REPORT OF EXAMINATION
OF THE
TRUCK INSURANCE EXCHANGE
AS OF
DECEMBER 31, 2013

Filed June 26, 2015



TABLE OF CONTENTS

PAGE
SCOPE OF EXAMINATION ...ttt 1
EXCHANGE HISTORY . iiiiiiiiiiiiiiiiiiie ettt ettt eeeeeaeeeeeeeeeeeeseeeeesesenseesnnnenes 4
Surplus Notes and Contribution CertifiCates ...........ccovvvveiiiiiiiie e 4
MANAGEMENT AND CONTROL:....ccittiiiiiiiiiiiiiiiiiiieeeeeeteeeeeeeeeeseesseessseeseseseeeseseeeeeeeeeeee. 6
Attorney-In-Fact ArrangemMENTS. ... ..o 16
Intercompany ServiCe AQIrEEIMENTS ........uuuuuiiiieieeeeieeiiiia e e e e e et e e e e e eeeaee s 17
Non-Affiliated Management Agre€mMENtS ........cccvvveviiiiiiiie e e e e e s 18
Investment Management AQre€mMENTS .........u it ee e 18
Tax Sharing AQreEMENT ........eeeiii i e e e e e e e e e e e e e e eeeeeenennas 19
Securities Lending AQIrEEIMENT ... ...ttt e ettt e e e e eeetaraa e e e e e eeeeannans 19
CORPORATE RECORDS......coeiiitiiiiiiiiiiiiitteeieeeeeeeeaeaeaaseesessssesssssssssssssssssssssssesssssssssseees 20
TERRITORY AND PLAN OF OPERATION. .. .ottt 21
LOSS EXPERIENCE.......cotiiiiiiiiiiiiiiietteeeetee ettt ettt ettt e e e e e et e e eeeeeeeeeeeeeees 22
REINSURANCE: .....oiiiiiiiiiiieiiieeee ettt ettt ettt et et e e te et et e eeeeeeeeeeeeeeeeseeeeesesnsssnnnnnnnes 23
Intercompany Reinsurance and Pooling Agreement............ccoeevviiiiieeeeeeeeeevinnnnnn 23
S0 1= o PP 24
(@7 To [T o PP PPPPPPPPPPPPPP 25
ACCOUNTS AND RECORDS ... .o 32
Information Systems CONTIOIS........ccoovviiiiiiiiie e 32
[ To F= U o o [P PU PR 33
FINANCIAL STATEMENTS: ..ottt e e e e ee e e e eeeeeeeeeeeeeeeeees 34
Statement of Financial Condition as of December 31, 2013..........cccciiiiiieeieieeinnnnns 35
Underwriting and Investment Exhibit for the Year Ended December 31, 2013 ........ 36
Reconciliation of Surplus as Regards Policyholders from December 31, 2009
through December 31, 2013 ........uiiiiiii e e e e e e e 37
COMMENTS ON FINANCIAL STATEMENT ITEMS:......ooviiiiiiiiiiiiiiiiieeeeeeeeeeeeeeeeeeeeeeee 38
Losses and Loss AdjUSIMENt EXPENSES .....cceeeevvieeiiiiiiieeeeeeeeeeeetin e e e e e e e eeeannnnnn s 38
SUMMARY OF COMMENTS AND RECOMMENDATIONS: ......coiiiiiiiiiines 38
Current Report of EXamMINAtION .........uuuiiiiieeiiieeiiiiee e e e e e e e e e e e e e e eeaes 38
Previous Report of EXamiNAtioN ............uuiiiiiiiiiiiiiiiiie e 38

ACKNOWLEDGEMENT ..ottt 39



Los Angeles, California
May 22, 2015

Honorable Dave Jones

Insurance Commissioner
California Department of Insurance
Sacramento, California

Dear Commissioner:

Pursuant to your instructions, an examination was made of the

TRUCK INSURANCE EXCHANGE

(hereinafter also referred to as the Exchange) at its statutory home office and main
administrative office located at 4680 Wilshire Boulevard, Los Angeles, California 90010.

SCOPE OF EXAMINATION

We have performed our multi-state examination of the Exchange. The previous
examination of the Exchange was made as of December 31, 2009. This examination
covers the period from January 1, 2010 through December 31, 2013. 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 Exchange’s financial
condition, to identify prospective risks, and to obtain information about the Exchange,
including corporate governance, identification and assessment of inherent risks, and the
evaluation of the system controls and procedures used to mitigate those risks. The
examination also included an assessment of the principles used and the significant
estimates made by management, as well as an evaluation of the overall financial

statement presentation, and management’s compliance with Statutory Accounting



Principles and Annual Statement instructions. All accounts and activities of the Exchange

were considered in accordance with the risk-focused examination process.

This examination was a coordinated examination, in which California was the lead state

with participation from examiners from the states of lllinois and Washington, and was

conducted concurrently with the examinations of the following insurance companies:

NAIC Domiciled
Group/Company CoCode State
FARMERS INSURANCE GROUP
Farmers Insurance Company of Arizona 21598 AZ
Farmers Insurance Exchange 21652 CA
Truck Insurance Exchange 21709 CA
Fire Insurance Exchange 21660 CA
Civic Property and Casualty Company 10315 CA
Neighborhood Spirit Property and Casualty Company 10317 CA
Exact Property and Casualty Company 10318 CA
Mid-Century Insurance Company 21687 CA
Farmers Insurance Company of Idaho 21601 ID
Farmers New Century Insurance Company 10806 IL
lllinois Farmers Insurance Company 21679 IL
Farmers Insurance Company Inc. 21628 KS
Farmers Insurance of Columbus, Inc. 36889 OH
Farmers Insurance Company of Oregon 21636 OR
Texas Farmers Insurance Company 21695 TX
Farmers Texas County Mutual Insurance Company 24392 X
Mid Century Insurance Company of Texas 28673 X
Farmers Insurance Company of Washington 21644 WA
NAIC Domiciled
Group/Company CoCode State
COAST NATIONAL/BRISTOL WEST GROUP

Coast National Insurance Company 25089 CA
Security National Insurance Company 33120 FL
Bristol West Preferred Insurance Company 12774 Mi
Bristol West Casualty Insurance Company 11034 OH
Bristol West Insurance Company 19658 OH




NAIC Domiciled
Group/Company CoCode State
FOREMOST GROUP
Foremost Insurance Company Grand Rapids, Michigan 11185 Mi
Foremost Property and Casualty Insurance Company 11800 Mi
Foremost Signature Insurance Company 41513 Mi
Farmers Specialty Insurance Company 43699 Mi
Foremost County Mutual Insurance Company 29254 X
Foremost Lloyds of Texas 41688 TX
NAIC Domiciled
Group/Company CoCode State
21ST CENTURY INSURANCE GROUP
21st Century Casualty Company 36404 CA
21st Century Insurance Company 12963 CA
21st Century Superior Insurance Company 43761 CA
21st Century Pacific Insurance Company 23795 CO
21st Century Assurance Company 44245 DE
American Pacific Insurance Company, Inc. 10805 HI
Farmers Insurance Hawaii, Inc. 28487 HI
21st Century Advantage Insurance Company 25232 MN
21st Century Auto Insurance Company of New Jersey 10184 NJ
21st Century Pinnacle Insurance Company 10710 NJ
21st Century National Insurance Company 36587 NY
21st Century North America Insurance Company 32220 NY
21st Century Centennial Insurance Company 34789 PA
21st Century Indemnity Insurance Company 43974 PA
21st Century Preferred Insurance Company 22225 PA
21st Century Premier Insurance Company 20796 PA
21st Century Security Insurance Company 23833 PA
21st Century Insurance Company of the Southwest 10245 X
NAIC Domiciled
Group/Company CoCode State
ZURICH GROUP
Farmers Reinsurance Company 10873 CA




With the exception of Farmers Reinsurance Company, which is part of the Zurich Group,

all the above companies are part of the Farmers Group of companies.

In addition to those items specifically commented upon in this report, other phases of the
Exchange’s operations were reviewed including the following areas that require no
further comment: fidelity bonds and other insurance; pensions, stock ownership and

insurance plans; growth of the exchange; and statutory deposits.

EXCHANGE HISTORY

The Exchange was incorporated in the state of California on February 5, 1935, for the
purpose of conducting property and casualty insurance. The Exchange, Fire Insurance
Exchange and Farmers Insurance Exchange (Farmers Exchanges), along with their

subsidiaries, comprise the Farmers Insurance Group.

Surplus Notes and Contribution Certificates

A significant portion of the Exchange’s reported surplus as regards policyholders at the
examination date was composed of surplus notes, issued to non-affiliates, and
contribution certificates, issued to affiliates. The following schedule depicts the specific

issuances and par and carrying value amounts outstanding at December 31, 2013:

Interest Maturity
ltem.# Date Issued Rate Par Value Carrying Value Date
1) 7/10/1998 7.05% $ 73,076,923 $ 54,801,923 7/15/2028
2) 7/10/1998 7.20% 21,923,077 20,237,077 7/15/2048
3) 6/30/2011 6.15% 60,000,000 60,000,000 6/30/2021
4) 12/31/2011 6.00% 120,000,000 120,000,000 12/31/2021
5) 11/3/2013 6.15% 22,000,000 22,000,000 11/1/2053
Total $ 297,000,000 $ 277,039,000




The notes and certificates listed have restrictions, which require the approval of the
California Department of Insurance (CDI) before payment of any interest and principal.

Interest can be paid out of earned (unassigned) surplus only.

Items 1) and 2) are surplus notes issued to qualified institutional buyers in the open
market and are administered by JP Morgan Chase Bank.

Iltem 3) is a certificate of contribution issued to Zurich American Insurance (ZAIC)
Company. The CDI issued a security permit on August 1, 2011.

Item 4) is a certificate of contribution issued to ZAIC. The CDI issued a securities permit
on December 30, 2011.

Item 5) represents surplus notes issued to Farmers Exchange Capital Il, a Delaware

statutory trust. The CDI issued a security permit on October 23, 2013.

On January 10, 2011, the Exchange received approval from the CDI to repay a
previously outstanding certificate of contribution in the amount of $136.5 million held by

ZAIC. The payment was made on June 30, 2011.

The payments of interest and repayments of principal occurring during this examination
period were made with the approval of the CDI. From January 1, 2010 through
December 31, 2013 the Exchange and its affiliated exchanges, Fire Insurance Exchange
and Farmers Insurance Exchange, paid a total of $630.6 million in interest expenses to

the surplus note holders of which the Exchange paid $66.7 million.

As part of an overall strategy to strengthen their long-term capital position and to take
advantage of lower interest rates during 2013, the Farmers Exchanges made a tender
offer to repurchase and refinance a certain portion of their outstanding surplus notes. In
October 2013, the Farmers Exchanges received approval from the CDI to repurchase
outstanding trust notes with maturities of 2024, 2028, and 2048 and to reissue up to
$304.3 million of new surplus notes. In November 2013, the Farmers Exchanges
repurchased, in the aggregate, $233.1 million par value of existing outstanding trust



notes for $301.5 million from investors and then sold new 40-year surplus notes at

6.15%, thus locking in the 2013 lower interest rates on longer-term notes.

MANAGEMENT AND CONTROL

The Exchange, a reciprocal insurer organized under California Insurance Code (CIC)
Section 1300 et. seq. is controlled by its attorney-in-fact, Fire Underwriters Association
(FUA). FUA is a wholly-owned subsidiary of Farmers Group, Inc. (FGI). The ultimate
controlling party is Zurich Financial Services (ZFS), a Swiss holding company.

In 2008, the intermediate-level holding structure was re-organized. FGI became 87.9%
owned by Zurich Insurance Company Ltd. (ZIC), 10.375% by Zurich Group Holdings
(ZGH), and 1.725% by three Partnerships (Zurich RegCaPs I, V, VI) each having ZIC as
the General Partner and ZGH as the Limited Partner. In 2009, another restructuring
occurred, which resulted in FGI becoming directly owned 87.9% by ZIC, 10.375% by
ZFS, and 1.725% by the three Partnerships (Zurich RegCaPs Il, V, VI).

With the approval of the California Department of Insurance (CDI) in December 2013, a
unique National Association of Insurance Commissioners (NAIC) Group Code has been
assigned to the Farmers Group of companies (previously part of the Zurich NAIC Group
Code 0212 and now included in the Farmers Group Code 0069). As such, ZIC is no
longer named as the ultimate controlling party. However, disclosure continues to be
provided in the Holding Company Annual Registration Statements regarding the
relationship with ZIC and transactions involving entities with the ZIC NAIC Group Code
0212.

The Exchange, Farmers Insurance Exchange, and Fire Insurance Exchange (Farmers
Exchanges) acquired the Foremost Insurance Group (Foremost Group), headquartered

in Grand Rapids, Michigan, in 2000. The Foremost Group of companies are now

6



indirectly owned by the Farmers Exchanges (with the Farmers Insurance Exchange

having the majority ownership) and are now part of the Farmers Insurance Group.

In 2007, the Farmers Exchanges and Mid-Century Insurance Company acquired Bristol
West Holdings, Inc. (Bristol West Group). As a result, the Bristol West Group of
companies are now indirectly owned by the Farmers Exchanges and Mid-Century
Insurance Company (with the Farmers Exchanges currently having the majority

ownership) and are now part of the Farmers Insurance Group.

In 2009, the Farmers Exchanges acquired the 21%' Century Group and its wholly-owned
subsidiaries (21* Century Group), thus making the 21% Century Group a part of the
Farmers Insurance Group. The Farmers Insurance Exchange currently has the majority

ownership.

The following abridged organizational charts show the relationships of the attorney-in-
fact (TUA), FGI to its ultimate parent ZFS, and of the Farmers Exchanges to their

subsidiaries and affiliates as of December 31, 2013:
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FARMERS EXCHANGES ORGANIZATION
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CHART Il: EXCHANGES/FARMERS ENTITIES ORGANIZATION
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CHART lll: EXCHANGES/FOREMOST ORGANIZATION
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CHART IV: EXCHANGES/BRISTOL WEST ORGANIZATION
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CHART V: EXCHANGES/21°' CENTURY ORGANIZATION
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Management of the Exchange is vested in a board of governors elected annually,

composed of not less than five nor more than fifteen members. A listing of the members

of the board and principal officers serving on December 31, 2013 follows:

Name and Location

Kenneth W. Bentley
Los Angeles, California

Frank A. Bonello
Edina, Minnesota

Thomas D. Brown
Des Moines, lowa

Joe D. Bryant
Moore, Oklahoma

Alan R. Gildemeister
North Schaumburg, lllinois

Guy M. Hanson
Missoula, Montana

Peter D. Kaplan (a)
Los Angeles, California

Dennis J. Lorch
Advance, Missouri

Ronald L. Marrone
Pittsburg, Kansas

Gary R. Martin
Escondido, California

Gerald A. McElroy
La Quinta, California

Board of Governors

Principal Business Affiliation

Vice President of Public Relations
Nestle

Retired

President, Truck Leasing Company
Owner, Ribbon and Medal Company
Owner, Machine Tool Manufacturing
Company

Retail Store Owner

Retired

Retired

Co-owner of Family Food Services

Corporation

President of Real Estate Management
Company

Managing Director of Consulting Firm

14



Board of Governors

Name and Location Principal Business Affiliation

Janice G. Scott Dentist
Stockton, California, California

O. Joel Wallace President,
Merced, California Trucking and Logistics Company

(a) Resigned, effective September 18, 2014

Principal Officers of the Exchange

Name Title
Ronald G. Myhan Chief Financial Officer and Treasurer
Doren E. Hohl Secretary

Principal Officers of the Attorney-in-Fact of the Exchange

Name Title

Anthony J. DeSantis President and Chief Executive Officer
Scott R. Lindquist Vice President

Jeffrey M. Sauls Vice President

Bryan F. Murphy Chief Claims Officer

James L. Nutting Chief Actuary

Audit Committee

In 2009, the Boards of Governors of the Farmers Exchanges created an Exchange Audit
Committee to serve as the independent audit committee of the Exchanges, the insurer

subsidiaries of the Exchanges, and other related insurers.

The following eight individuals serve on the Farmers Exchange Audit Committee:

15



Name Exchange

Guy Hanson, Chair Truck Insurance Exchange

Thomas Brown Truck Insurance Exchange

Farmers Insurance Exchange

Frederick Kruse .
Fire Insurance Exchange

Farmers Insurance Exchange

Gary Martin Truck Insurance Exchange

Fire Insurance Exchange

Gerald McElroy Truck Insurance Exchange

Farmers Insurance Exchange

Donnell Reid Fire Insurance Exchange

Stanley Smith Fgrmers Insurance Exchange
Fire Insurance Exchange

Joel Wallace Truck Insurance Exchange

Attorney-In-Fact Arrangements

Farmers Group, Inc. (FGI), as the attorney-in-fact, provides operating services (including
staffing and occupancy), except claims adjustment services, to the Exchange. These
services were provided to the Exchange pursuant to the subscription agreements
entered into between the Exchange and each of its individual policyholders. There is no
specific management services agreement required between the Exchange and FGI for
these services provided. California Insurance Code (CIC) Sections 1215.4 and 1215.5
provide for an exemption from reporting for an inter-insurance exchange utilizing the
subscription agreements providing that the form of the agreement was in place prior to
1943 and it was not amended in any way to modify payments, fees, or waivers of fees or

otherwise substantially amended after 1943. The Exchange is responsible for the

16



payment of claims (adjustment function), payment of commissions, and the payment of

premium and income taxes.

For 2010, 2011, 2012, and 2013, the pooled share of the subscription fees paid by the

Exchange and its subsidiaries and affiliates to FGI for its services was as follows:

Company Subscription Fees Paid to Farmers Group, Inc (for Exchange Issued Policies)
2013 2012 2011 2010

Farmers Insurance Exchange $ 1,376,529,848 $ 1,215,144,121 $ 1,306,619,473 $ 1,170,817,073
Truck Insurance Exchange 206,146,982 181,978,105 195,677,313 175,339,755
Fire Insurance Exchange 199,497,079 176,107,844 189,365,141 169,683,634
Mid-Century Insurance Company 425,593,769 375,696,733 403,978,968 361,991,752
Civic Property and Casualty Company 26,599,611 23,481,046 25,248,686 22,624,484
Exact Property and Casualty Company 26,599,611 23,481,046 25,248,686 22,624,484
Neighborhood Spirit Property and Casualty Company 26,599,611 23,481,046 25,248,686 22,624,484
Subtotals $ 2,287,566,511 $ 2,019,369,941 $ 2,171,386,953 $ 1,945,705,666
All Other Affiliates 372,394,547 328,734,641 353,481,596 589,038,148
Totals - Paid $ 2,659,961,058 $ 2,348,104,582 $ 2,524,868,549 $ 2,5634,743,814

Intercompany Service Agreements

Service Agreement - On January 7, 2013, the Exchange and Foremost Insurance
Company Grand Rapids, Michigan (Foremost) entered into a Service Agreement
pursuant in which the Exchange provides various services, including preparation of
commercial insurance policies, calculation and collection of premiums, calculation and
payment of commissions to agents, accounting services, claims adjustment services,
and other administrative services for Foremost. In addition, the Service Agreement also
provides for the Exchange to perform the above services on behalf of Foremost and
Foremost’s subsidiaries in order for Foremost to comply with obligations under service
agreements with its subsidiaries. This Agreement was approved by the CDI on
January 4, 2013.

Claims Adjustment Services Agreement - The Exchange is also a party to a separate

Claims Adjustment Services Agreement with the Farmers Insurance Exchange dated

17



August 25, 1964. The Agreement was amended and restated effective June 1966 and
November 1976.

Non-Affiliated Management Agreements

Third Party Administrator Agreement - Effective November 1, 2000, a Third Party
Administrator Agreement was entered into by Zurich Services Corporation (ZSC) with the
Exchange, Farmers Insurance Exchange, Mid-Century Insurance Company, Civic
Property and Casualty Company, Exact Property and Casualty Company, and
Neighborhood Spirit Property and Casualty Company. Under this agreement, ZSC
provides claims administration and risk engineering services which are subject to a
reinsurance agreement for equipment breakdown coverage provided by Zurich American

Insurance Company.

Managed Care Program Services Agreement - Effective November 6, 2000, a Managed
Care Program Services Agreement was entered into between Zurich Services
Corporation (ZSC) and the Exchange, Farmers Insurance Exchange, and Mid-Century
Insurance Company. Under this Agreement, ZSC makes available a provider network

and managed care services to the named insured of this Agreement.

Investment Management Agreements

Investment Management Agreement - Farmers Group, Inc. (FGI), acting on behalf of the
Exchange, Fire Insurance Exchange (Fire), Farmers Insurance Exchange (FIE) and the
subsidiaries of these three Exchanges, entered into an Investment Management
Agreement dated July 1, 1998 with its affiliate, Scudder Kemper Investments Inc.
(Scudder). In 2002, Scudder was acquired and replaced by Deutsche Asset
Management (DeAM), a division of Deutsche Bank, AG. DeAM, a non-affiliate, managed
the fixed income and equity asset portfolios of the Exchange, Fire, FIE and their

subsidiaries. The terms of the Agreement have otherwise not been altered.
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Service Level Agreement - FGI was also a party to the Service Level Agreement dated
November 4, 1998 with Scudder, which was replaced in 2002 by DeAM. DeAM, a non-
affiliate, provided accounting and reporting services in connection with the Exchange,
Fire, FIE and the stock subsidiaries’ investment portfolios, including Securities Valuation
Office reporting. DeAM was given the authority to vote the proxies of the common stock.

The terms of the Agreement were left unchanged except for the replacement of parties.

Tax Sharing Agreement

Under the terms of a Tax Sharing Agreement effective May 1, 1995, the Exchange’s
federal income tax return is consolidated with an affiliate, Farmers Services Insurance
Agency. Allocation of taxes is based upon separate return calculations with
intercompany tax balances (payable or receivable) being settled in amounts equal to the
amounts which would be due to or from federal taxing authorities as if separate returns

were filed.

The Exchange’s portion of the federal income taxes paid (recovered) under the Tax
Sharing Agreement for 2010, 2011, 2012, and 2013 was $5,002,609, ($8,020,882), $0,
and ($9,699,073), respectively.

Securities Lending Agreement

In 1999, the Exchange filed with the CDI a Securities Lending Agreement with an
affiliate, Zurich Capital Markets Trust Company (Zurich). In December 2001, the
Exchange changed its securities lending agent from Zurich to the Bank of New York
Western Trust (BNY), a non-affiliate, as Zurich exited the securities lending business.
Collateral is defined in the Securities Lending Agreement as government securities and
cash. The Agreement also stipulated that BNY establish a custodial custody account in
the name of the Exchange for the purpose of holding collateral and approved
investments pertaining to securities lending transactions. The custodian was Wall Street

Portfolio Advisors, a division of BNY. The Agreement was amended and restated,
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effective May 24, 2005. The amended Agreement is between FGI on behalf of the
Exchange and The Bank of New York. The Agreements conformed to the securities

lending limits specified in CDI Bulletin 82-2.

CORPORATE RECORDS

California Insurance Code (CIC) Section 735 states that the Exchange must inform the
board members of the receipt of the examination report. The board should be informed
of the report both in the form first formally prepared by the examiners and in the form as
finally settled and officially filed by the commissioner. The board must also enter the fact
in the board minutes. A review of the board minutes did not indicate such information
was entered regarding the officially filed 2009 examination report or the first formally
prepared draft by the examiners. This violation was also noted in the prior examination
management letter. It is recommended that the Exchange implement procedures to

ensure future compliance with CIC Section 735.
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TERRITORY AND PLAN OF OPERATION

The Exchange is licensed to transact insurance business in the District of Columbia and
the following 50 states:

Alabama Indiana Nebraska South Carolina
Alaska lowa Nevada South Dakota
Arizona Kansas New Hampshire Tennessee
Arkansas Kentucky New Jersey Texas
California Louisiana New Mexico Utah
Colorado Maine New York Vermont
Connecticut Maryland North Carolina Virginia
Delaware Massachusetts North Dakota Washington
Florida Michigan Ohio West Virginia
Georgia Minnesota Oklahoma Wisconsin
Hawalii Mississippi Oregon Wyoming
Idaho Missouri Pennsylvania

lllinois Montana Rhode Island

In 2013, the Exchange wrote $726 million of direct premiums. Of the direct premiums
written, $328 million (45%) was written in California, $74 million (10%) was written in
Texas, $34 million (5%) was written in Washington, and $290 million (40%) was written

in the remaining states.

The commercial multiple peril (46%) and the workers’ compensation (21%) lines account
for 67% of the direct writings of the Exchange. The Exchange is also a 7.75% participant
in the Intercompany Pooling Agreement. Farmers Insurance Exchange (Farmers) and
its pooled subsidiaries and affiliates write most of the property and casualty lines of
business with a heavy emphasis on personal lines. The principal lines assumed by the
Exchange from Farmers (the lead insurer in the Intercompany Pooling Agreement) were
commercial multiple peril, private passenger automobile liability, homeowners multiple

peril, automobile physical damage, and commercial automobile liability.
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Business is produced by an agency force of more than 51,000 agents (including
approximately 13,000 exclusive agents) and is supported by 29 state offices, 11 service

centers, and 200 branch claim offices.

LOSS EXPERIENCE

The following schedule reflects the net underwriting and net investment results along
with the net income and losses as reported by the Exchange in its financial statements

for the years under examination and through December 31, 2014:

Net
Net Premiums Underwriting Net Investment Net
Year Earned Gains/(Losses) Gains/(Losses) Income/(Losses)
2010 $ 826,029,548 $ (56,259,090) $ 3,775,903 $ (49,696,323)
2011 1,127,117,036 (86,503,748) 26,583,749 (23,398,730)
2012 1,059,646,583 (67,895,201) 11,240,490 (29,265,957)
2013 1,063,643,358 (14,843,792) 4,805,230 1,503,195
Sub-totals $4,076,436,525 $ (225,501,831) $ 46,405,372 $ (100,857,815)
2014 1,052,654,172 (18,827,301) (1,324,628) (7,314,586)
Totals $5,129,090,697 $ (244,329,132) $ 45,080,744 $ (108,172,401)

The Exchange reported net underwriting losses in all years under examination and
through December 31, 2014. In aggregate, the Exchange reported $244.3 million of net

underwriting losses for the five years from 2010 through 2014.

The Exchange’s operating performance was impacted by severe storm and other
weather-related catastrophe losses in the mid-western and southern states, increased
other expenses resulting from its expansion to the eastern states, and increased
advertising costs. Underwriting results were also impacted by current market and
economic conditions in recent years. This trend of higher than anticipated storm and
weather related catastrophe losses (including the impact of Hurricane Sandy) continued
through 2012. In 2013 and 2014, the Exchange’s operating results improved as

compared to previous years primarily due to less severe catastrophic losses.
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The Exchange has taken substantial actions to improve its underwriting performance in
both personal and commercial lines. Personal lines initiatives included strengthening
underwriting guidelines and risk selection criteria, as well as the adjustment of rates on a
more local level. The Farmers Group implemented premium rate increases, and
continues to refine its risk scoring mechanism for personal automobile to facilitate more
accurate segmentation and pricing of this business. Significant attention was also given
to introducing more disciplined claims-settling practices for the Group's homeowners
business. In commercial lines, aggressive re-underwriting and re-pricing occurred in

most lines as well as segmentation that helped to reduce underperforming risks.

REINSURANCE

Intercompany Reinsurance and Pooling Agreement

The Farmers Insurance Exchange (FIE) is the lead insurer in an Intercompany
Reinsurance and Pooling Agreement under which the Exchange and the insurers listed
below pool their risks and obtain a proportional share of profits and/or losses of the
pooled business. The Agreement became effective on January 1, 1999. Under the

Agreement, business is allocated among the pool participants as follows:
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Pool Participant Percentage
Farmers Insurance Exchange (FIE) 51.75
Mid-Century Insurance Company 16.00
Truck Insurance Exchange 7.75
Fire Insurance Exchange 7.50
Farmers Insurance Company of Oregon 7.00
Farmers Insurance Company of Washington 2.00
Civic Property and Casualty Company 1.00
Exact Property and Casualty Company 1.00
Neighborhood Spirit Property and Casualty Company 1.00
Texas Farmers Insurance Company 1.00
Farmers Insurance of Columbus, Inc. 1.00
Farmers Insurance Company, Inc. 0.75
lllinois Farmers Insurance Company 0.75
Farmers New Century Insurance Company 0.75
Farmers Insurance Company of ldaho 0.75
Total 100.00

The last amendment to this long-standing pooling agreement was approved by the

California Department of Insurance (CDI) on January 12, 1999.

Assumed

FIE maintains certain fronting 100% quota share agreements, which are historically long-
standing reinsurance agreements with affiliates initiated variously between 1950 and
1995 by which all the property business it writes is ceded prior to the intercompany
pooling to Fire Insurance Exchange (Fire). Similarly, all of its commercial business is
ceded to the Exchange under these treaties. The only exception is that Texas Farmers
Insurance Company cedes its property business directly to Fire and its commercial
business directly to the Exchange.

Effective June 1, 2008 and as amended September 30, 2011, the Exchange entered into

a 100% Quota Share Reinsurance Agreement with Zurich American Insurance

Company, American Zurich Insurance Company, Maryland Casualty Company, Northern

Insurance Company of New York, and Assurance Company of America (collectively, the
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SBS Insurers), pursuant to which the Exchange reinsurers certain obligations of the SBS
Insurers under their insurance contracts relating to their Zurich Small Business Solutions

business unit. The CDI approved this Agreement, as amended, on January 18, 2012.

Ceded

Affiliated

Treaties ceding risks to affiliated reinsurers were written with FIE and all of its
subsidiaries and affiliates (including the Exchange) as the cedents. The following is a
summary of the principal affiliated ceded reinsurance treaties in-force as of
December 31, 2013:

Effective January 1, 2012, FIE entered into the 2012 Automobile Physical Damage
Agreement of Reinsurance (APDAR), a quota share reinsurance agreement that covers
automobile physical damage. This Agreement supersedes the 2009 APDAR. Under the
Agreement, FIE, on behalf of itself and its pooling participants (including the Exchange),
cedes up to $1 billion per year of its automobile physical damage premiums. Through
December 31, 2012, the subscribing reinsurers were Farmers Reinsurance Company
(Farmers Re), with a 20% quota share participation, and Zurich Insurance Company
(Zurich), with an 80% quota share participation. Effective January 1, 2013, Farmers Re
reduced its quota share participation from 20% to 12.5%, with a non-affiliated reinsurer
undertaking the 7.5% quota share participation from Farmers Re. Effective
January 1, 2014, Farmers Re reduced its quota share participation from 12.5% to 10.0%,
with a non-affiliate reinsurer undertaking the 2.5% quota share participation from
Farmers Re. The CDI approved this agreement on January 31, 2014.

FIE, effective June 30, 2009, entered into the All Lines Quota Share Agreement of
Reinsurance, a quota share reinsurance agreement that covers all lines after the APDAR
agreement has been applied. Zurich and Farmers Re were the original subscribing
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reinsurers. Their aggregate participation was originally at 37.5%, and was subsequently
reduced from 37.5% to 35% effective December 31, 2009, from 35% to 25% effective
June 30, 2010, and from 25% to 12% effective December 31, 2010. Effective December
31, 2011, the aggregate participation was increased from 12% to 20%. Effective
December 31, 2012, the quota share participation of Farmers Re was reduced from 4%
to 2.5%, thus reducing the aggregate participation of Zurich and Farmers Re from 20%
to 18.5%. A non-affiliated reinsurer undertook the 1.5% quota share participation from
Farmers Re. An amendment, effective December 31, 2013, reduced the quota share
participation of Farmers Re from 2.5% to 2.0%, thus reducing the aggregate participation
of Zurich and Farmers Re from 18.5% to 18%. A non-affiliated reinsurer undertook the
.5% quota share participation from Farmers Re. The CDI approved the December 31,

2013 amendment to this agreement on January 31, 2014.

There are a series of 100% Equipment Breakdown Quota Share Reinsurance
Agreements effective November 1, 2000, under which Zurich American reinsures the

Exchange and certain of its affiliates for specified industry programs.

Non-Affiliated

Treaties ceding risks to non-affiliated reinsurers were written with FIE and all of its
subsidiaries and affiliates (including the Exchange) as the cedents. The following is a
summary of the principal non-affiliated ceded excess of loss reinsurance treaties in-force
as of December 31, 2013:
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Type of Contract Reinsurer’s Company’s Reinsurer’s Maximum
Name Retention Limits

Property Lloyd’s of $250 million per 90.0% of $250 million

Catastrophe Named | London (16.8%) | occurrence excess of $250 million

Hurricane Excess of

Various

retention per

Loss reinsurers occurrence, subject to a
(73.2%) maximum aggregate
recovery of $500 million
during the term of the
contract.
Coverage for property
located in all territories
except Florida.
Property Lloyd’s of $300 million per 76.4% of $200 million
Catastrophe Non London occurrence excess of $300 million
Hurricane Excess of | (29.525%) retention per
Loss Various occurrence, subject to a
reinsurers maximum aggregate

(46.875%)

recovery of $400 million
during the term of the
contract.

Property
Catastrophe Excess
of Loss — 2" layer

Lloyds of
London
(19.115%)
Various
reinsurers
(73.385%)

$500 million per
occurrence

92.5% of $500 million
excess of $500 million
retention per
occurrence, subject to a
maximum aggregate
recovery of $1 billion
during the term of the
contract.

Coverage for property
located in all territories
except Florida.
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Type of Contract Reinsurer’s Company’s Reinsurer’s Maximum
Name Retention Limits
Property Lloyd’s of $1.0 billion per 91.7084% of $500
Catastrophe Excess | London occurrence million in excess of $1.0
of Loss — 3" Layer | (18.2706%) billion per occurrence,
Various subject to a maximum
reinsurers aggregate recovery of
(73.4378%) $1 billion during the
term of the contract.
Coverage for property
located in Arkansas,
California, Kentucky,
Louisiana, Mississippi,
Missouri, Oklahoma,
Tennessee, and Texas.
Property Lloyd’s of $1.5 billion per 100% of $500 million in
Catastrophe Excess | London occurrence excess $1.5 billion
of Loss — 4™ Layer | (9.575%) retention per
occurrence, subject to a
Various maximum aggregate
reinsurers recovery of $1 billion

(90.425%)

during the term of the
contract. Maximum
aggregate recovery in
California limited to
$250 million during the
term of the contract.

Coverage for property
located in Alabama,
Arkansas, California,
Kentucky, Louisiana,
Mississippi, Missouri,
Oklahoma, Tennessee,
and Texas.
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Type of Contract Reinsurer’s Company’s Reinsurer’s Maximum
Name Retention Limits
Property Renaissance $80 million per 80.96% of $300 million
Catastrophe Excess | Reinsurance, Ltd | occurrence. in excess of $80 million
of Loss — Southeast | (6.50%) retention per
region Validus occurrence, subject to a
Reinsurance, maximum aggregate
Ltd. (6.00%) recovery of $600 million
Lloyd’s of during the term of the
London contract.
(32.11%)
Various Coverage for losses
reinsurers from Florida, Georgia,
(36.35%) North Carolina, and
South Carolina.
Property Lloyds of $80 million per 9.04% of $300 million in
Catastrophe Excess | London (4.04%) | occurrence. excess of $80 million

of Loss - Florida

Amlin Bermuda
Limited

retention per
occurrence, subject to a

(5.00%) maximum aggregate
recovery of $600 million
during the term of the
contract.

Underlying Property | DaVinci $100 million per 15% of $200 million
Catastrophe Non Reinsurance Ltd. | occurrence. excess of $100 million
Hurricane Excess (6.0%) excess $300 million,
of Loss Renaissance subject to a maximum

Reinsurance Ltd. aggregate recovery of

reinsurers $400 million during the

(9.0%) term of the contract.

Coverage for property
located in all territories
except Florida.
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Type of Contract Reinsurer’s Company’s Reinsurer’s Maximum
Name Retention Limits
Property Per Risk Lloyds of $7.5 million per risk | 100% of $12.5 million in
Excess of Loss — 1** | London excess of $7.5 million
Layer (47.45%) per risk, subject to
Various $12.5 million in
reinsurers occurrence limit, and
(52.55%) $50 million treaty
aggregate for the term
of the agreement.
Property Per Risk Lloyds of $20 million per risk | 100% of $30 million in
Excess of Loss — London excess of $20 million
2" Layer (47.75%) per risk subject to $30
Various million in occurrence
reinsurers limit, and $90 million
(52.25%) treaty aggregate for the
term of the agreement.
Casualty Excess of | Lloyds of $10 million per 100% of $15 million in
Loss — 1% Layer London occurrence excess of $10 million
(42.67%) per occurrence subject
Aspen Insurance to $15 million in
UK Limited occurrence limit, and
(20.00%) $30 million annual
Endurance maximum treaty
Specialty Ins. aggregate.
Ltd. (22.00%)
Various
reinsurers
(15.33%)
Casualty Excess of | Lloyds of $25 million per 100% of $25 million in
Loss — 2" Layer London (40%) occurrence excess of $25 million

Aspen Insurance
UK Limited
(18%)
Endurance
Specialty Ins.
Ltd. (23%)
Various
reinsurers (19%)

per occurrence subject
to $25 million in
occurrence limit, and
$50 million annual
maximum treaty
aggregate.
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Type of Contract Reinsurer’s Company’s Reinsurer’s Maximum
Name Retention Limits
Casualty Excess of | Lloyds of $50 million per 100% of $50 million in
Loss — 3" Layer London (32%) occurrence. excess of $50 million
Aspen Insurance per occurrence subject
UK Limited to $50 million in
(22%) occurrence limit, and
Endurance $100 million annual
Specialty Ins. maximum treaty
Ltd. (25%) aggregate.
Various
reinsurers (21%)
Workers’ Lloyds of $10 million per 100% of $10 million in
Compensation Per | London (32.5%) | occurrence. excess of $10 million
Person Excess of Aspen Insurance per occurrence subject
Loss UK Limited to a $20 million annual
(40.0%) maximum treaty
Various aggregate.
reinsurers
(27.5%)
Commercial General $1million per 100% $9 million in
Umbrella Excess of | Reinsurance occurrence. excess of $1 million.
Loss Corporation
Employment Lloyds of 35% Quota Share | 65% Quota Share up to

Practices Liability
Insurance Quota
Share

London (100%)

$1 million.

Business Covered/Peril:
Employers’ Liability. All
perils.

Territory: United States
of America.
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Type of Contract Reinsurer’s Company’s Reinsurer’s Maximum
Name Retention Limits
Automatic Property | General $50 million each $25 million excess of
Facultative Facility | Reinsurance risk $50 million each risk.
Corporation
(50%) Business Covered/Peril:
In-force, new and
Swiss renewal Property
Reinsurance business with total
America insured value greater
Corporation than $50,000,000. All
(50%) perils.
Territory: United States
of America.
Cyber Liability Lloyds of 0% 100% quota share up to
Insurance Quota London (100%) $50,000.
Share
Territory: United States
of America.

As of December 31, 2013, reinsurance recoverables for all ceded reinsurance totaled

$4.9 billion, or 875.7% of surplus as regards policyholders.

Of the reinsurance

recoverables, 98.1% were from admitted affiliates, primarily resulting from the pooling

arrangement in which FIE is the lead company.

ACCOUNTS AND RECORDS

Information Systems Controls

As part of this examination, a review was made of the Exchange’s general controls over
its information systems. The review focused on information technology (IT) governance,
logical access, physical security, change management, and disaster recovery/business
continuity plan. As a result of the review, deficiencies were noted primarily in the area of

access controls. These findings were presented to the Exchange along with
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recommendations to strengthen its controls. Many of the issues have been remediated
at the time of this report. It is recommended that the Exchange continue to address the

recommendations made regarding its information systems controls.

Litigation

Farmers Group, Inc. (FGI), the Exchange’s attorney-in-fact entered into a settlement
agreement on December 12, 2010, regarding a class-action lawsuit identified as Fogel
versus Farmers Group, Inc. (Fogel). Fogel consists of a class of certain Farmers
Insurance Exchange, Fire Insurance Exchange, and Truck Insurance Exchange (the
Exchanges) policyholders as identified for certain previous policy years. The litigation
primarily involves subscription fees (management fees) remitted to FGI by the

policyholders.

The Exchanges are not defendants in the lawsuit but are involved because the plaintiffs
in the class-action suit are their policyholders, and because any unsettled remainder (the
amount not remittable to specific policyholders) will be paid by FGI to the Exchanges
pursuant to an agreement between the parties.

On December 21, 2011, the court granted final approval of the settlement and the Fogel
case ended. The residual amount of the settlement distributed to the Exchanges after all
claims had been paid was $293.7 million. After giving effect to the Intercompany Pooling
Agreement, the Exchange’s share of the settlement was $22.8 million, which was
recorded as an offset to management fee expense within other underwriting expenses in

the Exchanges’ 2012 statutory income statements.
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FINANCIAL STATEMENTS

The financial statements prepared for this examination report include:

Statement of Financial Condition as of December 31, 2013
Underwriting and Investment Exhibit for the Year Ended December 31, 2013

Reconciliation of Surplus as Regards Policyholders
from December 31, 2009 through December 31, 2013
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Statement of Financial Condition

as of December 31, 2013

Assets

Bonds
Common stocks
Real Estate:
Properties occupied by the Exchange
Properties held for sale
Cash, cash equivalents and short-term investments
Derivatives
Securities lending reinvested collateral assets
Investment income due and accrued
Uncollected premiums and agents’ balances
in course of collection
Deferred premiums, agents’ balances and installments
booked but deferred and not yet due
Accrued retrospective premiums
Amounts recoverable from reinsurers
Current federal and foreign income tax recoverable and
interest thereon
Guaranty funds receivable or on deposit
Receivables from parent, subsidiaries and affiliates
Aggregate write-ins for other than invested assets

Total assets

Liabilities, Surplus and Other Funds

Losses and loss adjustment expenses

Reinsurance payable on paid loss and loss adjustment expenses

Other expenses

Taxes, licenses and fees

Net deferred tax liability

Unearned premiums

Advance premiums

Dividends declared and unpaid: Policyholders
Ceded reinsurance premiums payable

Funds held by Exchange under reinsurance treaties

Amounts withheld or retained by Exchange for account of others

Remittances and items not allocated
Provision for reinsurance

Payable for securities lending
Aggregate write-ins for liabilities

Total liabilities

Surplus notes
Unassigned funds (surplus)
Surplus as regards policyholders

Total liabilities, surplus and other funds

$ 277,039,000
286,434,903

1,369,922,187

563,473,903

$1,933,396,090
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Ledger and
Nonledger Assets Not Net Admitted
Assets Admitted Assets Notes
$ 793,446,863 $ 793,446,863
726,896,010 726,896,010
862,142 862,142
294,234 294,234
(36,594,019) (36,594,019)
11,815 11,815
11,553,538 11,553,538
3,969,228 485 3,968,743
30,085,354 8,884,416 21,200,938
188,294,499 188,294,499
185,309 185,309
132,064,756 132,064,756
50,114,004 50,114,004
2,667,470 2,667,470
35,941,554 35,941,554
3,236,235 748,001 2,488,234
$ 1,943,028,992 $9,632,902 $ 1,933,396,090
662,948,798 1)
148,251,220
792,025
616,763
9,515,240
464,782,772
11,464,088
238,434
102,611,004
713,336
1,670,360
136,855
5,718,322
11,553,538
(51,090,568)



Underwriting and Investment Exhibit
for the Year Ended December 31, 2013

Statement of Income

Underwriting Income

Premiums earned $1,063,643,358
Deductions:

Losses incurred $ 606,713,287

Loss adjustment expenses incurred 104,624,284

Other underwriting expenses incurred 367,149,579

Total underwriting deductions 1,078,487,150

Net underwriting loss (14,843,792)
Investment Income
Net investment income earned $ 1,743,317
Net realized capital gains 3,061,913
Net investment gain 4,805,230
Other Income
Net loss from agents’ or premium balances charged off $ (8,158,406)
Finance and service charges not included in premiums 18,388,958
Aggregate write-ins for miscellaneous income (2,759,564)
Total other income 7,470,988
Net income before dividends to policyholders and before federal

income taxes (2,567,574)
Dividends to policyholders 75,128
Federal income taxes incurred (4,145,897)
Net income $ 1,503,195

Capital and Surplus Account

Surplus as regards policyholders,

December 31, 2012 $ 534,962,646
Net income $ 1,503,195
Change in net unrealized capital gains 21,819,611
Change in net deferred income tax 3,250,928
Change in nonadmitted assets (222,999)
Change in provision for reinsurance 3,640,897
Change in surplus notes 2,039,000
Aggregate write-ins for gains and losses in surplus (3,519,375)
Change in surplus as regards policyholders for the year 28,511,257

Surplus as regards policyholders,

December 31, 2013 $563,473,903
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Reconciliation of Surplus as Regards Policyholders

from December 31, 2009 through December 31, 2013

Surplus as regards policyholders,
December 31, 2009 per Examination

Net loss

Change in net unrealized capital gains

Change in net deferred income tax

Change in nonadmitted assets

Change in provision for reinsurance

Change in surplus notes

Aggregate write-ins for gains and losses in surplus

Total gains and losses

Net increase in surplus as regards policyholders

Surplus as regards policyholders,
December 31, 2013, per Examination

$ 540,443,661

Gainin Loss in
Surplus Surplus
$ $ 100,857,815
70,135,905
6,319,796
803,423
9,377,924
45,539,000
8,287,991

$ 132,176,048 $ 109,145,806

23,030,242

$ 563,473,903
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COMMENTS ON FINANCIAL STATEMENT ITEMS

(1) Losses and Loss Adjustment Expenses

The Exchange was directed by the California Department of Insurance (CDI), under
California Insurance Code (CIC) Section 733(g), to retain the American Actuarial
Consulting Group, LLC, (AACG) for the purpose of assisting this examination in
determining the reasonableness of the Exchange’s loss and loss adjustment expense
reserves. Since the business of the Exchange was pooled, it was necessary to review
the losses on a group-wide basis. Based on the analysis by AACG and the review of
their work by a Casualty Actuary from the CDI, the Exchange’s December 31, 2013
reserves for losses and loss adjustment expenses were determined to be reasonably

stated and have been accepted for purposes of this examination.

SUMMARY OF COMMENTS AND RECOMMENDATIONS

Current Report of Examination

Corporate Records (Page 20): It is recommended that the Exchange implement

procedures to ensure future compliance with California Insurance Code Section 735.

Accounts and Records (Page 32): It is recommended that the Exchange continue to

address the recommendations made regarding its information systems controls.

Previous Report of Examination

None.
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