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Los Angeles, California
April 22, 2016

Honorable Dave Jones

Insurance Commissioner
California Department of Insurance
Sacramento, California

Dear Commissioner:

Pursuant to your instructions, an examination was made of the

WESTERN MUTUAL INSURANCE COMPANY

(hereinafter also referred to as the Company) at its home office located at 2172 Dupont

Drive, Irvine, California 95612.

SCOPE OF EXAMINATION

We have performed our multi-state examination of the Company. The previous
examination of the Company was as of December 31, 2009. This examination covered
the period from January 1, 2010 through December 31, 2014.

The examination was conducted in accordance with the National Association of
Insurance Commissioners Financial Condition Examiners Handbook (Handbook). The
Handbook requires the planning and performance of the examination to evaluate the
Company’s financial condition, assess corporate governance, identify current and
prospective risks, and evaluate system controls and procedures used to mitigate those
risks. An examination also includes identifying and evaluating significant risks that
could cause the insurer's surplus to be materially misstated both currently and

prospectively.



All accounts and activities of the Company were considered in accordance with the risk-
focused examination process. This includes assessing significant estimates made by
management and evaluating management's compliance with Statutory Accounting
Principles. The examination does not attest to the fair presentation of the financial
statements included herein. If, during the course of the examination an adjustment was
identified, the impact of such adjustment will be documented separately following the

Company’s financial statements.

This examination report includes findings of fact and general information about the
Company and its financial condition. There might be other items identified during the
examination that, due to their nature (e.g., subjective conclusions, proprietary
information, etc.), were not included within the examination report but separately

communicated to other regulators and/or the Company.

This was a coordinated examination with California as lead state of the Western Mutual
Insurance Company of the Western Mutual Insurance Group. It was conducted
concurrently with other insurance entities in the holding company group, including
Residence Mutual Insurance Company and Arizona Home Insurance Company. The

state of Arizona participated on this examination.

COMPANY HISTORY

Western Mutual Insurance Group consists of three property & casualty insurance
companies: Western Mutual Insurance Company (the Company), Residence Mutual
Insurance Company (RMIC), and Arizona Home Insurance Company. The Company
was incorporated in California on March 7, 1942 and commenced business on
April 30, 1942.

The Company and RMIC are mutual insurance companies and, therefore, have no
shareholders or issued securities. The Company and RMIC each have 50% ownership

of the Arizona Home Holdings, Inc. and Western Mutual Insurance Services Company.



MANAGEMENT AND CONTROL

The following organizational chart depicts the Company’s relationship with its affiliates.
All ownership is 100% unless otherwise noted.

Western Mutual Insurance

Residence Mutual Insurance

Company Company
(California) (California)
50% 50%

Arizona Home
Holdings, Inc.
(Arizona)

Western Mutual Insurance
Services Company

(Arizona)

Arizona Home Insurance
Company

(Arizona)




The six members of the board of directors, who are elected annually, manage the

business and affairs of the Company. Following are members of the board and principal

officers of the Company serving at December 31, 2014:

Name and Location

Michael Antonovich
Glendale, California

John Barcal
La Habra Heights, California

Catherine Berryman
Poway, California

Joe Cralil
Newport Coast, California

Lucile Ann Crall
Silverton, Oregon

Paul Rubincam

Palos Verdes Estates, California

Name

Joe Crall

Paul Calvet
Joe Crail IV
Michael Hardy
Steve Koep
Catherine Crail
Kathy Parel

Directors

Principal Business Affiliation

Supervisor
Los Angeles County Board of Supervisors

Attorney
John J. Barcal, Inc.

Private Investor
Chairman of the Board and President
Western Mutual Insurance Group

Private Investor

Retired Insurance Executive

Principal Officers

Title

President and Chief Executive Officer
Executive Vice President

Senior Vice President

Vice President and Chief Financial Officer
Vice President and Chief Claims Officer
Vice President

Vice President



Management Agreements

Service Agreement (Agreement): Effective January 1, 2006, the Company, Residence
Mutual Insurance Company (RMIC), and Arizona Home Insurance Company (AHIC)
entered into the Agreement whereby the participants cooperate in the performance of
certain administrative and special services and share in the use of the day to day
operations of certain property, equipment, and facilities. The California Department of
Insurance approved this Agreement on February 8, 2008.

The shared functions provided by the participants include the following: accounting and
auditing, premium collection, underwriting, claims, actuarial, data processing, legal, and
payroll. Costs of the services are allocated at cost in accordance with the pooling
percentages; 35% to the Company, 53% to RMIC and 12% to AHIC. The Agreement

requires that the charges be settled within 45 days after each quarter.

From 2010 through 2014, the Company'’s allocated shared costs were $8.9 million, $9.2
million, $8.8 million, $9.5 million, and $9.5 million, respectively, under the terms of this

Agreement.

Agency Agreement: Effective August 1, 1981, the Company and RMIC entered into an
Agency Agreement with Cardinal Insurance Agency. (Cardinal). Under the terms of this
Agency Agreement, Cardinal provides insurance agency services for the Company and
RMIC which includes soliciting, selling, and servicing insurance products. The
Company pays a commission to Cardinal based on a commission rate that ranges from
5% to 15%. From 2010 to 2014, the Company paid Cardinal $33,572, $55,008,
$76,659, $42,996, and $53,294, respectively, for the services provided under the
Agency Agreement.

Agency Agreement: Effective October 6, 1994, the Company and RMIC entered into an
Agency Agreement with Western Mutual Insurance Services Company (WMISC),

formerly known as Inland Southern Insurance Services, Inc. WMISC is an Arizona



Company of which 50% of the outstanding common stock is owned by the Company
and the other 50% is owned by RMIC. Under the terms of this Agency Agreement,
WMISC provides insurance agency services for the Company and RMIC which includes
soliciting, selling, and servicing insurance products. The Company pays a commission
to WMISC based on a commission rate that ranges from 5% to 22.5%. From 2010 to
2014, the Company paid WMISC $226,611, $179,655, $169,236, $113,063, and

$97,761, respectively, for services provided under this Agency Agreement.

TERRITORY AND PLAN OF OPERATION

As of December 31, 2014, the Company was licensed to transact multiple lines of
property and casualty insurance. The following is a listing of the states in which the

Company is licensed:

California.  New Mexico
Colorado Texas
Nevada Utah

In 2014, the Company wrote $15.1 million of direct premiums of which $5.3 million
(35.5%) was written in Texas, $5.3 million (35.0%) was written in Nevada, $2.8 million
(18.7%) was written in California, $1.1 million (7.2%) was written in Colorado and $548

thousand (3.6%) was written in the states of Utah and New Mexico.

The lines of business written were homeowners multiple peril (97.7%), earthquake
(1.4%), fire (0.5%), and allied lines (0.4%).

Policies are issued exclusively on residential properties. Business is produced on a

direct basis as well as through agencies and brokers.

The Company is the lead company in the quota share reinsurance pooling agreement
with RMIC and AHIC.



REINSURANCE

Quota Share Reinsurance Pooling Agreement

The Company and its affiliates, Residence Mutual Insurance Company (RMIC) and
Arizona Home Insurance Company (AHIC), participate in the Quota Share Reinsurance
Pooling Agreement (Pooling Agreement). The Company’s participation in the pool is
35%, RMIC'’s patrticipation is 53%, and AHIC’s participation is 12%.

Under the terms of the Pooling Agreement, all premiums written by RMIC and AHIC are
ceded to and pooled with those written by the Company. The combined premiums, net
of cessions pertaining to all other reinsurance agreements, are then retro ceded to the
individual companies. Losses, loss adjustment expenses, and underwriting expenses

are also combined and pooled in the same percentages.

The Agreement was approved by the California Department of Insurance on
December 27, 2007.

Assumed

Other than the business assumed under the terms of the Quota Share Reinsurance

Pooling Agreement, the Company does not assume any business.



Ceded

The following is a summary of the principal ceded reinsurance treaties in-force as of

December 31, 2014:

Line of Business and
Type of Contract

Reinsurer’'s Name Company’s Retention

Reinsurer’s Limit

1* Property & Casualty
Excess Per Risk

2" Property & Casualty
Excess Per Risk

3" Property & Casualty
Excess Per Risk

1% Catastrophe Layer

2" Catastrophe Layer

100% Maiden Reinsurance
Company

$300,000

100% Maiden Reinsurance
Company

$500,000

100% Maiden Reinsurance $1.0 million

Company

35.00% Lloyds of London $2.5 million
17.50% R + V Verischerung
AG
12.50% Montpelier
Reinsurance Ltd
8.00% American
Agricultural Ins. Co.
6.50% Mapfre Re
Compania de
Reaseguros, S.A.
6.00% Allied World
Assurance
Company, Ltd
14.50% Others
25.50% Lloyds of London $7.5 million
17.50% R + V Verischerung
AG
12.50% Montpelier
Reinsurance Ltd
8.00% American
Agricultural Ins. Co.
7.5% Allied World
Assurance
Company, Ltd
6.00% Mapfre Re
Compania de
Reaseguros, S.A.
5.00% Hannover
Ruckversicherung
AG
18.00% Others

$200,000 in excess of $300,000 each
risk.

$600,000 maximum per occurrence
$500,000 in excess of $500,000 each
risk.

$1.0 million maximum per occurrence

$2.0 million in excess of $1.0 million
each risk.

$4.0 million maximum per occurrence
100% of $5.0 million in excess of
$2.5 million each occurrence.

Maximum limit of liability is $10.0
million.

100% of $12.5 million in excess of
$7.5 million each occurrence.

Maximum limit of liability is $25.0
million.




Line of Business and

Type of Contract Reinsurer’'s Name Company’s Retention Reinsurer’s Limit
3" Catastrophe Layer $20 million 100% of $30 million in excess of $20
36.50% Lloyds of London million each occurrence.
17.50% R + V Verischerung
AG Maximum limit of liability is
10.00% Mapfre Re approximately $69.0 million.
Compania de

Reaseguros, S.A.
8.00% American
Agricultural Ins. Co.
7.50% Montpelier
Reinsurance Ltd
20.50% Others

As of December 31, 2014, reinsurance recoverables for all ceded reinsurance resulted
in a net payable of $2.5 million. As a result of the Pooling Agreement, the Company
owed approximately $5.6 million of net reinsurance recoverables to its affiliates. The
remaining owed reinsurance recoverables of approximately $51 thousand were from

nonaffiliated authorized reinsurers.

ACCOUNTS AND RECORDS

Information Systems Controls

During the course of the examination, a review was made of the Company’s general
controls over its information systems. As a result of this review, some findings were
noted and were presented to the Company along with recommendations to strengthen
its controls. The Company should evaluate the recommendations and make

appropriate changes to strengthen its information system controls.

Related Party

The Company did not include Western Mutual Insurance Services Company (WMISC)
as its affiliates in its Annual Statement (A/S), Schedule Y, Parts 1 and 2 for the years
under examination. Furthermore, the Schedule Y Part 2 of the A/S did not disclose the

dollar amount of the transactions under the Service and Agency agreements.



Statements of Statutory Accounting Principles (SSAP) No. 25, paragraph 19 states in
part that “If necessary to the understanding of the relationship, the name of the related
party should be disclosed. Transactions shall not be purported to be arm's-length
transactions”. Further, “the disclosures shall include”, but are not limited to “amounts
due from or to related parties as of the date of each balance sheet presented and, if not

otherwise apparent, the terms and manner of settlement”.

It is recommended that the Company comply with SSAP 25, paragraph 19 to disclose

all related parties and the relevant transactions in Schedule Y Parts 1 and 2 of the A/S.

Reinsurance

The Company’s methodology in the recording and accounting of premiums, losses and
expenses from the Quota Share Reinsurance Pooling Agreement (Pooling Agreement)
is not in compliance with the SSAP No. 63, paragraph 8, which states in part that
“underwriting results relating to voluntary and involuntary pools shall be accounted for
on a gross basis whereby the participant's portion of premiums, losses, expenses, and
other operations of the pools are recorded separately in the financial statements rather

than netted against each other”.

The Company appears to net out the intercompany paid losses and loss adjustment
expenses with intercompany premiums in their annual statement financial reporting.
This resulted in an understatement in the 2014 A/S balance sheets of reported
uncollected premiums and agents’ balances, reinsurance payable on paid losses and
loss adjustment expenses, and amounts recoverable from reinsurers. It also resulted in
an understatement of reported assumed paid losses and loss adjustment expenses in
Schedule F — Part 1, and an understatement of ceded paid losses and loss adjustment
expenses in Schedule F — Part 3.

10



It is recommended that the Company comply with SSAP No. 63, paragraph 8, in
regards to the recording and accounting of premiums, losses and expenses as a result

of the Pooling Agreement.

FINANCIAL STATEMENTS

The following financial statements are based on the statutory financial statements filed
by the Company with the California Department of Insurance and present the financial
condition of the Company for the period ending December 31, 2014. There were no
examination adjustments made to surplus as a result of this examination. The
accompanying comments to the amounts reported in the annual statements should be

considered an integral part of the financial statements.

Statement of Financial Condition as of December 31, 2014
Underwriting and Investment Exhibit for the Year Ended December 31, 2014

Reconciliation of Surplus as Regards Policyholders from December 31, 2009
through December 31, 2014

11



Statement of Financial Condition

as of December 31, 2014

Assets

Bonds

Common stocks

Cash and short-term investments

Investment income due and accrued

Premiums and agents’ balances in course of collection
Electronic data processing equipment and software
Furniture and equipment

Aggregate write-ins for other than invested assets

Total assets

Liabilities, Surplus and Other Funds

Losses and loss adjustment expenses

Commissions payable, contingent commissions and other similar charges

Other expenses

Taxes, licenses and fees

Current federal and foreign income taxes

Net deferred tax liability

Unearned premiums

Advance premiums

Ceded reinsurance premiums payable

Funds held by company under reinsurance treaties
Aggregate write-ins for liabilities

Total liabilities

Unassigned funds (surplus)
Surplus as regards policyholders

Total liabilities, surplus and other funds

Ledger and
Nonledger Assets Not Net Admitted

Assets Admitted Assets Notes

$ 52,669,154 $ $ 52,669,154

17,372,804 17,372,804

3,435,535 3,435,535

291,477 291,477

1,082,212 1,158 1,081,054

233,655 233,655 0

407,545 407,545 0

688,447 530,228 158,219

$ 76180829 $ 1172586 $ 75,008,243

$ 7,442,816 1)

447,297
842,220
102,390
243,056
539,000
13,702,173
566,909
50,939
600,000

215,569

24,752,369

$__ 50,255,874
50,255,874

$  75.008.243

12



Underwriting and Investment Exhibit
for the Year Ended December 31, 2014

Statement of Income

Underwriting Income

Premiums earned $ 23,984,499
Deductions:

Losses and loss expenses incurred $ 15,151,636

Other underwriting expenses incurred 6,259,235
Total underwriting deductions 21,410,871
Net underwriting gain 2,573,628
Investment Income
Net investment income earned $ 966,701
Net realized capital gain 459,058
Net investment gain 1,425,759

Other Income

Finance and service charges not included in premiums $ 26,960
Aggregate write-ins for miscellaneous income 16,200
Total other income 43,160
Net income after dividends to policyholders, after capital gains tax and before

federal and foreign income taxes 4,042,547
Federal and foreign income taxes incurred 1,249,705
Net income $ 2,792,842

Capital and Surplus Account

Surplus as regards policyholders,

December 31, 2013 $ 46,150,200
Net income $ 2,792,842
Change in net unrealized capital gains 948,674
Change in net deferred income tax (60,000)
Change in nonadmitted assets 424,157
Change in surplus as regards policyholders for the year 4,105,673

Surplus as regards policyholders,
December 31, 2014 $ 50,255,873

13



Reconciliation of Surplus as Regards Policyholders

from December 31, 2009 through December 31, 2014

Surplus as regards policyholders,
December 31, 2009

Net income

Net unrealized capital gains
Change in net deferred income tax
Change in nonadmitted assets

Total gains and losses

Net increase in surplus as regards policyholders

Surplus as regards policyholders,
December 31, 2014

$ 30,932,581
Gainin Loss in
Surplus Surplus
$ 13,654,023 $
7,379,492
1,135,000
575,223
$ 21,033,515 $ 1,710,223
19,323,292
$ 50,255,873

14



COMMENTS ON FINANCIAL STATEMENT ITEMS

(1) Losses and Loss Adjustment Expenses

Based on an analysis by a Casualty Actuary for the California Department of Insurance,
the Company's loss and loss adjustment expense reserves as of December 31, 2014,
were found to be reasonably stated and have been accepted for purposes of this

examination.

SUBSEQUENT EVENTS

On March 1, 2015, the Company was licensed to transact multiple lines of property and

casualty insurance in the state of Arizona.

On April 1, 2015, the Company and Residence Mutual Insurance Company (RMIC) filed
with the California Department of Insurance (CDI) a Form D — Prior Notice of a
Transaction, whereby the Company would purchase RMIC’s 50% ownership of Arizona
Home Holdings, Inc (AHHI).

On March 30, 2016, CDI allowed the Company’s Form D filing. After the purchase, the
Company owns 100% of AHHI.

15



SUMMARY OF COMMENTS AND RECOMMENDATIONS

Current Report of Examination

Accounts and Records — Information Systems Controls (Page 9): As a result of the
review of the Company’s information systems controls, recommendations for improving
these controls were presented to the Company. The Company should evaluate these
recommendations and make appropriate changes to strengthen its controls over its

information systems.

Accounts and Records — Related Party (Page 9): It is recommended that the Company
comply with the Statements of Statutory Accounting Principles (SSAP) No. 25,
paragraph 19 to disclose all related parties and relevant transactions. The Company
acknowledged this recommendation and will include all related parties and transactions
in its December 2015 Annual Statement, Schedule Y, Parts 1 and 2.

Accounts and Records — Reinsurance (Page 10): It is recommended that the Company
comply with SSAP 63, paragraph 8, in regards to the recording and accounting of
premiums, losses and expenses as a result of the Pooling Agreement. The Company
acknowledged this recommendation and will report its December 31, 2015 Annual

Statement gross of the Pooling Agreement.

Previous Report of Examination

None

16
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Respectfully submitted,

sl

Ferdinand Ison
Examiner-In-Charge
Senior Insurance Examiner
Department of Insurance
State of California

sl

Grace Asuncion, CFE

Senior Insurance Examiner, Supervisor
Department of Insurance

State of California
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