal or d re
Aging is always based on the effective date of the policy or bond regardiess of whether the
Insurer is using a direct biliing system or an account cument system.
Endorsement _ '
Aging is always based on the effective dates of the endorsements.
(nstallments
‘Aging Is always based on the due date of the inslal_lrﬁent.
12. The Accounting Practices and Procedures Manual for Life and Accident and Health Insurance

Companies, Chapter 18, pages 3 and 4, discusses uncollected premiums as follows:

Mﬂlﬁ&ﬁﬁm_

Accident and health insurance policias typically provide a grace period after the due date for the
premium to be received before the policy is tenminated. If the company is relatively assured of
collecting the late premium, and has established an appropriate unearned premium feserve Ris
permitted to record such due and uncollected premium as an admitted asset.

On accident and health policies, ather than group, with premiums payable more frequently than

. quartery, alt due and unpaid premiums are not admitted i more than oné period premium is

overdue. Group premiums more than 90 days overdue also are disallowed as an admitted asset.

" Because the policyholder can terminate the policy at any time simply by not paying the premiim,
the company should consider its lapse experience in - determining the amount it records as
uncollected premiums. Recording older due premiums (although not more than 90 days past

due), which have little or no unearned premium reserve, may overstate the company's financial
condition,

Generally Accepted Accounting Priaciples

"GAAP accounting for uncollectible pt‘eniiums/receivab!es is govened by FASB Statement No. s,

Accoutiting for Confingencies (FAS 5), paragraphs 1, 3 and §:

1. For the purpose of this Statement, a contingency is defined as an existing condition,
situation, or set of circumstances invoiving uncertainty as to possible gain (hereinafter a’
" “gain contingency®) or loss! (hereinafter a “loss contingency”) to an entarprise that with
ultimately be resolved when one or more future events oceur or fail to occur. Resolution
‘of the uncertainty may confirm the acquisition of an asset or the reduction of a liabllity or

the loss or impairment of an asset or the incurrence of a liability, :

1 The term loscisusedforeomeviomwoM‘mnymsmlmimlhﬁmmmlymh
as expenses and others that are only referred 1o as losses,

————

.34 When a loss contingency exists, .ithe llkeiihood that the future event or events will confirm

the loss or impairment of an asset or the incurrence of a liability can range from probable
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fo remote:- Thig-Statement \yses the terms probable, reasonably possible, and remote to
identify three areas within that range, as follows:

a) - Probable. The future averit or events are likely to occur,

b) Reasonably p&ééible. The chance of the future event or events occurring is more
than remote but lesa: than likely. - :

An estimated loss fmpi a loss contingency (as defined in phragraph i) shall be accrued
by a charge to income3 if both of the following conditions are mef;

) Information available prior o issuance of the financial statements indicates that it
is probatile that an asset had been impaired or a liabflity had been incurred at the

probable that one or maore future events will occur conﬁrmlnb the fact of the loss.
b} The amount of loss can be reasonably estimated. ’ i

—_——
3P :

aragraphs 23-24 of APS Oginion No, g, Reporting ihe Resuits of Operations, describe the rare
cicumsshhmhwrkbopﬁotpubdmmmhapmm. Mowﬂwbphsanno(mded
by this Statement,

‘Oibdhﬁ\mddumnumumddu\onmmmt accounting pertod for which
finsncial statements are being presented,

acceplable level of assurance of the existence and amounts of revenues and gains
before they are recognized. Revenues and gains of an enterprise during a period are
generally measured by the exchange vaiues of the assets (goods or selvices) or
liabifities involved, and recogrnition involves consideration of two factars (a) being raalized
or realizable and (b) being eamed, with Sometimes one and sometimes the other being
the more important consideration. .

a. Rea}ized or realizable. Revenues and gains generally are not recognized until

- are readily convertible to known amounts of cash ar claims to cash. Readily
convertible assets have (1) interchangeable (fungible) units and (i) quoted prices
available In an active market that can rapidly absorb the Quantity heid by the
entity without significantly affecting the price.

iom of ty Commiagi ir1e-5s
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b. Earned. Revenues are not recognized until earned. An entity's revenue-eaming
activities involve delivering or -producing goods, ‘rendering. services, or other
activities that constitute its ongoing major or central operations, and revenues
are considered -to have been eamed when the entity has substantially
accomplished what it must do to be entitied 10 the benefits represented by the
revenues. Gains commonly result from transactions and other events that involve
no "eaming process,” and for recognizing gains, being eamed is generally less
significant than being realized or realizable.

16. The renewal or establishment of an insurance policy in exchange for a claim to cash (premium
receivable) triggers the realization characteristic of revenue recognition, therefore, the aging of the
- uncollected premium should commence on the effective date of the new or renewed policy. Endorsement
premiums will trigger the realization characteristic on the effective date of the endorsement, while

installment premiums will trigger the realization characteristic ‘on the contractual due date of the
installment,

17.  FASB Statement No. 60, Accounting and Reporting by Insurance Enterprises (FAS 60), also
provides some indirect guidance. FAS 60, paragraph 13, requires revenue on short-duration contracts to
be recognized over the period of the comtract in proportion to the amount of insurance protection
provided. The coatract period starts with the policy effective date. Therefore, it is reasonable to begin
aging from the policy effective date, as this is the date whean revenue recognition begins.

OTHER SOURCES OF INFORMATION

18. The draft discussion material from previous Property/Casualty codification projects proposed
extensive modifications to the accounting for agents’ balances and uncollected premiwms. The following
represents a summary of those modifications: :

When the original or deposit premium is more. than ninety days past due based on an aging
referenced to effective date and therefore, not admitted, all ‘premiums subsequently charged on.

" the same policies or bonds are simiarly not admitted;, except that if the amount of such original or
deposit premiums does not exceed 20% of. the subsequently charged premiums in the same
policies or bonds, such subsequentty charged premiums, if otherwise not themselves more than
ninety days overdue, shall be aliowed as admitted assets.

19.  The same basic concept was also discussed for eadorsement prerniums and installment premiums.
In eddition, it discussed certain parameters where a greater than ninety day nonadmitted premium could
be accounted for as an admitted asset. The modification was stated as foliows:

A premium which has been deterniitied to be not admitted may be treated as admitted ¥ it has
been collected within forty-five days of the date of determination and not more than ninety days
had elapsed from the billing date to the date of determination and further, that not more than one

hundred thirty-five days had elapsed from the effaclive 'date of the premium to the date of
determination, - .

RELEVANT LITERATURE

Statutory Accounﬂng h
- Statutory Accounting Principles Staterent of Concepts and Statutory Hierarchy

- Accounting Practices and Procedures Manua) for Property and Casualty Insurance Companies,
Chapters 7 & 9

- NAIC Annual Statement Instructions

- Accounting -Practices and Procedures Manual for Life and Accident and Health Insurance
Companies, Chapter 18

- Issuc Paper No. 4 - Definition of Assets and Nonadmitted Assets

1P 166




- Issue Paper No. S - Definition of Liabilities, Loss Contingencies and Impairments of Assets

Generally Accepted Accounting Principles

- FASB Statement No. 5, Accounting for Contingencies _

- FASB Staterment No. 60, Accounting and Reporting by Insurance Enterprises

- FASB Statement of Financial Accounting Concepts No. 5, Recognition and Measurement in
Financial Statements of Business Enterprises

State Reguiations
- No additional guidance obtained from state statutes or regulations.

Other Sources of Information
- Draft discussion material from previous Property/Casuslty codification projects
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Statutory Issue Paper No. 53

Property Casualty Contracts - Premiun;ns

STATUS
Finalized March 16,1993

Type of Issue:
Common Area

SUMMARY OF ISSUE

4. This issue paper applies to propecty and casualty contracts as defined in Issue Paper No. 50. It
will establish the basic vwaderlying accopnting principles for premium reveaye recognition of property and
casualty insurance contracts and will be used as the basig to i

statutory accounting principles for




5.

006 Nakional Associstion of I

a Name and address of managing general ageni or third party administrator;
b Federal Employer Identification Number; : :

c Whether such person holds an exclusive contract;

d. Types of business written; . TR ’

e Type of authority granted (i.e., underwriting, cfaims payment, etc.); and
f. Total premium written,

13. This issue paper adopts cugrent Statutory guidance for all pmpen)};ud casualty c;mtracls,_ex?ept

premium adjustments.

14. The conclusions above reject FASB Statement No. 60, Accounting and Repom'ng by Insurance

15, The uneamed premium reserve mests the definition of s lisbility as defined in Issue Paper No. 5.
That issue paper defines liabilities as certain or probable future sacrifices of ‘economic benefits arising
from preseat obligations of a particular entity to transfer assets or to provide services to other entities in
the future as 4 result of past transaction(s) or events. As stated in FAS 60 “premiums Jrom short-duration
insurance contracts, such as property and Liability insurance contracts, are intended 10 cover expected
claims costs resulting from insured events that occur during a fixed period of short-duration.” Therefore,
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7. Written premiums for all other contracts shall be recorded on the effective date of the contract,
Upon recording written premium, a liability, the unearned premium reserve, shall be.established to reflect
the amount of premium for the portion of the insurance coverage that has not yet expired. Uneamed
premium reserve meets the definition of a liability as defined in Issue Paper No. 5 - Definition of

8. The exposure to insurance risk for most property and casualty insurance contracts does not vary
significantly during the contract period. Therefore, premiums from those types of property and casualty
contracts shall be recognized in the statement of operations, as carned premium, using cither the daily
pro-rata or monthly pro-rata methods 2s described in paragraph 17. Certain issue papers provide for

of the policy endorsement.

10. ‘A‘djusunen!s to the amount of premium charged for changes in dieilc'vql_gf exposure to insurance
risk (such as audit i ! i ici i
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the unearned premium reserve represents the premium to be eamed in the future intended to cover the
unexpired portion of the policy which generally relates to the future sacrifice of economic benefit, which
are the claim costs the reporting entity will pay if losses are incurred during the contract period.

16.  Recording the premium as revenue in proportion to the period that insurance protection is
provided is consistent with the Recoguition concept in the Statement of Concepts. The Recognition
concept states, “revenue should be recognized only as the earnings process of the underlying
underwriting or investment business is completed.” Therefore, as the period that is protected expires, the
underlying eamings process is completed and the revenue should be recognized. :

Drafting Notes/Comments

- Accounting for specific types of property and casualty insurance contracts will be addressed in
scparate issue papers.

Accounting for reinsurance will be addressed in Issue Paper No. 74 - Life and Accident and
Health Reinsurance-and Jssue Paper No. 75 - Property and Casualty Reinsurance.

REI;EVANT STATUTORY. ACCOUN'I"ING AND GAAP GUIDANCE

Statutory Accounting - L
17. .. Chapter 14, Premiums, .in the P&C-Accounting Practices and Procedures Manual contains the

following guidance pertaining to premiums: -

Different methods of recording written_premiums are used and generally follow the company’s
plan of operation. For example, premiums may be recorded when lhe dally report is processed,
when the premium is due, or when the premium is paid. Many companies use combinations of
these methods. Whatever recording method is used, premiums writtén include the following
" categories: direct premiums, assumed reinsurance premiums and ceded reinsurance premiums. -

Direct S

The major portion of most companies’ premiums written Is direct premiums. Direct premiums
include all premiums arising from policies issued by the company acling as the primary insurance
carrier. These premiums should be adjusted for any retum or additional premiums arising from
endorsements, canceflations, audits, and retrospective rating plans. . ]

Direct written premiums are generally recorded for the full policy term. See Chapter 7-Agents’
Balan_ces or Uncollected Premiuins, for recording of uhcollected premiums. .

Endorsement entries generally follow the same recording path as the original: entries. Those
policies subject to audit may be adjusted on a monthly, quarterly, seml-annual, or annual basis
with the premium resulting from a physical review of the exposure immediately racorded as
written. Adjustments resulling from retrospective rafing plans are immediately recorded as written
premiums. . . . :

' Assumed and Ceded Reinstirance Premiyms : _
“Assumed reinsurance premiums Include all‘premiums (less retumn ‘premiums) flom contracts

issued o reinsure another- insurance company.' Ceded reinsurance- pramiums [nclude all-
premiums (less returmn premiums) transfered to another insurance company for. reinsurance

purchased.
Net Wiitten Premiums

The net written premiums of an in's»uranoe company are equal to. the direct premiums, plus the
reinsurance assumed premiums, less the reinsurance ceded premiums. Net written premiums
are showri in the Undeiwriting and Investment Exhibit of the annual statement. - '
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med Premiums , X

The eamed premiums of an insurance company represent the pro rata portion of the premiums in

- force applicable fo the expired portion of the policy-térm, plus or minus the premiums eamed on
audits;and other adjustments: To compute earned premiums, deduct from net premium writings
the net change which has taken place during the periad in total uneamed premium reserve.

The Undel.writ'mg and Investment Exhibit of the énnual-étatament shows the components of
eamed premiums during the year for each line of business. The total eamed premiums are
reported in the Statement of Income of the annual statement.

Eamed but unbilled premiums (EBUB) typically arise.'out of the issuance of workers'
compensation policies. Since workers' compensation premiums are usually based on payroll

statistics, premium billings to the employer are generally estimated and are subject to insurer

audit, at which time the true final premium is calculated. If the actual payroll exceeds the payroll

figure used in the calculation of premium billings, an additional premium may be owed the
“insurer. .If the aclual payroll is less than that used in. the premium billing calculation, a return
- premium.may be owed the employer. NS S - s

An ‘insurer may recognize as an asset accrued EBUB. Actuarially or statistically supported
aggregate calculations, using company - historical ‘unearned. premium data, or per policy
calculations are acceptable methods of establishing this asset. To the extent an insurer chooses
to recognize the asset for EBUB, it must establish all of the requisite liabilitles associated with the
asset such as commissions and premium taxes. - - .. | .

EBUB should be reported in the annual statement as written premium and premium receivable. It
should-not be netted against uneamed premiums. Ten.percent of EBUB in excess of colateral

. specifically held and identifiable on.a per policy basis must be reported in the anqual-statement -
as a non-admitted asset. .

18. . Chapter 12, Unearned Premiums, in-the P&C Accounting Practices and Procedures Manual
contains-the following guidance pertaining to unearned premiums: .

At the expiration of an insurance contract or policy, the entire premium has been eamed. Any

point prior to expiration, the company is-required to-establish a pro rata portion of the premium as

-~ & liability to cover the-remaining:policy term. The company’s total uneamed premium reserve
" . - represents the uneamed premium liability for ali-palicies in force. . -

A number of methods are used for the computation of the uneamed premium reserve. In one i
method, the uneamed premiums are calculated by applying the appropriate factors or fractions to

- the original premiums in force, segregated by line of business, temm, and dats of expiration. The
- premium for the full original term Is.used for this purpose because the factors or fractions are
calculated on the basis. When a policy is canceled, the full original premium should be deducted
from the total premium in force; otherwise, premiums In force and uneamed premiums would be
overstated. During the life of a policy, changes are frequently made, resulting in additional or
return premiums. For example, a one-year policy may have #s premium increased or decreased

by a change in coverage after it has been in force for six months, in which case the insured might
pay additional premium or receive a retum premium. Theoretically, the full annual premium for
changes should be calculated so that premiums in force for the one-year term may be

-~ cormrespondingly increased or decreased. However, as a practical matter, some companies adjust
the premiums in force by the emount of the actual additional premium or return premium, other i
than in the event of cancellation, on the assumption that the resulting errors in the premiums in
force will {argely offset one another. .

T
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One of the more common assumptions used by companies to calculate an unearned premium
reserve is the monthly pro rata method. This method assumes that, on the average, the same
amount of business is written each day of any month so that the mean will be the middie of the
month. For example, one-year premiums written during the first three months of the year have, at
the end of the year, the following uneamed fractions: January-1/24; February-3/24; March-5/24.

A second method is to calculate the unearned premium on each policy. At the end of each
period, the calculation is made on each itern of premium to ascertain the unexpired portion and to
amrive at the aggregate unearned premium reserve.

¥ a company assumes reinsurance, it must provide the same unearned premium reserve that
would have been provided by the ceding company if reinsurance had not been placed.

There are a. number of methods used to calculate unearned premium reserve. Certain states
have a provision in their statutes which prescribes the method or methods which should be used.

Policles -

Audited premiums are eamed as so0n as they are recorded, whether they are intetim, audits or
final audits. Many audited policies are written with a deposit premium and provide for monthly.
quarterly, or semi-annual audits in addition to the final audit after expiration. Deposit premiums
should be earned in such a mannéer that in conjunction with interim and final audils. eamed
premlum will be correcﬁy reﬁected during the policy term.

Pertinent excerpts ofthe December 3, 1990‘ meeting minutes of the Emerging Acceuhting Issues

Working Group of the Accounting Practices and Procedures (EX4) Task Force (Emerging Accounting
Issues Workmg Group) are as follows:

At its September 10, 1990 meetmg (E1' 90-3) the working - group then adopted the following
accounting manual language subject to the :development of suitable disdosq(es and

intemrogatories:

Written premiums may be recorded at the processing point where the premium amount and termn
are determinable, e.g., when the daily. report Is processed, when the premium Is biled, or when
the premium is collected.

Contracts which have both a fixed: policy period and a.fixed premium are recorded at the
incoption date for the term of the poficy. This approach should be used in cases where policies
have a fixed premium but offer' policyholders the- option to pay monthly, quarterly, or on some
other modal basis, and in cases where the premlum has been financed with the insurer receiving
the full premium.

For contracts which have a pnemium' based upon changes in the activities of the lnsured. written
premiums may be recorded on an installment basis to match the bllling to the policyholder. Under
this type of arrangement, the premium is detenmined and billed according to thefraquency stated
inthe eontrad and written premium Is recorded on tho basis of that frequency. .

Generally Accepted Accounting Prilelples

20.

FAS 60 contains the followmg guidance pcmmmg to tevcnue recognition for shon-duratlon

contracts:

3. Premiums from short-duration lnsuranoe contracfs, such as most pmperty and liability
insurance contracts, are intended to cover expected t:lalm1 éosts resuiting from Insured events
that occur during a fixed' period of short duration. The insurance, enterprise ‘ordinarily has the
ability to cancel the contract or to revise the premium at the beginning of each contract period to
cover future insured events. Therefore, premiums from short-duration contracts ordinarily are
eamned and recognized as roevenue evenly as insurance protection is provided.

P53-6




Issue Paper

b. Determination of the Due Date -

i. The due date for original and deposit premiums is governed by the effective date
of the underlying insurance contract and not the agent/reporting entity
contractual relationship.

. The due date for endorsement and instaliment premiums is governed by the
effective date of the endorsement and the contractual due date of the instaliment.

fii. The due date for audit premiums and retrospective premiums is governed by
policy provisions or contract provisions. If the due date for receivables relating to
sudits is not addressed by policy provisions or contract provisiops, any
uncollected premium (either accrued or billed) is nonadmitted.

iv. These provisions are to be applied to all premium receivables except those
arising from force placed insurance obtaizied by a lender for collateral protection,
certain policics, known as a Trustee Sales Guarantees (TSGs), issued by title
‘insurance companies to lenders on defaulted real estate loans and crop/hail
policies. For forced placed insurance, the due date for purposes of applying
paragraph 2 shall be the date of billing. For TSG policies, the due-date for
purposes of applying paragraph 2 shall be at the expiration of the grace period
given to the defaulted debtor, which is provided by statute. Crop/hail premiums
are considered installment premiums in accordance with paragraph 3.b.ii. and
accordingly, the due date for purposes of applying paragraph 2 shall be governed
by the contractual due date of the installment. 4

DISCUSSION

4. The Statement of Concepts states:

The ability to meet policyholder obllgatjons is predicated on the existence of readily marketable
assets available when both current and future obligations are due. Assets having economic value
other than those which can be used to fulfill policyholder obligations, or those assets which may
be unavailable due to encumbrances or other third party interests should not be recognized on
the balance sheet but rather should be charged against surplus when acqunred or when
avallablllty otherwise becomes questlonable .

S. Based upon the above concept, uncollected premium balances should reflect only amounts that
are available to meet both cument and future policyholder obligations when the obligations are due.

Therefore, amounts determined to be impaired, regardless of aging, should be charged to income in the
period such determination is made. Short-term policies shall also be subject to this collectibility analysis.

The adoptlou of this methodology will more appropriately provide the statutory financial statement reader
with an indication of those asscts available to meet policyholder obligations. Under the conservatism
concept of statutory accounting, uncollected premitims over ninety days due, cven if they are determined
to be collectible, should be nonadmitted and charged to surplus. Uncollected installment premiums over
nincty days due, even if they are determined to be collectible, should be nonadmitted alang with all futuce
installments. Additionally, the conservatism concept of statutory accounting will not allow subsequent
collection of amounts charged to surplus as nonadmitted assets to reduce the nonadmitted asset. These
recovetics will be accounted for in the period received.

6.  An exception to the due date guidance is provided for force placed insurance and for certain title
insurance policies kmown as TSGs. Force placed insuraace is a type of collateral protection insurance
typically offered to financial institutions and other lenders that make loans secured by collateral.
Coverage is obtained by the lender when the collateral securing a loan becomes uninsured by the
borrower. Due to the nature of this specific type of insurance, most policies or certificates are not issued,
and consequently not billed, until after the effective date of coverage. As a result,: the due date for
purposes of paragraph 2 is the date of billing. TSGs are title insurance policies issued to lending

© 1999-2006 National Associstion of L Commissi 1P 10-2
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UncoBected Premium Balances

Drafting Notes/Comments '

A scparate issue paper addresses deferred and uncollected life and annuity premiums,

- A separate issne Paper addresses nomadmitted assets for retrospective Premiums. on. direct or
assumed business; this issue was addressed and codified by the NAIC in 1993, Guidance js
included in Chapter 22 of the ‘Accounting Practices and Procedures Manual for Property and
Casualty Insurance Companies,

- A sepanate issue paper addresses premiums sold with recourse (premium finance company),

. Accounting for bills receivable is addressed in Issue Paper No. 21 - Bills Receivable For

- Accounting/aging of retrospective premiums currently reported on line 9.2 or 9.3 is addressed in
a separate issue paper. -

RELEVANT STATUTORY ACCOUNTING AND GAAP GUﬂ)AN CE

Statutery Accounting

7. The draft discussion material from previdus?ropel‘ty/Casualty codification projects Suggested
aging of all original or rencwal premiums receivable to begin as of the cffective dite of the policy. In
addition, the propased version suggests endorsement premiurns begin aging from the effective date of the

To satisfy the requirements of the annual statement blank, agents’ balances or uncollected

Premiums over three months due are nonadmitted assets, (See Chapter 9 — Nonadmitted Assets,
see excerpt below.)

9. The Accounting Practices and Procedures Manual for Property and Casualty Insurance
Companies, Chapter 9, Nonadmitted Assers, Page |, point 3, reinforces Chapter 7 by stating the following:

Agents Balances or Uncollected Premiums Over Three Months Due: The statutes of most states

require that agents' balances or uncollected premiums ‘over three months due be nonadmitted
because of the uncertainty of collection.

This item should inciude all future instal)

L ments on all policies for which one or more installments
are over three months past due.

g

T T TR
oS B i TR e e ey N




P Ne. 10 Issue Paper

suggested the following:
iginal or de rel

Aging is always based on the effective date of the policy or bond regardiess of whether the
Insurer is using a direct billing system or an account cument system.

Endorsement
Aging is always based on the effective dates of the endorsements.

Instaliments
.-Aging is always based on the due date of the insta[lﬁient.

12 The Accounting Practices and Procedures Manual for Life and Accident and Heaith Insurance
Companies, Chapter 18, pages 3 and 4, digcusses uncollected premiums as follows:

nd Health

Accident and health insurance policies typically provide a grace period after the due date for the
premium to be received before the policy is terminated. If the company is relatively assured of
collecting the late premium, and has eslablished an appropriate unearned premium freserve, it is
permitted to record such due and uncollected premium as an admitted asset.

On accident and heaith policies, ather than group, with premiums payable more frequently than
. Quartery, all dus and unpaid premiums are not admitted if more than one period premium is
overdue. Group premiums more than 90 days overdue also are disallowed as an admitted asset.

Generally Accepted Accounting Principles

13: GAAP accounting for uncollectible premiums/receivables is governed by FASR Statement No. S,
Accouiting for Confingencies (FAS 5), paragraphs 1,3 and §;

1. For the purpose of this Stalement, a contingency is defined as an existing condition,
situation, or set of circumstances involving uncertainty as to possible gain (hereinafter a’
- “gain contingency”) or loss! (hereinafter a “loss contingency”) to an enterprise that will
ultimatefy be resolved when one or more future events oceur or fail to occur. Resolution
‘of the uncertainty may confirm the acquisition of an asset or the reduction of a liability or

the loss or impairment of an aseet or the incurrence of a liability. :

1 ThelennlossisusedforeonvenioncsloM'mnydmesaoalnﬂinmlhﬂmmonfynhmb
as sxpenses and others that are commonty referred to as losses,

.3 When a lass contingency exists, the llkeiihpod that the future event or events wil confirm
the loss or impairment of an asset or the incurrence of a liability can range from probable
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to remote:- Thie-Statement usas the terms probable, reasonably possible, and remote to
identify three areas within that range, as follows:;

3) - Probable. The future event or events are likely fo occur.

b) Reasonably pt;ééible. The chance of the future event or avenls occurring is more
than remote but lesa:than likely. . :

c) Remote. The chance of the future event or events occurring is slight.

An estimated loss froni a loss contingency (as defined in péragraph i) shall be accrued
by a charge to income3 i both of the following conditions are mel

a) Information available prior to issuance of the financial statements indicates that it
is probabile that an asset had been impaired or a liability had been incurred at the
date of the financial statements 4 It is implicit in this condition that it ' must be
probable that one or more future events will occur confirming the fact of the loss.

b} The amount of loss can be reasonably estimated,
—_—

SParagraphs 2326 of APB Oginion No. 9, Reporting the Resuits of Operations, desoribe the rave

dmmﬁmhwmammmmnbm.mouwwapmmnﬂm«d
by this Statemnent.

‘D'oléofﬂnﬁ\mduwmnsmmmdmomoamt accounting period for which
financist statements are being presented,

general information about the stability of the insireds in an effort to evaluate the collectibility of the
receivable balance. Accounting for contingencies is discussed in more detail in Issuc Paper No. 5.

instal

GAAP accounting requires the aging of direct billed premiums to begin from the effective date of
Cy. Aging for endorsement premiums should begin from the endorsement's effective date and
Iment premiums should begin from the installment's contractual due date. Although not specifically

stated, thiis guidance can be deduced through review of FASB Statement of Concepts No. 5, Recognition
and Measurement in Financial Statements of Business Enterprises, paragraph 83, as follows:

992006 Ny

Further guidance for fecognition of revenues and gains is intended to provide an

a. Realized or realizable. Revenues and gains generally are not recognized until

ion of Inewraves Comumiasi IP10-5
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b. Earned. Revenues are not recognized until earned: An entity's revenue-eaming
activities Involve delivering or -producing goods, ‘rendering. services, or other
activities that constitute Its ongaing major or central operations, and revenues
are considered to have been eamed when the entity has substantially
accomplished what # must do to be entitied to the benefits represented by the
revenues. Gains commoenly result from transactions and other events that involve
no “eaming process,” and for recognizing gains, being eamed is generally less
significant than being realized or realizable.

16. The renewal or establishment of an insurance policy in exchange for a claim to cash (premium
receivable) triggers the realization characteristic of revenue recognition, therefore, the aging of the
- uncollected premium should commence on the effective date of the new or renewed policy. Endorsement

premiums will trigger the realization characteristic on the effective date of the endorsement, while

installment premiums will trigger the realization characteristic on the contractual due date of the
installment. '

17.  FASB Statement No. 60, Accounting and Reporting by Insurance Enterprises (FAS 60), also

OTHER SOURCES OF INFORMATION

18.  The draft discussion material from previous Property/Casualty codification projects proposed
extensive modifications to the accounting for agents’ balances and uncollected premiums. The following
represents a summary of those modifications: :

When the original or deposit premium is more.than ninety days past due based on an aging
referenced to effective date and therefore, not admitted, all ‘premiums subsequently charged on.

~ the same policies or bonds are similarly not admitted, except that if the amourit of such original or
deposit premiums does not exceed 20% of the subsequently charged premiums’in the same
policies or bonds, such subsequently charged premiums, if otherwise not themselves more than
hinety days averdue, shall be aliowed as admitted assets.

19. The same basic concept was also discussed for endorsement pretniums and installment premiurms.
In eddition, it discussed certain parameters where a greater thao ninety day nonadmitted premium could
be accounted for as an admitted asset. The modification was stated as foliows:

A premium which has been determined (o be not adriitted may be treated as admitted i it has
been collected within forty-five days of the date of determination and not more than ninety days
had elapsed from the bitling date to the date of determination and further, that not more than one

hundred thirty-five days had elapsed from the effective “date of the premium to the date of
determination, . -

RELEVANT LITERATURE

Statutory Accounting
- Statutory Accounting Principles Statement of Concepts and Statutory Hierarchy

- Accounting Practices and Proccdures Manual for Property and Casualty Insurance Companies,
Chapters 7 & 9

; NAIC Annua! Statement Insiructions

- Accounting -Practices and Procedures Manual for Life and Accident and Health Insurance
Companies, Chapter 18
- Issuc Paper No. 4 - Definition of Assets and Nonadmitted Assets
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Uncollected Premiom Balances IP No. 10

- Issue Paper No. 5 - Definition of Liabiities, Loss Contingencies and Impairments of Assets

Generally Accepted Accounting Principles
- FASB Statement No. 5, dccounting for Contingencies _
- FASB Statement No. 60, Accounting and Reporting by Insurance Enterprises

- FASB Statement of Financia) Accounting Concepts No. 5, Recognition and Measurement in
Financial Statements of Business Enterprises

State Regulations
-  No additional guidance obtained from state statutes or rogulations.

Other Sources of Information
- Draft discussion material from previous Property/Casualty codification projects
719902006 Naionas Assciadon of osacaace
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Statutory Issue Paper No. 53

Property Casualty Contracts - Premiul;ls

STATUS
Finalized March 16, 1998

Type of Issue:
Common Area

SUMMARY OF ISSUE

accounting, different methods are used for recording premiums, Regardloss of' the method used, premiums
are generally recognized as earned in the statement of operations over

the amount of insurance protection provided. Premiums for title insurance mortgige guaranty insurance;
financial guaranty insurance, retrospectively rated or othicr experience-rated contracts and single or fixed

2. GAAP provides only general guidance on how to record premium, however GAAP requires an
uneamned premium reserve to. be established and premium revenue to be recognized over the period of risk
in proportion to the amount of insurance protection provided, T

3 The purpose of this issue Paper is to establish Statutory accounting principles for the recording
and recognition of premium ‘revenue for Propesty and casvalty contracts that are consistent with the
Statutory Accounting Principles Statement of Concepts and Statutory Hierarchy (Statement of Concepts),

SUMMARY CONCLUSION
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7. Written premiums for all other contracts shall be recorded on the effective date of the contract,
Upon recording written premium, a liability, the unearned premium reserve, shall be.established to reflect
the amount of premium for the portion of the insurance coverage that has not yet expired. Uneamned
premium rescrve meets the definition of a liability as defined in Issue Paper No. 5 - Definition of
Liabilities, Loss Contingencies and Impairments of Assets (Issuc Paper No. 5).

8. The exposure to insurance tisk for most property and casualty insurance contracts does not vary
significantly during the contract period. Therefore, premiums from those types of property and casualty

9.. . Additional premiums that are charged to policyholders for endorsements: and for changes in
coverage under the contract shall be recorded on the effective date of the endorsement and accounted for
igamanneroonsistentwith&xemethods discussed in paragraphs 7 and 8 so that at any poiat in time a
Liability is accrued for unearned-premium equal to the premiur amount charged for the unexpired portion
of the policy endorsement. . .

10.  Adjustments to the amount of premium charged for changes in dic level of exposure to insurance
risk (such as audit premiums on workers’ compeasation policies) are generally determined based upon
awdits conducted after the policy has expired. Reporting entities shall -estimate audit premiums, the
amouat gencrally refetred to as earned but unbilied (EBUB) premium, and shall record such amounts as
an adjustinent to premiurm, either through wri j i




Property Casualty Contraéty — Premiums IP No. 53.

Disclosure Requirements . o s . .
12. Disclose the aggregate amount of direct premiums written through managing general ageats or
third party administrators. If this amount is equal to or greater than 5% of:surplus, provide the following
information for cach managing general agent and third party administrator:

LA Name and address of managing general agent or third party administrator; :
= b Federal Employer Identification Number; - ‘ ;
c Whether such person holds an exclusive contract;
d. Types of business written; - g ’
e Type of authority granted (i.c., underwriting, claims payment, etc.); and
f. Total premium written. :

DISCUSSION
13. This issuc.paper adopts current statutory guidance for al} property and casualty contracts, except
as outlined below. This issue paper modifies current statutory accounting to record the written premium
based upon the effective date of the policy or endorsemerit, extept for workers compensation premiufns as
discussed in paragraph 6 and premiums which are subject to adjustment, whereas curmrent statutory
accounting allows the recording of the premium when the daily report is processed, whert the premium is
due, or when the: premium is paid. This issuc paper thersfore Iejects the-tonclusions of the Emerging
Accounting Issues Working Group of the Accounting Practices and Procedures (EX4) Task Force reached
in 1990 and reaffirmed on March 8, 1993, as it relates to premiums other than workers compeasation,
whicH allowed for certain’written premiums to be recorded as billed. These changes were made to
improve consisteficy in reporting. This is congistent with Iisue Paper No. 6 - Amounts Due From Agents
and Brokers a6d Issue Paper No. 10 - Uncollected Premium Balances, The pro-rata methads described in
this issue paper provide for premium to be eamed in proportion to the exposure to insurance risk for most
property and casualty contracts as in most contracts the expogure to insurance risk does not vary
significantly during the contract period. Property and casualty contracts where the exposure to insurance
risk varies significantly during the contract period and it may not be appropriate to earn premium on a
pro-fatd basis' are addressed in specific issue papers, For those few contracts not addressed in-specific
issue papers Wwhere the exposure to insurance risk varies ‘significantly during’ the' contract period,
premiums shall be recognized as revenue over the period of risk in proportion to the amount of insurance
protection provided. This paper also modifies current statutory accounting by requiring the recognition of
a premium deficiency in circumstances described in paragraph 11. Current s{atutory guidasice is silent
regarding premium deficiency. This.issue paper modifies current statutory guidance to allow EBUB to be
recorded either through written premium or as an adjustment to eatmed premium. This change was made
to provide consistency between the recording of this type of premium adjustment ‘and retrospective
premium adjustments. - ’

14. The conclusions above reject FASB Statement No. 60, Accounting and Reporting by Insurance
Enterprises (FAS 60). The recogaition of unearned premium as earned is consistent with GAAP except
for those policies where the exposure to insurance risk differs materially during the contract period for
which specific methods have been provided for the recognition of unearned premium as earned in certain
issue papers. The recognition of a percentage of EBUB premium in excess of collateral as a nonadmitted
asset is also not required by GAAP but is consistent with the .conservatism and recognition concepts of
statutory accounting:

1. The uneamed premium reserve meets the definition of a liability as defined in Issue Paper No. 5.
That issue paper defines liabilities as certain or probable future sacrifices of ‘economic benefits arising
from preseat obligations of a particular entity to transfer assets or to provide services to other entities in
the future as 4 result of past transaction(s) or events, As stated in FAS 60 “premiums from short-duration
insurance contracts, such as property and Hability insurance contracts, are intended to cover expected
claims costs resulting from insured events that occur during a fixed period of short-duration.” Therefore,
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the uncarned premium reserve represents the premium to be eamed in the future intended to cover the
unexpired portion of the policy which generally relates to the future sacrifice of cconomic beaefit, which
are the claim costs the reporting entity will pay if losses are incusred during the contract period.

16.  Recording the premium as revenue in proportion to the period that insurance protection is
provided is consistent with the Recoguition concept in the Statement of Concepts. The Recognition
concept statcs, “revenue should be recogmized only as the earnings process of the underlying
underwriting or investment business is completed.” Therefore, as the period that is protected expires, the
underlying earnings process is completed and the revenue should be recognized. :

Drafting Notes/Comments

- Accounting for specific types of property and casualty insurance contracts will be addressed in
scparate issue papers.

Accounting for reinsurance will be addressed in Issue Paper No, 74 - Life and Accident and
Health Reinsurance and Jssue Paper No, 75 - Property and Casualty Reinsurance.

REI.'-EVANT STATUTORY ACCOUNTING AND GAAP GUIDANCE

Statutory Accounting . L
12. - Chapter 14, Premiums, in the P&C Accounting Practices and Procedures Magual contains the
following guidance pertaining to premiums: - - . : ;
Ditferent methods of recording written_premiums are used and generally follow the company's
plan of operation. For example, premiums may be recorded when the daily report is processed,
when the premium is due, or when the premium is paid. Many companies use combinations of
these methods. Whatever recording method is used, premiums writtén include the following
- categories: direct premiums, assumed reinsurance premiums and ceded reinsurance premiums.

Direct Premiums

The major portion of most companies’ premiums written Is direct premiums. Direct premiums
include all premiums arising from policies issued by the company acting as the primary insurance
carrier. These premiums should be adjusted for any retum or additional premiums arising from
endorsements, cancellations, audits, and retrospective rating plans. .

Direct written premiums are generafly recorded for the full policy term. See Chapter 7-Agents’
Bdanqes or Uncollected: Premiuims, for recording of uhcollected premiums, - ’

Endorsement entries generally follow the same recording path as the original: entries. Those
policies subject to audit may be adjusted on a monthly, quarterly, seml-annual, or annual basis
with the premium resulting from a physical review of the exposure immediately recorded as
written. Adjustments resulting from retrospaciive rating plans are immediately recorded as written
premiums. . L . :

. d ReinsLi m! .
“Assumed reinsurance premiums Include ali‘premlums (less retumn premioms) fiom contracts

issued to reinsure another- insurance company.' Ceded rainsurance- premiums inciude all-
premiums (less return premiums) transferred to another lnsurance company for. relnsurance

purchased.

Net Written- Premiums

The net written premiums of an Ir‘{suranoe company are equal to the direct premiums, plus the
reinsyrance assumed premiums, less the reinsurance ceded premiums. Net written premiums
are showni in the Undeiwriting and Investment Exhibit of the annual statement. =

Ir $3-4
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18. .
coatains the following guidance pertaining to uncamed premiums:

Property Casuaity Contracts — Premiums

. Earned Premiums il

' The eamed premiums of an Ménm dompady nepreéénl the pro rata portion of the pramiums in
-:foroe applicable 1o the expired portion of the policy-term, plus or minus the premliums eamed on

audits :and other adjustments: To compute eamed premiums, deduct from net premium writings
the net change which has taken plaee during the period in total uneamed premium reserve.

The Undemnthg and lnvestment Exhibit of the annual- statement shows the components of
eamed premiums during the year for each line of business. The total eamed premiums are

reported in the Statement of income of the annual statement.
' Eamgd_&.&umn&&emm

Eamed but unbiled premiums (EBUB) typically arise ‘out of the issuance of workers'
compensation pohcios Since ‘workers' compensation premiums are usually based on payroil
statistics, premiumn billings to the employer are generally estimated and are subject to insurer
audit, at which ime the true final premium is calculated. If the actual payrol excoeds the payroit
figure used in the calculation of premium biflings, an additional premium may be owed the

. nsurer. If the actual payroll is less than that used |n the premlum billing calculatlon a retumn
- premiuminay be owed the employer. -

An ‘insurer may tecognize as an asset acctued EBUB. Actuarially or smstlca!ly supported
aggregate calcuiations, using company -historical ‘unearned. premium data, or per policy
calculations are acceptable methods of establishing this asset. To the extent an insurer chooses

to recognize the asset for EBUB it must establish all of tho requlsne liabiftles associated with the
asset such as commissions and-pretoium taxes. - .

EBUB should be reported in the annual statement as written premium and premium recelvab‘e it
should not be nefted against uneamned premiums. Ten.percent of EBUB in excess of colateral

_specifically held and identifiable on.a per pollcy basis must be reported in the annual statement -

as a non-admitted asset.
Chapter 12, Unearned Premiums, in -the P&C Accounting Practices and Procedures Mabpual
Al the expiration of an insurance contract or policy, the entire premium has been eamed. Any

point prior to expiration, the company is-required to-establish a pro rata portion of the premium as
a fability to cover the-remaining:policy term. The company’s total uneamed pcemlum reserve

R represents the uneamed premium fiability for all: polbm in hrce

A number of methods are used for the computation of the uneamed premium reserve. In one
method, the unearned premiums are calculated by applying the appropriate factors or fractions to
the original premiums in force, segregated by line of business, term, and date of expiration. The

. premium for the full original term is.used for this purpose because the factors or fractions are

calculated on the basis. When a policy Is canceled, the full original premium should be deducted
from the total premium in force; otheswise, ‘premiums in force and uneamed premiums would be
overstated. During the life of a policy, changes are frequently made, resulting in additional or
return premiums. For example, a one-year policy may have its premium increased or decreased
by a change in coverage after it has been in force for six months, in which case the insured might
pay additional premium or receive a retum premium. Theoratically, the full annual premiumn for
changes should be calculated so that promiums in force for the one-year term may be

- correspondlngly increased or decreased. However, as a practical matter, some companies adjust

the premiums in force by the amount of the actual additional premium or return premium, other
than in the event of cancellation, on the assumption that the resulting errars in the premiums in
force will largely offset one another.
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One of the more common assumptians used by companies to calculate an unearned premium
reserve is the monthly pro rata method. This method assumes that, on the average, the same
amount of business is written each day of any month so that the mean wili be the middie of the
month. For example, ohe-year premiums written during the first three months of the year have, at
the end of the year, the following uneamed fractions: January-1/24; February-3/24; March-5/24.

A second method is to calculate the unearned premium on each policy. At the end of each
period, the calculation is made on each item of premium to ascertain the unexpired portion and to
arrive at the aggregate unearned premium reserve.

¥ a company assumes reinsurance, it must provide the same unearned premium reserve that
would have been provided by the ceding company if reinsurance had not been placed.

There are a- number of methods used 1o calculate unearned premium reserve. Certain states
-~ have a provision in their statutes which prescribes the method or methods which should be used.

Policies -

Audited premiums are eamed as soon as they are recorded, whether they are interim.audits or
final audits. Many audited policies are writlen with a deposit premium and provide for monthty.
quartery, or semi-annual audits In addition to the final audit after expiration. Deposit premiums
should be earned in such a nidnner that in conjunction with interim-and final audlls. eamed
pnemmm will be correcﬁy reﬂected during the policy term.

19. Pertinent excerpts of the December 3, 1990. mecting minutes of the Emerging Acooﬁnting Issues
Working Group of the Accounting Practices and Procedures (EX4)-Task Force (Emerging Accounting
Issues Workmg Group) are as follows:

At its September 10, 1990 meeting (El' 90-3) the working ‘group then adopted the following
accounting manual language subject to the ‘developmerit of suitable d1sdosures and

interrogatories:

Written premiums may be recorded at the processing point where the premium amount and term
are determinable, e.g., when the daily. report is processed, when the premium is bMed, or when
the premium is collected.

Contracts which have both a fixed: policy period and a.fixed premium are recorded at the
inception -date for the term of the poficy. This approach should be used In cases where policies
have a fixed premium but offer policyholders the. option to pay monthly, quarterly, or on some
other modal basis, and in cases where the premlum has been financed with the insurer recsiving
the full premium.

For contracts which have a premium' based upon cbanges in the activities of the lnsured. written
premiums may be fecorded on an instaliment basis to match the billing to the policyholder. Under
this type of arrangement, the prnmium is determined-and billed according to thefraquency stated
inthe eontract and written premium is recorded on the basis of that frequency. .

Generally Accepted Accounting Pmclplu .

20. FAS 60 cootains the followmg guidance pemmmg to tevenue recognition for shon -duration

contracts:

3. Premiurns from short-duration insumnoe contracts, such as most pmpeny and liability
insurance contracts, are intended to cover expected daum‘ éosts resdilting from Insured events
that occur during a fixed' period of short duration. The Insurance, enterprise ordinarily has the
ability to cancel the contract or to revise the premium at the beginning of each contract period to
cover future insured events. Therefore, premiums from short-duration contracts ordinarily are
eamed and recognized as révenue evenly as insurance protection is provided.




Property Casualty Contracts — Premiums

’rmmmhmgmaq}wmmmmmw-mwv;.wmmm-ppgirh'ﬁhm-mm

9. Premiums from short-duration insurance contracts ordinarily shall be recognized as
revenue over the period of the contract in. proportion to the amount of insurance protection -
provided. A liability for unpaid claims (including estimates of costs for claims relating to insured

Premium Revenue Recognition

1. Premiums from short-duration contracte ordinarily shall be recognized as revenue over
the period of the contract In proportion to the amount of insurance protection provided: For those

which the amount of insurance protection declines according 1o a predetermined achedule.

21. ~ Paragraph 33 of FAS 60 provides the following guidance on accounting for premium deficiencies
on short-duration contracts: S

A premium deficiency ‘shall ba recognized if the sum of expected claim costs and claim’
adjustment expenses, expected dividends to policyholders, unamortized acquisition costs, and -
maintenance costs exceads related uneamed premiuins.6

6 Disclosure is required regarding whether the insurance enlemprise considers anlicipated investment income in
mmn-mwmmmnmammmwmmm :

22.  The AICPA Audit and Accounting Guide: Audits of Property and Liability Insurance Companies
contains the following regarding révenue recogrition under GAAP:

Re niti

3.32.  Premiums from a short-duration contract ordinarily should be recognized as revenue over
the period of the contract in proportion to the amount of insurance protection provided. This
generally results in premiums being recognized as revenue evenly over the contract period.
Under a few kinds of contracts, the period of risk differs significantly from the contract period. An
example is insurance policies for recreational vehicles issued for an annual petiod, covering

3.33. As discussed in FASB Statement No, 60, some premiums are subject to subsequent
adjustment (for example, retrospectively rated or other experience-rated insurance contracts). in
these casss, the premium is determined after the period of the contract and is bassd on claim
experience, o reporting-form contracts, for which the premium is adjusted after the period of the
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period of the contract. It should be revised to refiect curvent experience. However, if the uitimate
premium cannat be reasonably estimated, the cost-recovery method o the deposit mathod may
be used untl the ultimate premium becomes reasonably estimable. Under the cost-recovery
method, premiums are recognized as revenue in amounts equal to estimated claims as insured
events occur until the ultimate premium is reasonably estimable, and recogmition of income is
postponed until thén. Under the deposit method, premiums -are not recogfized as revenue and
claims are not charged to expense until thié ultimate premiuny is reasonably estimable, and
income recognition is pastponed until that time.

RELEVANT LITERATURE

Statutory Accounting
: - Statutory Accounting Principles Statement of Concepts and Statutory Hiergrchy
| - Accounting Practices and Procedures Manual for Property and Casualty Insurance Companies,
: Chapters 12and 14. - - o o :
- Issue Paper No. 4 - Definition of Assets and Nonadmitted Assets : .
- Issue Paper No. 5 - Definition of Liabilities, Loss Contingeacies and Impairments of Assets
- Issue Paper No. 6 -- Amounts Due From Agents‘and Brokers -
< Issue Paper No. 10 - Unicollected Premium Balances . b
- Issuc Paper No. 50 - Classifications and Definitions of Insurance Contracts In Force
- Minutes of the December 3; 1990 meeting of the Erietging Accounting Issues Working Group

Geaerally Accepted Accounting Principles

- FASB Statement No. 60, Accounting and Reporting by Insurance Enterprises

- AICPA Audit and Accounting Guide:. Audits of Property and Liability Insurance Companies,
Section 3.32, Revenue Recognition . o . . ]

State Regulations
- No further guidance obtained from state statutes or regulations.
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