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Honorable Gregory V. Serio 
Superintendent of Insurance 
Albany, New York 12257 

Sir: 

STATE OF NEW YORK 
INSURANCE DEPARTMENT 

25 BEAVER STREET 
NEW YORK, NEW YORK 10004 

F' .! 5 

I 

February 1, 2003 

Pursuant to the requirements of the New York Insurance Law, and in compliance with thb 

instructions contained in Appointment Number 21812 dated December 6, 2001 attached hereto, [ havb 

made an examination into the condition and affairs of Atrium Insurance Corporation as of December 31, 

2001, and submit the following report thereon. 

I 

Wherever the designations "the Company" or "Atrium" appear herein withoat qualification. thet 

should be understood to iiJdicate Atrium Insurance Corporation. 

Wherever the term "Department" appears herein without qualification, it should be understood td 

mean the New York Insurance Department. 

The Company records, which are maintained in New York, were transferred to the Company'~ 

administrative offices located at 3000 Leaden Hall Road. Mt. Laurel, New Jersey 08054, for the purposd 

of this examination. 
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1. SCOPE OF EXAMINATION 

The previous examination was conducted as of December 31, 1996. This examination covered ~e 
I 

five-year period from January 1, 1997 through December 31,2001. Transactions occurring subsequent! to 

this period were reviewed where deemed appropriate by the examiner. 

I 

The examination comprised a complete verification of assets and liabilities as of December :j l, 
' I 

2001. The examination included a :teview of income. disbursements and company records deenfd 

necessary to accomplish such analysis or verificatioo and utilized, to the extent considered appropria~, 

work performed by the Company's independent public accountants. A review or audit was also made lot 

the following items as called for in the Examiners Handbook of the National Association of Iosur~ 

Commissioners: 

History of Company 
Management and control 
Corporate records 
Fidelity bond and other insurance 
Territory and plan of operation 
Growth of Company 
Business in force by staleS 
Loss experience 
Reinsurance 
Accounts and records 
Financial statements 

A review was also made to ascertain what action was taken by the Company with regard to 

comments and reconunendations contained in the prior report on eumination. 

I 

This report on examination is confined to fmancial statements and comments on those matte?, 
I 

I 

which involve departures from laws, regulations or rules, or which are deemed to require explanation ~r 

description. 
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3 

z. DESCRIPTION OF COMrANX 

Atrium lnsurance Corporation was incorporated under the laws of the State of New York on Jupe 

15, 1994 and conunenced business on November 9, 199S. 

I 

The Company began business with an authorized capital stock of $1,000,000 consisting of 1,~ 

$ 
. I 

shares of common stock of 1,000 par value per share. On July 17, 1995, the Company issued l.O<f 

shares of common stock to Pllll Holdings Corporation for a consideration of $5,000,000, of whi~h 

$1,000,000 was allocated to paid-in capital and $4,000,000 to gross paid-in and contributed surplus. I 

There were no changes in the paid-in capital durin& the examination period, nor were there ~y 

changes in the direct ownership of the Company. During the examination period, the Company receivekt 
I 

surplus contributions in the form of cash. as follows: 

Xm! 
1996 
1999 
2000 
2001 

2001 

Description 
Beginning gross paid in and contributed surplus 
Surplus contribution- December 1999 
Surplus contribution- May 2000 
Surplus contribution- June 2001 
Total Surplus Contributions 
Ending gross paid in and contributed surplus 

A, ManagemenJ 

$4,600,000 
17,000,000 
3.000.()00 

AmOUnt 
$4.000,000 

24.600.000 
$28.60Q,OOQ 

Pursuant to the Company's charter and by-laws, management of the Company is vested in a boar1 

of directors consisting of not less than thirteen nor more than twenty-one members. The shareholders of 
I 

tbe Company are required to meet annually on the first Monday in May of ~h calendar year for th~ 

purpose of electing the directors of the Company. Immediately following the annual meeting of the 
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I 

shareholders, the board is req11ired to meet for tbe ~ of electing the officers nf !be Company. ~ 
examinations review of the minutes of the shareholders meetings indicates that the shareholders ~ere 

electing the directors on an annual basis. However, as was also noted in the prior report on examinatilon, 

tbe elections were not occurring in B<COidance with tbe cbaner or by-laws. It is again~ tt 
the Company comply with the provisions of its charter and by-laws with regard to its annual meeting: of 

its shareholders for the election of its board of directors. I 
I 

I 

FUrth ... tbe examinenl' review of the minn1e8 of the board of directors indicated that the bor 
was electing the officers of the Company on an annual basis. However, as was also noted iD the pqor 

report on examination, the elections were not occuning in accordance with the charter or by-laws. k\ is 

again recommended that the Company comply with the provisions of its charter and by-laws with regL 
to its annual meeting of its board of directors for the purpose of electing the officers of the Comp8lly. 

At December 31, 2001, the board of directors was comprised of the following thirteen members: 

Name and Residence 

Eric J. Bock 
Hoboken, NJ 

William F. BroWn 
Marlton, NJ 

James E. Buckman 
New York, NY 

Duncan H. Cocroft 
Hoboken,NJ 

Martin L. Edelman 
Rye, NY 

Principal Business Affiliation 

Executive Vice President, Law and Corporate 
Secretary, 

Cendant Corporation 

Vice President, 
Atrium Insurance Corporation 

Director, Vice Chainnan. General Counsel, 
& Asst. Secretary, 

Cendant Corporation 

Executive Vice President and Treasurer, 
Cendant Corporation 

Director, 
Cendant Corporation 

I 

I 
I 
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Name and Residence 

Robert E. Groody 
Glassboro, NJ 

Stephen P. Holmes 
Pompton Plains, NJ 

Mark E. Johnson 
Maplewood, NJ 

John T. McClain 
North Caldwell, NJ 

Henry R. Silvennan 
New York, NY 

Richard A. Smith 
Bernardsville, NJ 

Joseph Suter 
Yardley. PA 

Donna A Kolc-Van Osten 
Voorhees, NJ 

5 
Principal Business Affiliation 

Vice President & Treasurer, 
Atrium Insurance Corporation 

Vice Chainnan, Director. Chairman &: 
Chief Executive Officer. 

Cendant Hospitality Services Division 

Vice President & Treasurer, 
Cendant Corporation 

Senior Vice President & Corporate Controller, 
Cendant Corporation 

Director, Chairman, President & 
Chief Executive Officer, 

Cendant Corporation 

Senior Executive Vice President & 
Chief Executive Officer, 
Cendant Real Estate Division 

Director, 
Atrium lnsuraooe Corporation 

Vice President, 
Atrium Insurance Corporation 

p 9 

A review of the minutes of the board of directors' meetings held during the examination perio 

indicated that tbe meetings were generally well attended. 

The review d the minutes of the board of directors meetings showed tbat tbe sec:uritles wj 
pun:hased without the fonnal approval of the Company's boanl. This w .. also noted in tbe prior repo1 
on examination. Section 141l(a) of the New York Insurance Law provides as follows: 

''No domestic insurer shall make any loan or investment ... unless authorized or approved 
by its board of directors or a committee thereof ... ,. 

It is again reconunended that the Company comply with the provision& of Section 14ll(a) of tbe 

New York Insurance Law and ha~ its boar~ of direc_tor~ approve. all_ inves~meot purchases. 
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6 
As of December 31, 200 I, the principal officers of the Company were as follows: 

Terry Edwards 
Robert E. Groody 
Donna A. Kolc-Van Osten 
William F. Brown 

B. Territory and Plan of Qperapog 

President 
Vice President & Treasurer 
Vice President 
Vice President 

As of December 31, 2001, the Company was licensed to write business in the State of New Y rk 

only. The Company is licensed pursuant to Article 65 of tbe New York Insurance Law, as a mortga 

guaranty insurer, to transact only the business of mortgage ~aranty in~ and reinsurance 

described in paragraph 23 of Section 1113(a) of the New York Insurance Law. 

The Company did not write any di1ect premiums in the State of New York or any other Sta 

during the period under examination. All of the Company's gross premiums written consisted f 

premiums assumed from two noo-affili8led insurers that write mortgage gu1111111ty inmnlllcc on a ~ 
basis. The Company assumes mortgage guaranty premiums applicable only to mortgage loans originat 

by one or more of the Company's affiliates (Cendant Mortgage Corporation and its affiliates.). 

Company maintains no agency system and does not solicir business on the open market 

"Reinsurance" below for additional details). 

Based on the line of business for which the Company is licensed and the Company's curren\ 

capital structure, and pursuant to the requirements of Articles 13 and 65 of the New York Insurance Law 

the Company is required to maintain a minimum surplus to policyholders in the amount of $1 ,SOO,OOO. 
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7 

c. Reinsurance 

Assumed Agreements 

In 2001, the Company's assumed premiums represented 100% of its total book of business. AU of 

the Company's assumed premiums written were derived from two reinsurance agreements wbe 

Atrium assumed, on an excess of loss basis, mortgage guarantee insurance. All business assumed by e 

Company relates to mortgage guaranty insurance on loans originated by Cendaot Mortgage Corporati n 

audits affiliates. Atrium is a member of the Cendant Corporation HoldinJ Company System. 

The examinations review of the assumed reinsurance contracts iu place as of the examination d,te 

showed that the contracts contained the required clauses. including 1he insolvency clauses, meeting e 

requirements of Section 1308 of the New York Insurance Law. 

1be two assumed reinsurance agreements am sjmiJar in nature. Under the tenns of one agreeme,t, 

the ceding company retains an amount up to a cumulative loss ratio of 75%. The reinsurance coverage 

provided by Atrium provides for 100% assumption when the cumulative loss ratio is over 75% up to a 

maximum 120%. Reinsurance coverage stops at a cumulative loss ratio of 120%. The reinsuranc 

premium for 2001 was 15% of gross premiums written (on applicable business) with an 11.1% cedin 

commission on ce<ied premiums written. Assumed premiums under this agreement totaled $43,688, 

for calendar year 2001. 

Under the teiii15 of the other agreement. the ceding company retains up to 4% of the aggregate neJ 
losses (on applicable business). Reinsurance coverage provided by Atrium provides for 100% assumptio 

of aggregate net losses in excess of 4% up to aggregate net losses of 14%. Reinsurance coverage stops at 
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8 
aggregllte net losses in excess of 14% of the applicable book of business. The reinsurance premium or 

200 I was 4~% of gross premiums written (on applicable business) with an 11.1% ceding commission on 

ceded premiums written. Assumed premiums under this agreement totaled $2,171 ,000 in 2001. 

The Company's assumed reinsurance contracts contained coverage for extra-contractualliabil'ty 

obligations without having the necessary savings clause as required by an opinion issued by 

Department" s Office of General Counsel. It is recommended that the Company amend its assu 

reinsurance contracts to include the necessary language to comply with the Department's Office of 

General Counsel. 

Ceded 

The Company did not cede any business during the examination period. 

D. Holding Company System 

The Company is a wholly-owned subsidiary of PHH Holding Corporation ("Parent''), which is 

ultimately owned by Cendant Corporation ("Cendant"), the ultimate parent. 

'The following is an abbreviated chart of the holding company system at December 31, 2001: 

Cendant Corporation (DE) 

Cendant Finance Holding Corporation (DE) 

PHH Corporation (MD) 

PHH Holdings Corporation (TX) 

Atrium Insurance Corporation (NY) 
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9 
During the review of the Company's 2001 annual statement it was noted that the Com ny 

included an incomplete holding company chart in Schedule Y-Part 1, 

It is recommended that the Company comply with the NAIC's Annual Statement instructions "th 

regards to the completion of Schedule Y • Part 1- Organizational Chart in all future annual statements. 

The Company has entered into the following agreements with members of its holding co y 

system: 

1. &pense ALlocation Amement 

In accordance with the terms of the expense allocation agreement, PHH has agreed to provlde 

off~ee space :mel furnishings suitable fur the professional aud support persoanel of tbe Company. + 
has also agreed to provide such systems. personnel and equipment support as will be reasonably necess 

for the operation of the Company's business. These services are provided on an acmal cost basis. 

2. Service Allocation Aireement 

Under the terms of the service allocation agreement, Pffii US Mortgage has agreed to provi e 

accounting, infonnation systems, bookkeeping. account analysis, bank reconciliation work 

investment services to the Company. 

3. Tax Sharin& Aifeement 

In accordance with the terms of the tax sharing agreement. the Company shall be included in e 

consolidated federal income tax return of Cendant Corporation. but r.hall file separate state income 

returns. The tax charge or refund to the Company under the tax sharing represent an amoullt that woul 

have been _paid by or rec~ived if it had tiled a_ separate return with the Internal Revenue Service. Th 
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10 
review of the intercompany transactions indicated that the Company is not settling its intercompany mx 

liability with Cendant as is required by New York Circular Letter No. 15(1975). It is recommended 

the Company comply with Circular Letter No. 15( I 975) and settle its intercompany tax liability within 

days due. 

4. Sublease Agreement 

In order to comply with Section 32S(a) of the New York lnsi.U'8llce Law, which requires t 

certain Company records and books of account be maintained within the State of New York. Je 

Company has entered into a sublease agreement with Cendant Operations Inc. whereby Atrium sublJs 

office space at Cendant's corporate headquarters in New York City for the purpose of maintaining i~ 
permanent records (by-laws, charter, etc.) and its books of account. Fees paid under this agreement Je 
not material to the Company's surplus. 

All of the above agreements were approved by the Department in accordance with Article 15 f 

lhe New York Insurance Law. 

E. Abandoned Property LaW 

Section 1316 of the New York Abandoned Property Law provides that amounts payable to 

resident of this state from a policy of insurance, if unclaimed for three years, shall be deemed to be 

abandoned property. Such abandoned property shall be reported to the Comptroller on or before the f"U"s 

day of April each year. Such filing is required of all insurers regardless of whether or not they have an 

abandoned property to report. 

The Company did not file any abandoned propeity reports for the period of this examination. Th 

prior report on examination noted simi~ar non-complianc_e. It is agai~ ~ecomme~ded that _the Company 
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11 
file its abandoned property reports on a timely basis pursuant to the provisions of Section 1316 of the 

New York Abandoned Propeny Law. 

F. Si!ZI1ificant Operating Ratios 

1be following ratios have been computed as of December 31, 2001, based upon the results of is 

examination: 

Net premiums written to 
surplus as regards policyholders 

Uabilities to liquid assets (cash and invested 
assets less investments in affiliates) 

Premiums in course of collection to 
su.rplus as regards policyholders 

1.4 to 1 

86% 

46%* 

The third ratio falls outside the benchmark ranges set forth in the Insurance Regulate 

Information System of the National Association of Insurance Commissioners. The upper limit of e 

benchmark range is 40%. The Company's result of 46'11 was caused by the Company's signific t 

increase in assumed premiums written during 2001. The increase in premiums receivable is consiste t 

with the Company's premium growth. The remaining two ratios fall within the benchmark ranges s t 

forth in the Insurance Regulatory Infonnation System of the National Association of Insurao e 

Commissioners. 

The underwriting ratios presented below are on an earned/incurred basis and encompass the fiv ~ 

year period covered by tbis examination: 

CONFIDENTIAL 
PHH BOGANSKY CFPB 001527 

CFPB-PH H-00094699 

2014-CFPB-0002     Document 108-41     Filed 04/22/2014     Page 14 of 31



Ma~ OB 2006 12:31PM HP LASERJET FAX 

Loss & loss adjustment expenses 
incurred 

Other underwriting expenses 
iDCUITed 

Net underwriting gain 

Premiums earned 

G. Accounts and Record§ 

L Investments 

12 
Amounts 

$11,576,824 

21,263,729 
88.415.192 

$12L255.7~ 

9.55% 

17 . .54 

~ 

p.\16 

In the course of this examination, a review was made of the invcst.tnent portfolio of the Comp 

The Company invests solely in cash and short-term U.S. Government securities. Atrium is party to tWo 

custody and or trust agreements. 1he trust agreements are appHcable to the two assumed reinsuran e 

agreements described in Section 2C herein. 

The trust agreement with UGI is between Atrium, UGI (the beneficiary) and Wachovia Bank ( c 

trustee). The trust agreement with GEMICO is between Atrium, GEMICO (the beneficiary) and 

Bank of New York (the trustee). The agreements are substantially similar in nature and wording. Per 

agreements, Atrium is to deposit certain assets in accordance with the terms of the applicable reinsuran 

agreement into tbe respective tnJst account. The primary application of the trust accounts is for t e 

payment of losses ceded to Atrium under the applicable reinsurance agreement. The beneficiaries ma 

withdraw assets from the trust accounts without notification to Atrium. It is recommended that th 

Company amend its two existing trust agreements to require that the Company be notified, in writin • 

within I 0 days with respect to any withdrawals from the trust accounts by the beneficiaries. 

neither the trust/custody 

agreement includes the NAIC's Indemnification Clause. 
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In addition, the assets that were pledged as pan of the Company's assumed reinsu 

agreements were not disclosed in Schedule B-Part 2 of the Company 2001 annual statement. I is 

recommended that the Company comply with NAIC Annual Statement Instructions and disclose th se 

pledged assets in future filed annual statements. 

ii. Minimum CapitaliDvesyn~nts 

Section 1402(a) of the New York. Insurance Law requires that every domestic insurer, prior to 

investing in other funds must invest and maintain an amount equal to the greater of its minimum capital or 

minimum surplus to policyholders required to maintain by law. Additionally, Section 1402(a) requ· 

that such amount : 

" ... shall at all times be maintained free and clear from any security interest .•• " 

At the December 31. 2001 examination date. the Company had $788,887 in cash. The remain r 

of its invested assets were beld in trust accounts with control of the assets placed with the beneficiuies 

previously described in Section 20 herein. It is recommended that the Company comply with Secti 

1402(a) of the New York Insurance Law by maintaining an amount equal to the greater of minimu 

capital and surplus requirements. 
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3. FINANCIAL SIA TEMENTS 

A. Balance Sheet 

The following shows the assets, liabilities and swplus as regards policyholders as determined by 

this examination as of December 31, 2001 and as reponed by the Company: 

Assets Not 
~ Asseg Adm;tte<J 

Common stocks (stocks) $6,063~114 $ 
Cash and short-term investments 123.153.302 
Premiums and agents' balances in course 
of collection 15,701,035 

Interest, dividends and real estate income 
due and accrued 931.336 .Q 

Total Assets $J~.B&B.:Z8:Z $Q 

Net Admitted 
~ 

$6.063,114 
123,153,302 

15,701,03S 

931.336 

Slj~.a".:zB:z 
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Li!!l?ilities 

Losses and loss adjustment expenses 
Commissions payable, contingent commissions and other similar 
charges 
Other expenses (exc1uding taxes, licenses and fees) 
Federal and foreign income taxes 
Unearned premiums 
Aggregate write-ins for liabilities 

Total liabilities 

Sur.plus and Other Funds 

Common capital stock 
Gross paid in and contributed surplus 
Unassigned fundi (surplus) 
SuiPlus as regards policyholders 

Total liabilities, surplus and other funds 

$1,000,000 
28,600,000 
4.211.127 

$11 ,801,916 

2,799,266 
61,997 

35,396,315 
622,277 

61,J55.889 

$112,037,660 

33.811.127 

$14S.W,U7 

~ The Internal Revenue Service bas never audited the Company's federal income tax returns throu 
the examination date. The examiner is unaware of any potential exposure of the Company to any 
assessment and no liability has been established herein relative to such contingen y. 
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B. Underwritin& and Investment E~Jtibit 

Surplus as regards policyholders increased $28,910,992 during the five-year examination 

January 1, 1997 through December 31,2001, detailed as follows: 

Underwritina Income 

Premiums earned 

Deductions: 
Losses incurred 
Loss adjustment expenses incurred 
Other underwriting expenses incurred 
Aggregate write-ins for underwriting deductions 

Total underwriting deductions 

Net underwriting gain or (loss) 

Investment lnoome 

Net investment income earned 

Net investment gain or (loss) 

Net income after dividends to policyholders but before 
federal and foreign income taxes 

Federal and foreign income taxes incurred 

Net lncome 

$11,576,824 

21,263,729 

$10,806,734 

$121,25~,74S 

32.84Q.S~ 

$88,415,192 

10.806.734 

$99,221,926 

34.322.588 

$64.899.338 
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C. Capital and Sw:plus Account 

Surplus as regards policyholders per report on 
examination as of December 31, 1996 

Net income 
Change in non-admitted assets 
Surplus adjustments paid in 
Aggregate write-ins for gains and losses in surplus 
(Contingency Reserve) 

Total gains and losses 

Net increase (decrease) in surplus 

Surplus as regards policyholders per report on 
examination as ofDecember31, 2001 

17 

Gains in 
Sull>lui 

Losses in 
Sutplus 

$64,899,338 s 
42,944 

24,600,000 

60.631.22<1 

$89.542.282 $60,631.290 

p.21 

$4;900,13 

28.910.992 

$33,811.127 
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4. LOSSES AND LOSS APJUSTMENT EXPENSES 

The examination liability for the captioned items of $11,801.916 is the same as reported by e 

Company as of December 31, 2001. The examination analysis was conducted in accordance 

generally accepted actuarial principles and practices and was based on statistical infonnation contained in 

the Company's internal records and in its flied annual statements. 

Based upon a review of the Company's reserving methods and a review of the Company s 

Actuarial Report and supporting documentation therein, it was concluded that the Company's reserv s 

were: adequate. 

5. SUBSEOQENT EVENTS 

In December 2002, the Company received a surplus contribution from its parent in the amount f 

$32.8 mjllion. Also, in December 2002 the Company withdrew $17.5 million from its trust accounJ 

The primary purpose of the surplus contribution and the trust account withdrawals was to comply wit 

this report on examination with regards to the settlement of Atrium's December 31, 2001 intercompan 

tax liability. The majority of the funds noted above ($32.4 million and $16.0 million, respectively) ar 

being utilized for the seulement of Atrium's December 31. 2001 tax liability along with the Sllbsequen 

tax liability that has arisen during the fli'St three quarters of 2002. 

One and a half million dollars of the remaining funds are being held separately by the Company in 

its money market demand account (excluded from the Trusteed Assets) in order to comply with the\ 

recommendation included within this report on examination pertaining to minimum capital and surplus 
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that must be held free and clear of security interest in accordance with Section 1402(a) of the New Y rk 

Insurance Law (see Section G(ii) for additional details). 

Section 1402 provides that: 

"(b) Not less than sixty percent of the amount of the required minimum capital or surplus 
to policyholder investments shall consist of the types specified in paragraphs one and two 
hereof: (1) Obligations of the United States or of any agency thereof provided such agency 
obligations are guaranteed as to principal and interest by the United States. (2) Direct 
obligations of this state or of any county, district or municipality thereof. (3) Direct 
obligations of any state of the United States. (4) Obligations secured by first mortgage 
loans which meet the standards specified in paragraph four of subsection (a) of section one 
thousand four hundred four of this article on property located in. this state." 

6. COMPJ.IANCE WITH PRIOR BEPORT ON EXAMINATION 

The prior report on examination contained six recommendations as follows (page numbers refer t 

the prior report): 

A. 

i. 

ii. 

iii. 

Management 

It was recommended that the Company comply with the provisions of 
its charter and by-laws with regard to its annual meeting of its 
shareholders for the election of its board of directors. 

The Company has not complied with this recommendation. A similar 
comment is made in this report. 

It is recommended that the Company comply with the provisions of its 
by-laws with regard to having an annual meeting of its board of 
directors to elect the officers of the Company, as well as to have 
regularly scheduled board meetings. 

The Company has not complied with this recommendation. A similar 
comment is made in this report. 

It is recommended that the Company comply with the provisions of 
Section 1411(a) of tbe New York Insurance Law and have its board of 
directors approve all investment transactions. 

PAQENO. 

6 

7 

7 
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The Company has not complied with this recommendation. A similar 
comment is made in this report. 

B. Abandoned Pmpert)' Law 

i. It is recommended that the Company ftle an abandoned property report 
to the state. Insurance companies which neither hold nor own 
abandoned property are nevertheless required to file accordingly. 

The Company has not complied with this recommendation. A similar 
comment is made in this report. 

C. Accounts & Records 

i. It is recommended that the Company's board of director's memben and 
officers fill out yearly updated conflict of interest statements. 

The Company has complied with this recommendation. 

D. Investments 

i. It is recommended that the Company secure a custodian agreement with 
Bankers Trust for the safeguard of its securities. 

The Company has complied with this recommendation in that they have 
secured a custodian agreement, however the agreement does not include 
the NAIC's indemnification clause. A recommendation has been made 
to address this issue within this Report. 

p 

PAGENQ. 

13 

13 

17 

7. SUMMARY OF COMMENT§ AND RECOMMENJ)ATJONS 

A. Management 

i. 

ii. 

It is again recommended tbat the Company comply with the provisions 
of its charter and by-laws with regard to its annual meeting of its 
shareholders for tlle election of its board of directors. 

It is again recommended that the Company comply with the provisioos 
of its charter and by-laws with regard to its annual meeting of its board 
of directors for the purpose of electing the officers of tbe Compan)l. 

PAGE NO. 

4 

4 
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It is again recommended that the Company comply with the provisions 
of Section 14ll(a) of the New York Insurance Law and have its board 
of directors approve all investment purchases. 

B. Reinsurance 

It is reconunended that the Company amend its assumed reinsurance 
contracts to include the necessary language to comply with the Office of 
General Counsel's opinion dated February 26, 2002. 

c. Holding Compapy System 

i. lt is recOJJll'Dellded that the Company comply with the NAIC's Annual 
Statement Instructions with regards to the completion of Schedule Y-
Part 1- Organizational Chart in all future a.nnual statements. 

ii. 1l is recommended that the Company comply with Circular Letter 
15(1975) and settle its intercompany tax liability within 90 days due. 

D. Abaruicned Prqperty LaW 

]. It is again recommended that the Company file its abandoned property 
reports on a timely basis pursuant to the provisions of Section 1316 of 
the New York State Abandoned Property Law. 

E. Accounts and Records 

i. Investments 

p 

PAGE NO. 

5 

8 

9· 

10 

10 

It is recommended that the Company amend its two existing trust 12 
aareements to require that the Company be notified, in writing, within 
10 days with respect to any withdrawals from the trust accounts by the 
benefiCiaries. 

In addition, the assets that were pledged as part of the Company's 13 
assumed contracts were not disclosed in Pan 2E of the Company's 2001 
annual statement. It is recommended that the Company comply with the 
NAIC Annual Statement Instructions and disclose tllese pledged assets 
in future filed annual statements. 

ii. Minimum Capital fnveSlments 

It is recommended that the Company comply with Section 1402(a) of 13 
the New York Insurance Law by maintaining an amount equal to the 
Company's minimum capital and surplus requirements held free and 
clear of any or all security interests. 
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STATE OF PENNSYLVANIA ) 
)SS: 
) 

COUNTY OF BUCKS ) 

p 26 

Respedfully submitted, 

~-~~ G1'e: Bealuk, CFE 
Examiner-In-Charge 

GREOQ S. B6ALUK. being duly ~ deposes and says that the foregoing report, subscribed 

by ldm, is tn1e to the beat of his knowledge and belie£ 

Subscribed and sworn to before me 

trus 1 Sth day of __ ""'"A:~:nn::.:".:..l __ __,. 2006. 
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Appointment No. 21812 

STATE OF NEW YORK 
INSURANCE DEPARTMENT 

I. GREGORY v. SERIO. Superintendent of Insurance of the State of New 
pursuant to the provisions ofthe.Insurance Law, do hereby appoint.· 

Gregg Bealuk 

as proper person to examine into the affairs of the 

ATRIUM INSURANCE COMPANY 

and to make a report to me in writing of the condition of the said 

Company 

with such other information as he shall deem requisite. 

In Wi~ess Whereof, I have hereunto subscribed by the 
name and affixed the official Seal of this Department, 
the City of New York, 

this 6th day of December. 2001 
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ATRUIK INSURANCE CORPORATIOH 

WRITTEN CONSENT OP DIRECTORS 
IN LJ:.BU OF SPECIAL MEETING 

EXHIBITB 

The un«ersigned being all of the Directors of ATRJ:OH 

J:NSURANCE CORPORATION (the "Coapany•) do hereby consent, pursuant 
I 

to Section 708Cbl of the Business Corporation Law of the State of 

New York, to thejadoption of the following resolutions: 
! 

RESOLVJD, that KPMG Peat HarWick L. L. P. be, and hereby 
is, appoint~ as auditors to do an actuarial evaluation of 
the Company for the fiscal year ended December 31, 1996, to 
certify that suCh evaluation has been conducted in 
accordance with applicable standards, and to take such other 
actions and,do such other things as are properly incidental 
to such audit ond actuarial evaluation; 

FVRTHE' RESOLVED, that the aocountinq and investment 
policies at~acbed hereto as Exhibit A be, and hereby ara, in 
all respect' approved and adopted as the accountinq and 
investment fOliciea of the Company, as fully as if set forth 
herein; ! 

FUR'l'HEl/t RESOLVED, that the officers of the Company be, 
and each oftthem hereby is, authorized, empowered and 
directed, a ting jointly and severally, to make, siqn 
acknowledge deliver, file or record any and all 
instruments~ certificates, papers and documents, and to do 
and performiall such acts and things, and to spend such 
monies, as *-Y be necessary, convenient, advisable or . 
appropriate

1
to carry out the foregoing resolutions and the 

transactions contemplated thereby; 
I 
i 

FURT~ RkSOLVBD, that the President, Secretary or any 
vice presidjnt or assistant secretary of the Company be, and 
hereby are, ,authorized and empowered to execute and deliver 
to any stat., state aqency or other governmental agency so 
requesting • certified copy of these resolutions, and that 
any such state, state agency or other qovernmental agency 
may rely up9n the same until receipt by it of written notice 
of any chan'e or revocation thereof. 

i 
i 
l 
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IN WITttBSS WHEREOF, we have signed this instrument as 
of the date when!these actions are taken, this twentieth day of 
December, 1996. 

p 3 
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Exhibit A 

GOAL: 

ATRWM INSURANCE CORPORATION 
INVESTMENT POLICY 

The investment portfolio of Atrium Insurance Corporation (Atrium) shall be managed tp maximize tbe 
total return over time in a manner that is consistent with soond investment management practices and in 
acc:ordance with regul:atcry standards of the insurance industry. The designation of an investment as an 
a&&et held far sale, a trading secwity or a security held to maturity is made at the time pt pureha~e. 

OBJEcriVES: 
" To optimize Atrium's income. 
* To comply with regulatory and statutory guidelines. 
"' To safeguard policyholders' surplus with prudent investment dec:isions. 

POLICYIRESPONSIBR.ITY: 
The Treasurer of Atrium is responsible for making all investment decisions. He is respon~ible for 
establishing overall policy and strategy. This includes long-range general· paramenter.a, shon term 
objectives and specific actions. 

ACCEPT ABL.E AND/OR REQUIRED INVESTMENTS: 
The requirements far minimwn capital or surplus investments varies from those for income and additicmal 
paid in capital. Following is a delineation of the acceptable and/or required investmems of each. 

Minimum Crzpltfll 01' Swplalnvuti'HMft.: · 
Every domestic insurer shall invest an amount equal to the greater of the ••minimum capital" (par value 
times number of shares outstanding or Sl.OOO,OOO) or the '"minimum s.urpl111 to policyholders" ($,00.000) 
in investments which are not in default as to principal or interest. 

Not Jes1 than 60% of the required minimum capital or surplus investments shaiJ consist of 

• Obhpions of the Unitecl States or lUly agency thereof guaranteed as to principal and interest by the 
United States. 

* Direct aoligations of Now York or o( uy county, district or municipality thereof. 

lflcom~ 01' A.dt/Jtio~tal Paiti in Cr~pitr# ltwntmt!PIU: 

I) GOVERNMENT OBLIGATIONS-Obligations which are not in default aa to principal or interest 
and are guaranteed or insured by. 

(a) The US or any agency thereof, 
(b) Any state of the US. or 
(c) Any tenitory or possession of the US or any ottler governmental unit in the US. 

l) OBUGATIONS OF AMERICAN INSTITUTIONS- No investment. other than in an institution 
which issues mortgsge relatecl securities and no investment in any one mortgage security shall be greater 
than S% of admitted assets shown in the Ja.t statement on file with the Superintendent of Cnsurance (the 
Superintendent). Obligations issued, assumed or guaranteed by any solvent American institution which 
an not in default as to peincipal or interest and meet at least one of the requirements below ana 
obliptions of Arnerican institutions: 
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(a) Adequately secured by collateral security having a market value not less than the principal amount 
thereof and have investment characteristie.t that do not have predominant speculative elements 

(b} Are rated A or higher by a rating agency recognized by the Superintendent or if not rated. similar in 
material respects to other obligations of the same institution that is rated. 

{c) Are insured by one or more authorized insurance companies (other than any insurance affiliated wrth 
Atrium) and rated Aaa by a rating agency recognized by the Superintendent. 

(d) Rated highest quality by the Securities Valuation Oftlce (SVO) of the National Association of 
Insurance Commissioners (NAIC). 

3) PREFERRED OR GVARANTEED SHARES-No investment shall e,~~;ceecl 2% of admitted assets as 
shown by its last statement on file with the Superintendent. Shares issues or guaranteed by a solvent 
American institution if: 

ta) They are rued A or higher by a securities rating agency recognized by the Superintendent. 
(b.> Have been given the lUshest quality deaignation by the SVO of the NAJC. 

4. LOANS SECURED BY REAL PROPERTY ·if acquired or used for the following purposes and in 
the following manner: 

(a) As the insurer• s principal office. 
(b) As the insurer's bran<:h oftice . 

.'·lOTE: Real property acquired under items 1 and 2 shall be ctisposed of within 5 years after it ceases to be 
neceaaary for tbe cxm~nient accomodation of the insurer. Further, total book value of real property 
acquired Wlder itema l and 2 cannot exceed I Oo/o oC insurer's admitted assets or for any buildina at;:quired. 
make any improvements which should be capitalized accarding to generally accepted ac::countin& 
principles if the annual expenditures for such improvements will e~tceed 10% of Atrium's book value or 
112% of Atrium· s admjtt\ld assets. No real property ahall be acquired by any insmer pursuant to itenu 1 
and 2 without the Superi:rltendent's approval. 

(c) Acquired in total or partial satisfaction of mortgages, liens. judgements claims or indebtedness held 
by tbe insurer in the course of business. 

(d) Acquired as an investment for the production of income or to be improved or developed for such 
investment purpose pursuana to an e~tisting prcg,ra.m. Investment limited to 1% of ~h admitled 
assets and when added to other investments in real estate, cannot e~eceed 12.5% of admitted 
assets. Further, the investment and any improvements muat be written down annually at a rate of 
at least 2%. 

S. FOREIGN INVESTMENTS-

(a) Investments in a foreign country or possession of the US which are substantially of the same kinds, 
clasaes and investment grades as those eli&ible for investment under other provisions of this 
section. The aggregate amount of such investments held at any time including cash in the 
currency of such country or posseaion shall not eKc:eed the greater of I 0% of the insurer's 
admitted assets. 

(b) Investments in one possession of the US or in any one foreign country, other than Canada shall not 
exceed: 
-In the case cf any possession or country having the highest sovereign debt rating. as established 
by a securities rating agency. 3% of admitted assets, or 
-In the case of any other possession or country. I% of aclmitted assets. 

p 
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6. DEVELOPMENT BANK OBLIGATIONS-Obligations issued or guaranteed by the international 
bank for reconstruction and development. the inter-American development bank. or the Asian 
development bank. the African develcpment bank or the international finance corporation provided that 
the investment tn each bank does not exceed 5% of admitted assets at year end, total investments under 
the section do not exceed IS% of admitted assetS and obligations or such banks are rated AA or higher. 

7. EQUITY INTERESTS-Investments in common shares or partnership interests of any solvent 
American institution if such equity shares of any institution e"cept an insurance compcany an registered 
on a national securities e:~tchange, price quotations are furnilbed through a nationwide automated 
quotations &)Stem aPProved the the National Association of Securities Dealers. Inc. provided that Atrium 
may not invest more than 1% of admitted assets as shown on irs last statement 011 file with the 
Superintendent. 

8. INVESTMENT COMPANIES-Securities af any investment company registered pursuant to the 
federal l nvestmenr Compal\y Act of 1940 if such com patty: 

(a) Invests at least 90"/o. of its assets in the tYPes of securities which qualify as a reserve investment 
under "Minimum Capital of Surplus lnvestments" or those that are determined by the 
Superintendent to be substantially similar. Investment is limited to 10% of Atrium's admi~ 
assets as shown on its last statement on file with the Superintendent and. the aggregate amount of 
investment in such qualifying investment companies shaU not exceed 25% of Atrium's admitted 
assets. 

(b) Invests at least 9<JOio of its assets in the types of equity interests which qualifY as a reserve investment 
under "Minimum Capital or Surplus Investments ... Investments limited to 5% Gf Atrium's 
admitted. asset:s as shown by its last statement on file with the Superintendent including the 
aggregate amount of investment in qualifYing investment companies. 

MATURITY GUIDELINES: 

Recognizing the changing dynamics of the securities market, the domestic and international ccononues 
and the financial services indusay in g,eoeral, an OVCTall policy relating to matllrity limitations is 
impractical and such guidelines should be determined by the Treasurer on an ocgoing basis 'llllitlt regard to 
"Income or Additional Paid in Capital Investment••. 

With regard to "Minimum Capital or Surplus lnvestrnents'", the maturity aftlle obligation may vary~ 
long as there is an automatic rollover feature for compliance with the 60% requirement. 

ACCOUNTING TREATMENT: 

At acquis1tion. an investment may be c;lassified into I of J categories-held ta matUrity, available for sale or 
trading. At each reporting date. the appropriatenes• of the classification shall be reas&essed. The 
accounting treatment for each r:lf the 3 cate&ories is as follows: 

(a) Held to manuity- carried at amortized cost if the insurer has the positive intent and ability to hold the 
investment to maturity. 

(bl Trading securities-investments bought and held principaJiy for the purpose of selling them in the 
near term should be carried at fair value with unrealized pim and losses included in earnings. 

(c) Available for sale-investments not classified as trading or beld to maturity shall be classified as 
available for sale and carried at fair value with unrealiud gains and losses excluded front 
earnings and reported as a net amount in a separate component ofsilar'eholder's equity until 
realized. 
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Honorable Eric R. Dinallo 
Superintendent ot Insurance 
Albany, New York 12257 

Sir: 

STATE OF NEW YORK 
INSURANCE DEPARTMENT 

25 BEAVER STREET 
NEW YORK, NEW YORK 10004 

April 18, 2008 

Pursuant to the ~uirements ot the New York Insurance Law, and in compliance with the 

Instructions contained in Appointment Number 22727 dated .December 27, 2001 attached hereto, I 

have made an examination into the condition and affairs of Atrium Insurance Corporation as of 

December 31, 2007, and aubmit tbe following report thereon. 

Wherever the designationa "the Company" or "Atrium" appear hemin without qualiticatlon, 

they should be understood to indicate Atrium Insurance Corporation. 

Wherever the term "Departmcmt" appears herein without qualification, it should be 

understood to mean rbe New York Insurance Department. 

The examination wu conducted at the Company's admlnistradve offices located u 3000 

l..eadenhall Road. Mt Laurel, New Jersey 08054. 

Res ondents' Exhibit 0143 
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1. SCOPE OF Ut\MJNATIQN 

The previous examination was conducted u of December 31, 2001. 'Ibi1 examination 

covered the six-year period from January 1, 2002 througb December 31, 2007. Transactions 

ocaming subsequent to this period were reviewed where deemed appropriate by the examiner. 

The CUJTCOt examination was organized, planned, and conducrcd based upon the appUcation 

of the risk surveillance approach in accordance with the guidelines and procedurea established in the 

FinanciaJ Condition Examiners Handbook of the National Association of Insunoce CommiuiOIICIS . 
('"NAic-). To the extent couic:laed appropriate, wodt performed by the Company's independent 

pubHc accountants and the Sarbanes Oxley documentation wata considered. A review also made of 

the following items as called for in the Financial Condition Bxaminen Handbook of the NAIC: 

History of Company 
Management and control 
Corporate records 
Terrltoey and plan of operation 
Business in force by statca 
Lon experience 
Reinsurance 
Accounts and records 
Financial statements 

A review was also made to ascertain what action was taken by the Company with teprd to 

comments and recommendations contained in the prior report on examination. 

This report on examination is confined to financial atatcmcnts and comrncDra on those 

matters, which involve departures from laws, regulations or rules, or wbich are deemed to require 

explanation or description. 
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Atrium Insurance Corporation wo incorporated under the laws of tbe State of New Y art on 

June tS. 1994 and com.mrmccd businea on Novcmbe.r 9, tm. Tho Company is a wholly-owned 

subaidiary of PHH Corporation ( .. PHH"). On January 31, 200S. PHH began opcndng u a separate 

poblicly traded company subsequent to a spin-off from Cendattt Corporation "(Cendaot"). Ccudant 

hal no continuins ownership in P.HH. 

AI of' Occember 31, 2006, capital paid iD wu Sl ,000,000 cooaistinJ of 1,000 shares of 

common stock It Sl.OCXJ pir value per sham. Grou paid in and contributed surplol wu $80,816,004. 

Orosa paid in and contributed surplus inc:teued by $52,216,004 during the examination period. as 

follows: 

1213112001 
2002 
200S 

BepuunalfOIS paid in and contributed surplus 
Sutplus contribution $17 ,soo.ooo 

34.716.004 

$28,600,000 

Surplus contribution 
TOW. surplus contributions 

1213112007 Ending gross paid in and contributed surplus 
52,216.004 

$80,116,004 

A. Mauaawnent 

Pursuant to tbe Company's charter and by-laws. ~t of the Company it vested in a 

board of directorS consisting of not las than thirteen nor more than twenty-One members. At 

December 31, 2007. the board of ditecrDrs wu comprised of the followina thirteen memben: 

Nag and ResirJeosg 

Spiro Bands 
NewYork,NY 

Richard J. Bradfield 
MtLaurel,NJ 

William P. Brown 
Mt.LaurDI,NJ 

Mark R. Danahy 
ML LaorDI. NJ 

Princjpal Bosinea AffiHation 

Attorney-at-law, 
London Fischer UP 

Senior Vlco President and Secretary of Marketin& 
PHH Mortpge Corporation 

Senior Vico Presidcut and Genctal Counsel 
PHH Corporation and PHH Mortgage Corporation 

Senior Vice President and Chief financial Officer. 
PHH Mortgage Corporation 
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Name and Rcait1ence 

Terence W. Bdwatda 
Mt Laurel~ NJ 

JohnJ. &timan 
ML Laurel, NJ 

Mark B. Johnson 
Mt Laurel, NJ 

GeorgeJ. Kilroy 
Sparks, MD 

Heary Miller 
New York. NY 

Clair M. Raubensdne 
Mt Laurel, NJ 

Donna Van Osten 
Mt Laurel, NJ 

Joseph W. Weikel 
Sparks, MD 

Ronald 0. Whitford Jr. 
Mt Laurel. NJ 

4 
Priocipal BusJpop Affiliation 

President and Chief Executive Officer, 
PHH Corporation and PHH Mortgage Corporation 

Vice President and Controller, 
PHH Mortgagd Corporation 

Vice President and Treasurer, 
PHH Corporatioo 

Plaident and ChiefBxecutivc Oft'icer, 
PHH Vehicle Management Services, U.C 

Vlco Plestdeot of BuliDCII Management. 
PHR Vehicle Managcrnmt Services, U.C 

Bxecutive Vice J'reaideat and Chief Fmancial Officer, 
PHHCorporatiDft 

Senior Vice ~ldent 
PHH Mortgage Corporation 

Senior Vice President and Genetal Counsel, 
PHH Vehicle Management Services, U.C 

Vice Presideot, 
PHH Corporation 

Pursuant to Article I. Section 1 of the Company's by-laws. the shareholders of tbe Company 

are required to meet annually on the first Monday in May of each calendu year for rhe purpose of 

clccting-the··direc:tors of· the ·€ompany; ulmmed.iatoly- followina· tbe-annuat ·meetinguof 1hct 

shareholden, the board is required to meet for the purpose of electing the officera of the Company. It 

is ooo:d that tbe board of directora never physically met during the examination poriod; aU board 

business, including tbe election of Company officers, wu conducted by unanimous written consent 

of directon In lieu of regular meetings. The Company's by-laws permit unanimous written consent of 

the directOrs in lieu of regular bOani of directors meetings; however, Article II, Section 8 of the by

laws restricts these meeting to those situations "where time is of the essence. but not in lieu of any 

regular or special scheduled meeting of the board of directors or lny committee thereof . . ." It i& 

recommended that the Company's board of directors hold at least one annual meeting and limit action 
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s 
by unanimous Written consent of directota without a meedng to emergency situations only, pursuant 

to the provision& of its by-laws. 

As of December 31, 2007, the principal officen of the Company were as follows: 

B. 

Terry Bdwards 
William F. Brown 
Mark Danahy 
Mark B. Johnson 

President 
Senior Vice Pte&ident and Secrelary 
Scoior Vice President and Chief Financial Officer 
Vice President and 1'n:asuRI:r 

As of December 31, 2007, the Company was Ucensed to write business in the State of New 

York only. 

Tho Company is liccnaed pursuant to Article 6S of the New York lnaurancc Law, aa a 

mortpge guaranty insurer, to transact only the business of mortgage guaranty insurance as described 

in paragraph 23 of Section 1113(a) oftbc New York Insurance Law. 

The Company did not write any direct premiums during tbe period under examination. All of 

the Company's gross premiums written consisted of premiums assumed from four non-affiliated 

insurers that write mortgage guaranty insurance on a direct basis. The Company assumes mortgage 

guaranty pwniums applicable onJy to mortgage loans originated by one or more of the Company's 

affilia\el (PHH Mortgage Corporation and its affiliates.). The Company maintains no agency synem 

and docs not solicit business on the open market (see "Rcin&urance" below for additional details). 

Based on the line of business for which the Company is licensed and the Company' a current 

capital structure, and punuant to the requiremenu of Articles 13 and 65 of the New York 1nsuranco 

Law, the Company is n:quin::d to maintain a minimum surpJua to policyholders in the amount of 

$1~00.000. 
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6 
C. .BfinsllfliJJCe 

AJsumed. 

Assumed relnaurance accounted for l()()CI, of the Company's gross premiums written at 

Decembet 31, 'J1YJ7. The Compuy's assumed reinsurance business bu decreased since the last 

examination. All of the Company's usumcd premiums written we.e derived from four reinsurance 

agreements whereby Atrium assumed, on an excess of loss basis. l'IlOI'tpge guaranty insurance. All 

·business assumed by the Company rclatca to mortgage guaranty insurance on IOIPI originated by 

PHH. Mortgqe Corporation and its affillatel. Atrium is a member of the PHH Holding Company 

System 1bo Company utilizes rciuurance accounting u defined in NAlC A£:countina Practk:ea and 

Procedures Manual, Statement of Statutory Accouuting Princlplea ("SSAP") No. 62 f« all of ita 

usumcd ~ buaioess. 

The examination review of tbe usumed reinsurance contracts in place u of the examination 

date showed that the contracts contained the required clauses, including the insolvency clause&, 

meeting the requirements of Section 1308 of tbe New York Insurance Law. 

The four assumed reinsurance agreements are similar in nature. Under tbe terms of one 

agreement. for the policy year beginning before April 1 1997, tbe reinsurance coverage provided by 

Atrium provides for lOOIJJ usumption when the cumulative oet losses produce a policy year paid 

claim ratio tbat is over 6j'l. op to that portion of cumulative net losses that produce a policy year 

paid claim ratio of 12.SCJ,. For the policy year beginning on or after April 1 1997. the reinsurance 

coverage provided by Atrium provides for J()()tl, assumption when the cumulative net Ioases produce 

a policy year paid claim ratio that is over 4.0/fJ up to that portion of cumulative net losses that 

produce a policy year paid claim ratio of 14.~. 

The Company assumes premiums under me aareement at a rate of 2SIJ, of gross written 

premiums less ceding commission of 19.Qtf, for policies with effective dates of October 1993 through 

March 1997: a rate of 4S~J, of gross written premiuma less ceding commission of 19.~ for poUcies 

with effective dates from April 1997 through December 1999; a rate of 4SIJ, of gross written 

premium less a ceding conunission of I J .1/fJ for policies with effective dates of January 2000 and 

forward. Assumed premiums under this agreement totaled $19.688,000 for calendar year 2007. 

Under the tenns of the second agreement. the ceding company retains up to 4'11 of the 

aggregate net losses. Rcimurance coverage provided by Atrium provides for l()()tl, assumption of 
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7 
aggregate net losses in excess of 49& up to agaregato net losses of 149&. Reinsurance coveraae stops 

at aggrepte net losses in excess of 149& of the applicable book of business. 

1be reinsurance premium wu at a rare of 459& of grosa premiums wriaeo with an 11.19& 

ceding commission for policies with effective dates of January 2000 and forward. Assumed 

premiums under Ibis agreement totaled $10,186,000 in 2007. 

Under the tcnna of the third agreement, tbts ceding company retains up to 4117 of tbe 

cumulative undetwriting year net losses. Reinsurance coverage provided by Atrium provides for 

100'11 assumption of curnuladve underwriting year net losses In excess of 4CJJ up to cumulative 

undenvriting year net losses of 149&. 

The reinsurance premium was at a rate of 40t1 of gross premiums written wJth an 1 J .1 tJ, 
ceding commission for policies with effective dates of July 2004 and forward. Assumed premhlma 

under this agreement totaled $893,000 in 7JXJ7. 

Under the terms of the fourth agreement. the ceding company retains up to 2.2S'I of tbe 

rumulative underwriting year net losses. Reinsurance coverage provided by Atrium provides for 

10()11, assumption of cumulative underwriting year net lossea in excess of 2.259& up to cumulative 

underwriting year net losses of 6.2S'IJ. 

The reinsurance premium was at a rate of 2S'IJ of gross premiums written for policies with 

effective dates of February 2006 and forward. Assumed premiums under this agreement totaled 

$1,077,000 in '1JXi/. 

'lbc Company did not cede any business during the examination period. 
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8 
D. Ho1diog eompany Svstem 

The Company is a member of the PHH Corporation Holding Company System. The 

Company is a wholly-owned subsidiary of PHH Corporation, a Maryland corporation. 

A review of the holding company registration statements filed with this Department indicated 

that such filings were complete and were filed in a timely manner. 

The following is an abridged chart of the holding company system at Dec:cmbcr 31, 2007: 

PHH Corporation 
(MD} 

I I I 

Atrium Insurance PHHVehicle ~AutoFi PHH Mortgage 
Corporation (NY) Management LLC(MD) Corporation (NJ) 

Services Group 
ll.ClDE) 

At December 31, 2007, the Company was pany to the following a~ns with other 
members of its holding c:ompany system: 

Expense Allocation Agmement 

In accordance with the terms of the expense allocation agreement. PHH has qreed to provide 

office space and furnishings suitable for the professional and support personnel of the Company. 

PHH bas also agreed to ptovide such systems, personnel and equipment support as will be reasonably 

necessary far the operation of the Company's bus\nesa. These services are provided on an actual cost 

basis. This agreement was filed with this Department pursuant to Section J 50S of the New York 

Insurance Law. 
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9 
Service AUocation Agn:cment 

Under tbe terms of the service allocation agreement, PHH US Mortgage bas agreed to provide 

accounting, infonnation syaccms. bookkeeping, account analysis. bank reconciliation worlc and 

investment services to the Company. This agreement was filed with this Department pursuant to 

Section 1505 of tho New York Insuranc:eLaw. 

Bffective December 31. 2005. the Company is party to a tax allocation agreement with 

mcmbcts of its holding comJ)IJiy system. A review of the minutes of the board of diredora meetings 

held during the examination period revealed that the bo8ld of directors did not approve the tax 

aUocation agreement Circular l.ettet No. 33 ( 1979) states: 

•'E. very domeatic insurer which is a party to a consoUdated federal income taX filing must 
have a definidve written qreement, approved by its board of directors, governing its 
participation therein." 

It is recommeoded that the Company's board of directors approve the tax allocalion agreement 

pursuant to the provisions of Departmeut Circular Letter No. 33 (1979). 

Additionally, it wu noted that the Company did not file a copy of its tax allocation agreement 

witb Ibis Department Circular l..ctter No. 33 (1979) states: 

"Every domestic insurer is directed to notify this Department within 60 days of this 
cireular letter if it participateS in a C00$0lidatcd tax rewm and to aubmit a copy of its tax 
allocation agreement with such notification. Any domestic insurer which currently does 
not pardcipate in a consoJ!datecl tl}t retyJ'Il •b&U file a copy of ita tax Allocation 
~t with thia Departmont within 30 days of elcctin& to do so. Furthermore, 
notification to this Department should be given within 30 days of any amendment to or 
termination of a tax allocation agreement. n 

It is recommended that the Company file its tax allocation agreement with the Department 

punuant to the provisions of Circular .LeUer 33 ( 1979). 

CONFIDENTIAL 
PHH BOGANSKY CFPB 008745 

CFPB-PHH-001 01917 

2014-CFPB-0002     Document 108-42     Filed 04/22/2014     Page 10 of 34



10 
B. Significant Qwating Ratios 

The following ratios have been computed as of December 31, '11'ffl, based upon the results of 

this examination: 

Net premiums written to surplus u regards policyholders 

Liabilities to liquid asaeta (cash and invested auetalcal investments 
in atfiliatca) 75~ 

Premiums in course of collection to surplus as regard& policyholderS 13'-' 

All of the above ratios fall within tbe benChmark ranges set forth in the Inaurance Regulatory 

lnfonnation System of the Nalional Association of InSWBDcc Commissioocn. 

The underwriting ratios presented below are on an earned/incurred buis and encompass tbe 

six-year period covered by this examination: 

Losses and loas adjustment expenses inctii1'Cd 
Ot:lier underwriting expenses incurred 
Net underwriting lou 

Premiums earned 

F. Accounts and B"ffD'l" 

. 

Amounts 

s 20,478,324 
30,512,083 

189.435,407 

s 240625,814 

8.52CJ, 
12.69 

1lJ2 

100 QQCJ, 

Section 1411 (a) of the New York Insurance Law provides that "no domestic insurer shall 

make any loan or investment • . • unless authorized or approved by its board of directors or a 

committee thereof responsible for supervising or making such invesanent or loan." The review of the 

minutes of the board of directors meetings indicated that securities were purchased without the 

fonnal approval of the Company's board of directors, in violation of Section 1411(a) of New York 

Insurance Law. 

It is recommended that the board of directors approve the Company• s investments pursuant to 

the provisions of Section 1411{a) of New York. Insurance Law. It is noted that a similar 

recommendation was included in the prior report on examination. 
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11 
3. fiNANCIAL STATEMENTS 

A Balance Sheet 

The following shows the assetS, liabiUtiea and surplus u regards. policyho.ldcrl as of 

December 31, 2007 as determined by this examination and u reported by the Company: 

Aid 

Common stocks 
Cub, cub equivalenta and short-term iDvcatments 
Investment income due 8Dd accrued 
Uncollected premiums and agents' balanCeS in tbe 
course of collection 

N« deferred tax asset 
Prepaid rent 
Security Deposit 

Total assets 

IJ&bili~. Sumluamd Other fUnds 

I jabi)lties 

Losses 

Aid 

s 64,893,3!59 
221.558,532 

2).59,707 

10,626,767 
956,964 

7,172 

$300 J97.1Q5 

Commissions payable. contingent commissions and other similar charges 
Olher expeDIIII (excluding taxea,lic:enle& and fees) 
Current federal and foreign income taxa 
Unearned premiums 
Statutory contingency reserve 

Total liabilities 

Surplus and Otber Fundi 
Common capital stock 
Gross paid in and contributed surplus 
Unassigned funds (surplus} 
Surplus as regards policyholders 

Total liabilities. surplus and other funds 

Examination 
Assets Not 
Admitted 

s 0 
0 
0 

0 
915,842 

0 
0 

'$91~-142 

s 1,000,000 
80,816.004 

537.194 

Net Admitted 
AIS!!I 

$ 64,893.3S9 
22 I ,SS8,S32 

2;J.S9.1at 

10,6'JA767 
41,122 
7.171 

4.604 

Sh99J91,261 

$ 32,280,240 
1,122,097 

48,569 
4,167.61 t 

587,452 
178.832.()98 

$217,038,067 

82.353.198 

$29?.391,265 

~: The Internal Revenue Service has completed iu audits of the CoRqllny' s consolidated 
Federal Income Tax reruma through tax year 2002. All material adjustmcnta. if any, made 
subsequent to the date of examination and arising from said audits, are reflected in the financial 
statements included in this report Audits covering tax years 2003 through 200S are currently under 
examination. The Internal Revenue Service baa not yet begun to audit tax returns covering I8X years 
2006 and 'l1X11. The examiner is unaware of any potential exposwe of the Company to any we 
assessment and no liability bu been established herein relative to such contingency. 
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12 

B. Underwriting and lnyeument Exhibit 

Surplus as regards policyholders increased $48,S42.0'h during the six-year examination 

period January 1, 2002 through December 31, 2007, detailed as follows: 

JJodcrwritina Income 

Premiums earned 

Deductions: 
Losses incurred 
Other underwriting expenses incurred 

Total underwriting deductions 

Net underwriting pin 

.Wrestmeot lnq)mo 

Net investment income earned 

Net investment gain 

01het Income 

Aggregate write--ina for miscellaneous income 

Tow other income 

Net income !>Cfole federal and foreign income taxes 

Federal and foreign income taxes incurred 

Net income. 

$20.478,324 
30.S12.083 

$39.712.768 

$113.081 

$240.425,814 

50.990.402 

$189,43-!5,<40'7 

39,712,768 

113.()81 

$229.261,236 

B0.797.461 

$143.4§3.19~ 
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C. CApital and Surplgs Accounts 

Surplus as regards policyholderl per report on 
examination as of December 31, 2001 

Net income 
Cbangc in net deferred income tax 
Cbange in JIODadmittcd asse11 
Surplus B(ljuatments paid in 
DividePds to stockbolders 
Change in ttatutory contingency resave 

Total gains and losses 

Net increase in surplus 

Surplus as regards policyholders per repon on 
examination as of December 31.2007 

13 

Gains in 
Surplus 

$148,463.797 

52,216,004 

I...oases in 
Sumlus 

$ 24S,679 
915,842 

33,500,000 
117.476JQ9 

$200,679.801 1152.137.730 

$33,811,127 

48.S42.071 
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14 
4. LOS.p . .cs AND LOSS A.D.JlJS'J.'MENT RXPENSIS 

The examination liability for the captioned items of $32,280,240 is the same u zeported by 

tbe Company as of December 31, 2fX17. The examination analysis wu conducted in accordance with 

generally accepted actuarial principles and ~ and was based on starlstica1 information 

contained in the Companies internal records and in itl flied annual statementJ. 

5. COMPLIANCE W1TB PRIOR REPQit ON UAMJNADQN 

The prior report on examination contained eight recomrneodations as follows (page numbeR 

refer to tbe prior report): 

nEM PAOSW. 

A. Manuemeot 

.}. 

u. 

iii. 

It was recommended that the Company comply with the provisions of 
its charter and by-laws widl regard to its annual meeting of its 
shareholders for the election of its board of directors. 

The Company has complied with this recommendation. 

It was recommended that the Company comply with the provisions of 
ita charter and by-laws with regard to ita annual meeting of Its board of 
ditectors for the purpose of eJecting the officers Of the Company. 

The Company has not complied with this recommendation. A similar 
comment fs made in this report 

It was recommended that the Company comply with the provisiOJ11_()f 
Section -l4tl(a)d-the--New Yom-Itmrnmcen:aw Briiftlave ltl boird of 

• director~ approve all investment purcbasea. 

The Company has not complied with thia recommendation. A simUar 
comment is made in this report. 

4 

4 

5 

B. Reinsurance 

It was recommended that the Company amend tts Illumed reinsurance 8 
contracts to include the necessary language to comply with the 
Department Office of Gcnera1 Counsel's opinion dated February 26, 
2002. 

The Company has complied with this recommendation. 
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IS 
.1I§M PAQB NO. 

C. Holdln& Company Svatem 

ii 

It was recommended that tbe Company comply with the NAic•s Annual 9 
Statement lnatnactiOD& with reprda to tbc completion of Schedule Y-
Part 1- Organizational Otart in all future annual statements. 

The Company has complied with this ItCOJDJDetKiation. 

It was recommended that the Company comply with Circular Letter No. 
IS (1975) and settle its intercompany tax liability within 90 days due. 

The Company bas complied with this recommendation. 

10 

0. AbaDdooGd Pmperty 

i. 

It was again recommended that the Company flle its abandoned 10 
property tep0rt1 on a dmely basis pursuant to the proviai001 of Section 
1316 of the New York State Abandoned Property Law. 

This recommendadon is no longer appUcable. 

Minimum Cgital Investments 

It was recommended that the Company comply with Section l402(a) of 
the New Y odt Insurance Law by maintaiaing an amount equal to the 
Company's minimum capital and surplus requirements held free and 
clear of ,any or all security interests. 

The Company bas complied with this recommendation. 

13 
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6. (UMMABY OF COMMBNTS Azm RECQMMENJ)ATIONS 
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STATE Of NEW YOllX ) 
)SS: 
) 

COUNTY OF NBW VOR.K ) 

Rapoc:cftllly submitted, 

LAMlti JAMMBJi, bema duly swam, deposes llld IIYI thlt the rOreaoina report. subscnbed by 

him, is true to lbe belt ofbls knowledp ud beJ1ef. 

Subac:rlbcd IIJUIIWOI'II to before me 

this I lp. day of ~.H..,._\-
7 

)I, a~ 
·~ "-· Pmltt4U 

1o1at8JY "v"Jl'll. IW ttl .,. "if'W Vasil 

:-'" "'"'%""" Qsl1i.w lo• I 'r41\l'l'l")d County 
~e,,J- 'i:.-!sl, ... l-0/J 

.2009. 
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. . 

STATE OF NEW YORK 
INSURANCE DEPARTMENT 

I, Brie R. DinaJlo, Superinttlndtmt oflmurance of the Stille of New Yon\; 
punrumt to tM provisions of tlw Juu.rance lllw, do her.J7y appoint: 

ATRIUM INSUJ.U.NCE CORPORATION 

anJ to 1llllU a report to me in writing of the condition ojtlul said 

Corpora d. on 

With such otlu«r information tU he shall tk, requlaite. · 

In Witness Whereof, I htwe lulreunto IUb.rcribU. by U. 
1Ul1M tmd ~d 1M official$~ ofthU Depal'tiMnt. at 
tM City of New York, 

thU 27th day ofDcgmbef.a 2007 
I 

ERJC R. DJNAILO 
SuptJrintendent of lnsuranc• . 
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Jun 08 2008 10J38A" HP LRSERJET FRM 

. ' 

I 

.&.DDDl DIIVIWICB COitiOIIA.T%011 

1IBXftDI COII8D'! OJ! DlJtJIC'J'OllS 
Dl LU0 0., SPBCDL IIU'fDG 

EXHIBJTB 

'l'be u+z'aigucl IJeiDg all ~ the Dizecton of A'l'Utlll 

XJf8UBAIJCZ COliPOJlf~IOll (tb.e •coapaay•) clo 1wl:'eby aon.etd:., pw:•WU\t 

to section 701 (bl ~ t:!le Buain ... ~·~ion Law ot tlla JJtat• of 

Jf.w York, to the adoption ot ~ rollow1ng re1101utian•a 

RUOL., tbat X.. Peat HIIJ:Viak L.L.P. be, anCI berel»y 
1•, appoin~ •• au4U:ars to 4o au aatouuia1 a'ft1\1&t:ion of 
tb• Ccn~paDy t.or 'the t.ieaal year ended o.c.ber 31, J.tta, 1:o 
OG:tUf tut auc1a waluat.ioil !wl bun COIMSuata4 1D 
eccorcJ.ance *1t:b lioabla st.aDdaJ:dll, and t.o t:ak• •ucla otha' 
actlou :::1 do ot:ber tb1.Dp .. ee propea:l7 ~1 
t:o INCh t aJI4 aot:warial evaluationt 

I 

rull!l'IIDQt RBSOLVBD, that: 1:he officer• of the Ca.pany be, 
ancl eaol1 of thea barUy J.., au't:bori•lld, t~~~~~ovared and 
llinot.ad, a in9 jointly and ••'IW'Illly, to ..U, alp 
&c:~Ja~D~rlerlf• dalivu, ~U.a or .....,... uy llftCS all 
in•~• oert1tioatu, paper~~ and doauaata, and to do 
and. pertora all .uoh act. ancl thing•, an.c:l to aptmd •ueb 
•cmi-, •• y btl ueceuary, convenient, advisable or 
appropriate t:a aarry aut tha torego~ reaoluti0118 llDd the 
tran~~act.l ocmte.plated. thueby 1 

roa'J~RISOLVJID, that the l'rulciAmt, Secre'tary " uy 
vice pru or uaiatant aeantuy of tbe COIIpafty bl aDd 
hanl:Jy ua, autboa:'iaed uu1 IIIIPOWU'ed to exacut. acJ 4e1tv• 
to any atat.+, atata agenc7 or o1:bU: 90"~1 •PMY •o 
reque•t!nqJ c:sertlfied copy of t:bUe reaolut:iom~, ancl that 
any euch • t:e, atat:e agency or other 9overn:aent.1 ac;enoy 
aay rel!h~~ the aaae until receipt: by it o~ vrittan notice 
ot any __ 

1
• Ol." revooatJ.on thereo:t. 

I 
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Jun 09 2008 10;39AH HP lASERJET FAX p 3 

nr m:J..a WB1UtW\P, - have •ipetl thi• tn.t:ruwen:t u 
~ tb.a date 1f.b.ell lt::lUHI• action& are ta'k.g, ut• w.ntietil day o~ 
~~, 1996. ! 

I 
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15. D&VELOPMD'T 8tUIIC OIIUCAno~ i&la*t:tr .......... by tbe CldiiC'UltDftll 
batlc tbr ftCGnlh'Uedaa and clevlllpwD&IIIt. dal amv-AIII.tricu ~but. ar a. Aata 
c~M~c~pmat balk. me A6iclll c~ew~ap~nuc '**• u. .. ........._. ftaa:t ....... pnMdld t1u11 
the ~Ill_.. bukda8s nac....t~ flllilmittllldaut~lty.-reoci.IIUI ~ llndllr 
thelldioa do 11a1 eiCCied 15% (J(aclnriCUd lllltl&lldoNiptlouota:h 1lab .. -.c:1 Mar 111&1* 

7. EqUITY orn:aJ:STI-JmM••••• tacaauaoa ._or........., ......,.otary _...,... 
A.awlclll i.NtitudDa iflllcll~ dllnl rllla'J INim•foe ._ • m.r.w........, .. l'lllfstered 
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AGREEMENT OF TERMINATION OF 

REINSURANCE AGREEMENT (No. 3-38A) 

BETWEEN 

UNITED GUARANTY RESIDENTIAL INSURANCE COMPANY 

AND 

ATRIUM INSURANCE CORPORATION 

THIS AGREEMENT, effective the 1st day of April, 1997, by and between United 
Guaranty Residential Insurance Company ("United Guaranty"), and Atrium Insurance 
Corporation ("Atrium"). 

RECITALS: 

United Guaranty and Atrium are parties to a reinsurance agreement effective April 1, 
1997, known as United Guaranty Reinsurance Agreement 3-38A (the "Reinsurance 
Agreement"). The parties have mutually agreed to terminate the Reinsurance Agreement ab 
initio, and replace the Reinsurance Agreement with a new Reinsurance Agreement No. 3-44, 
to be effective January 1, 1997. 

NOW THEREFORE, in consideration of the mutual benefits to be received hereunder 
and the mutual covenants and agreements herein contained, United Guaranty and Atrium agree 
as follows: 

1. Termination of Reinsurance Agreement. United Guaranty, as the Ceding Company, 
and Atrium, as the Reinsurer, agree that the Reinsurance Agreement shall terminate ab initio, 
and that no business shall be ceded under the Reinsurance Agreement. 

2. Release of United Guar::~nty. Atrium hereby releases a.'ld forever discharges UPJted 
Guaranty, . its affiliates, officers, directors, agents, successors, and assigns from all 
adjustments, obligations, offsets, actions, causes of action, claims, suits, debts, sums of 
money, accounts, reckonings, bonds, bills, covenants, contracts, conversions, agreements, 
promises, damages, judgment claims, and demands whatsoever, whether known, unknown or 
suspected, arising out of, or in any way connected with the Reinsurance Agreement. 

3. Release of Atrium. United Guaranty hereby releases and forever discharges Atrium, 
its affiliates, officers, directors, agents, successors, and assigns from all adjustments, 
obligations, offsets, actions, causes of action, claims, suits, debts, sums of money, accounts, 
reckonings, bonds, bills, covenants, contracts, conversions, agreements, promises, damages, 
judgment claims, and demands whatsoever, whether known, unknown or suspected, arising out 
of, or in any way connected with the Reinsurance Agreement. 
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4. Integration. Waiver and Partial Invalidity. This Agreement shall constitute the 
entire agreement between United Guaranty and Atrium pertaining to the termination of the 
Reinsurance Agreement, and supersedes any and all prior or contemporaneous understandings 
or agreements. No supplement, modification, waiver or termination hereof shall be binding or 
enforceable unless executed in writing by the party to be bound thereby. No waiver of any 
provision of this Agreement shall be deemed a waiver of any other terms or parts thereof, nor 
shall such waiver constitute a continuing waiver. If any term or provision of this Agreement is 
held void or unenforceable that shall not affect the remainder of this Agreement which shall 
continue in full force and effect. 

5. Choice of Laws. This Agreement, including the construction and performance 
thereof, shall be governed by the local laws of the State of North Carolina. Regardless of 
which party drafted or caused the drafting of this Agreement or any provision hereof, this 
Agreement shall be interpreted consistent with the fair import of its terms and to achieve the 
intention of the parties as evidenced by the language of this Agreement and shall not be strictly 
construed against any party hereto. 

6. Representations and Warranties. United Guaranty and Atrium each represents and 
warrants to the other that it is authorized to enter into this Agreement and the signatories 
hereto represent and warrant that they are authorized to execute this Agreement on behalf of 
party for which they signed this Agreement. 
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IN WITNESS WHEREOF, this Agreement has been duly executed by the Parties 
hereto. 

UNITED GUARANTY RESIDENTIAL 

:s~ 
Daniel T. Walker 

Dated: . Ju4 1 .r 1 ~ e==' 

ATRIUM INSURANCE CORPORATION 

By: ~M 

~-{. ~!>~ 
[print name and title]: 

Dated: 
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Considerations in Risk Transfer Testing 

1. Synopsis. 

Genesis. 
In an effort to provide some considerations to the CAS membership on risk transfer 
testing, the CAS Valuation, Finance, and Investment Committee (VFIC) conducted a 
research project. This paper is the culmination ofVFIC's work. 

The demonstration of risk transfer for a reinsurance contract is required by FAS 113 in 
order for the contract in question to receive reinsurance accounting treatment for GAAP 
purposes. However, there is little supporting literature from which to draw guidance on 
risk transfer testing methodology, risk metrics, or threshold values; hence this paper. 

Approach 
After a brief introduction, this paper begins with an overview ofF AS 113 (§3) and other 
related risk transfer statements (§4). VFIC conducted a brief survey of risk transfer 
practices, which is presented in §5. Next, a series of examples are presented (§6) to 
illustrate the data requirements, methodology, and considerations involved in approaches 
commonly used today to demonstrate risk transfer in reinsurance contracts. The 
remaining sections of the paper (§7-8) are devoted to the discussion of other risk metrics 
that actuaries could use to characterize the level of risk present in a reinsurance contract. 

Conclusions. 
Methodology. FAS 113 states that risk transfer testing of reinsurance contracts must 
include 1) a thorough understanding of contract provisions, 2) a model ofthe incidence of 
cash flows between parties, 3) a single, appropriate discount rate, and 4) insurance risk 
only. By their absence, these requirements preclude consideration of income taxes, 
reinsurer expenses, brokerage, or credit risk in the determination of risk transfer. To 
meet the FAS 113 requirements we recommend that risk transfer analysis include a view 
of the distribution of expected contract losses, identification of an appropriate risk metric 
and threshold values, and duration-matched or immunized yields as the appropriate 
discount rates. 

Risk Metric. Current practice tends to split risk transfer analysis into separate tests of 
probability (of an adverse result) and significance (magnitude of the result). A measure 
ofloss at a given probability is called value at risk, or VaR. 

While FAS 113 couches risk transfer in words like "reasonable possibility" and 
"significant loss," the broader issue is whether a particular contract transfers risk. In this 
vein, a variety of other risk metrics were explored. VFIC analyzed expected deficit 
measures (such as expected policy holder deficit, or EPD), tail value at risk (TVaR), and 
distributional transforms such as the exponential and Wang transforms. Some of the 
positive and negative aspects of each of these are discussed in this paper. 

Threshold or Critical Values. Over time, common practice seems to have concluded that 
a 10% chance represents a 'reasonable probability,' and a 10% loss represents a 
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'significant loss.' That is, the critical value for VaR is -10% at a probability of 10%. 
Thus we have what many term the 10-10 rule. In practice, other critical values are 
commonly used. It must be stressed that such rules-of-thumb are used in practice, but 
F AS 113 itself does not dictate critical values. 

Our analysis ofTVaR suggested that critical values in the range of -25% would represent 
minimal risk transfer. The discussion of distribution transforms proposes a critical value 
for the Wang transform of -1 00/o that is wholly consistent with the 10-10 rule. 

Regardless of the model employed or the risk metric used, judgment is still required as to 
where to establish the threshold or critical values for what constitutes risk transfer and 
what does not. 

Intuitively, it seems natural to judge risk transfer for a reinsurance contract by analyzing 
whether the cedant has transferred (reduced) risk, not, as F AS 113 requires, by whether 
the reinsurer has assumed risk. While the answers to these two questions may be the 
same when focusing on a single transaction (as done in FAS113), on an enterprise-wide 
basis, they can be different. It should be noted that the recommendation on Index 
Securitization proposed the opposite to FAS 113: analysis is done from the cedant's 
perspective on an enterprise-wide basis. This could lead to different accounting 
treatments for reinsurance products and index securitizations, unless both tests are 
required for securitization and industry loss triggers. 
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Considerations in Risk Transfer Testing 

2. Introduction. 

The Valuation, Finance, and Investment Committee (VFIC), a CAS research committee, 
was asked by CAS membership to investigate and recommend considerations regarding 
risk transfer testing for reinsurance contracts due to the requirements set forth by F AS 
113. This paper is the result ofVFIC's research and discussions on the subject. The 
intent of this paper is to illustrate how risk transfer could be tested given the requirements 
set forth. 

F AS 113 dictates the conditions, namely risk transfer, required for a reinsurance contract 
to be accounted for as reinsurance for GAAP purposes. Failing these conditions, the 
contract receives deposit accounting treatment. The statement itself does not provide 
specific guidelines for the quantification of risk transfer; F ASB never intended to provide 
such specific guidance. 

Numerical guidelines for measuring risk transfer-such as the well-known 10-10 rule
have become widely used. While often used in an audit context, auditors are not the only 
audience for risk transfer, however. Regulators, rating agencies and securities analysts all 
may want to evaluate whether or not a deal has enough risk transfer to meet F AS 113 
requirements, and typical audit criteria may not suit their purposes. 

The next section is a review ofF AS 113 and related requirements. This is followed by a 
brief review of current practice. Examples of risk transfer testing are given, shedding 
light on key considerations. We then look more broadly at how risk transfer might be 
viewed by actuaries. 

3. Overview ofFAS 113 

Statement. The stated purpose ofF AS 113 is as follows. 

"This statement establishes the conditions required for a contract with a reinsurer 
to be accounted for as reinsurance and prescribes accounting and reporting 
standards for those contracts." 

It is clear from the stated intent that F ASB did not intend to make 113 a prescription of 
methodology. 

The summary ofF AS 113 goes on to portray the essence of risk transfer: 

"Contracts that do not result in the reasonable possibility that the reinsurer may 
realize a significant loss from the insurance risk assumed generally do not meet 
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Considerations in Risk Transfer Testing 

the conditions for reinsurance accounting and are to be accounted for as deposits." 
[emphasis added] 

The phrases reasonable possibility and significant loss are clearly the key considerations 
in the analysis of risk transfer, but they are largely undefined. The terms reasonable and 
significant indicate that F ASB is inviting the application of informed judgment. In the 
measurement methods discussed below, a line has to be drawn to define a cutoff between 
enough risk for 113 and not enough. It is not the primary intent of this paper to draw 
those lines, instead different methods of measuring risk that could provide a consistent 
framework for applying such judgment are emphasized. 

Risk Transfer Tests. Property-casualty reinsurance contracts are covered by paragraphs 
9- 11 ofF AS 113- "Reinsurance of Short-Duration Contracts." Paragraph 9 ofF AS 
113 defines risk transfer conditions as follows. 

"Indemnification of the ceding enterprise against loss or liability relating to 
insurance risk in reinsurance of short duration contracts requires both of the 
following, unless the condition in paragraph 11 is met: 

"a. The reinsurer assumes significant insurance risk under the reinsured 
portions of the underlying reinsurance contracts. 
"b. It is reasonably possible that the reinsurer may realize a significant 
loss from the transaction." 

Paragraph 9 is clear that risk due to "loss" refers only to insurance risk, i.e. (a) ultimate 
amount of net cash flows between the parties, and (b) the timing of the receipt of cash. 
Risk factors do not include recognition of reinsurer costs, investment risk, taxes, or credit 
risk to name a few. 

The 'condition in paragraph 11' referred to above states, "(failing tests a and b) the 
ceding enterprise shall be considered indemnified against a loss or liability relating to 
insurance risk only if substantially all the insurance risk relating to the reinsured portions 
of the underlying insurance contracts has been assumed by the reinsurer." (For the sake 
of discussion, we will refer to this as test c.) The condition described in test c covers 
fronting arrangements, where a deal may appear highly lucrative, but the assuming party 
does, in fact, assume virtually the entire risk. 

So, in essence, to answer the question of risk transfer affirmatively, the reinsurance 
contract must meet either test c or tests a &. 

Except in the extreme case of c, where the cedant ends up with virtually no risk on the 
ceded portions, the criteria for risk transfer does not look at whether or not the ceding 
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insurer reduces its risk. Rather the test a & b is on whether on not the reinsurer assumes 
risk1

• 

The closest F AS 113 comes to a definition of significant insurance risk is in footnote 4 to 
paragraph 11, which references F AS 97. Here, "insignificant" is defined as "having little 
or no importance; trivial." Presumably a failure to be insignificant would connote 
significance. 

Neither does F AS 113 elaborate on what constitutes a reasonable possibility. The term 
reasonably possible is used in FASB Statement No.5, "Accounting for Contingencies," 
to mean the scenario's "probability is more than remote." 'Remote' is not defined further 
in the statement. Based on FAS 5, it can be concluded that the test is applied to the 
scenario as a whole, not to the individual assumptions in a scenario. Thus, the entire set 
of assumptions must be reasonably possible. 

Tests a & b: are discussed in paragraphs 9, 10 and 11 ofF AS 113. In paragraph 9, test a 
is characterized by 

"A reinsurer shall not be considered to have assumed significant insurance risk 
under the reinsured contracts if the probability of a significant variation in either 
the amount or timing of payments by the reinsurer is remote. Contractual 
provisions that delay timely reimbursement to the ceding enterprise would prevent 
this condition from being met." 2 

This is the more clear-cut of the two tests, in that the reinsurer does not have to be able to 
Jose money to meet it but just have uncertainty about both the timing and amount of 
payments. Again, ''remote" is not defined further. 

Paragraph 10 discusses test b in more detail. It appears that an examination of reasonably 
possible outcomes is anticipated in order to show that this test is met. 

"The ceding enterprise's evaluation of whether it is reasonably possible for a 
reinsurer to realize a significant loss from the transaction shall be based on the 
present value of all cash flows between the ceding and assuming enterprises under 
reasonably possible outcomes, without regard to how the individual cash flows 
are characterized. The same interest rate shall be used to compute the present 
value of the cash flows for each reasonably possible outcome tested." 

1 
This is in contrast to the issue of securitization and reinsurance based on parametric ttigers - for example when the insurer aets a 

pre-defined recovery if a force 4 hurricane hits Florida. The tests lhe NAIC is considering for statutory accounting in such cases .re 
based on whether or not the cedant aets a reductioo in underwriting risk from entering into such a contract. A number of tests of risk 
reduction have been proposed to test this. However these arc not directly relevant to risk transfer under FAS 113, u 1he test here is on 
the reinsurer increasing risk, not on the insurer reducing risk. 
2 This clause was added to avoid contacts that cede losses but allow actual reimbursements according to a schedule in such a way that 
the reinsurer locks in a profit based on the float of funds. 
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A simulation of randomly generated outcomes would be one way to carry out test b. 
"Reasonably possible" would then be defined using the probability of observing a result 
equal to or worse than some critical value based on simulation output. This would be the 
likely basis of the "I 0% chance" measure widely used today. 

For the set of outcomes examined, the evaluation of whether or not there is a significant 
loss is one where the present value of the payments to the cedant exceeds the present 
value of the payments to the reinsurer by a threshold amount. This is never stated so 
directly, however. This section creates the companion measure of"lO% loss," i.e., the 
net present value oflosses ceded is IO% greater than the net present value of the 
consideration paid. However, when payments are based on netting out of offsetting items, 
it can be difficult to distinguish the consideration paid from losses and expense credits. 
For instance, reinstatement premium is very similar to a loss participation. 

Paragraph I 0 does provide some explicit guidance on risk transfer testing. Namely, it is 
based on I) the net present values of cash flows, 2) on cash flows between the parties 
(e.g., no taxes, no consideration of reinsurer expenses), 3) using a constant interest rate. 

Paragraph II specifies that the test of significance of loss is relative to the amounts ceded 
to the reinsurer. Thus presumably the significance of a given loss amount, say $I 0,000, 
might be different given different ceded premiums, say $IOO,OOO vs. $I billion. Thus we 
put the two parts of the test together and have a "IO% chance of a IO% loss," as opposed 
to a test in dollar terms. 

It would be easier to interpret paragraphs I 0 and II if they could be used to separate the 
test of a reasonable possibility of a significant loss into two independent steps: generate a 
lot of scenarios and first test each to see if it generates a significant loss. Then see how 
many did so, and test to see if enough did. You would need a test of significance to do the 
first step and a test of reasonable possibility to do the second step, and these could be 
independent. 

However, the wording of these two sections keeps reasonably possible and significant 
Joss intertwined. It seems completely consistent with these paragraphs to require a stricter 
standard for reasonably possible when significant loss is interpreted more broadly, and 
vice versa. Thus a 5% chance of a loss of I 00% of premium might provide as much or 
more reasonable possibility of significant Joss as a 10% chance of a loss of 25% of 
premium, for example. 

In fact this kind of linkage might actually be implied by the lack of separation of the two 
phrases. Under this viewpoint one would. still count loss scenarios as part of the test, but 
the test of reasonable possibility would not be independent of the test of significant loss. 

Thus to sum up tests a & b: 

• test a is met if the reinsurer has risk of variation in both timing and amount of 
payments, and payments must be timely to meet this criterion; 
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• test b requires an examination of possible outcomes. To meet this test, at least 
some of the outcomes have to produce a loss for the reinsurer, where a loss is 
determined using present values of all cash flows. The significance of losses is 
to be evaluated relative to the present value of payments to the reinsurer. The 
test is of reasonable possibility of significant loss, and it would be appropriate, 
though not required, to evaluate reasonability and significance conjointly. 

Looking at test c, the reference to reinsured portions of the underlying insurance 
contracts is potentially ambiguous. It could mean reinsured percentage, as in a quota 
share contract, or reinsured sections, as in the liability portion of a homeowner's policy. 
These are actually both rather narrow interpretations of portions and probably are 
consistent with the intent ofF AS 113. For example, if a company writes a very profitable 
book of auto collision insurance, so profitable that it virtually cannot have an 
underwriting loss, but reinsures some of this on a quota share basis in order to meet 
financial ratio tests, the reinsurer probably will not be able to meet test b. But test c 
would be satisfied so this deal would qualify for reinsurance accounting. Here the 
reinsurer and ceding insurer share the risk on an equal basis. 

A broader interpretation of portions would allow a portion of a homeowner's book to 
constitute all losses on all policies in all events where the insurer's event loss is less than 
$100 million. If this qualifies as a portion, then there might be cases where a reinsurer 
could write a capped quota share in which it would be virtually guaranteed a profit even 
though the cedant c.ould suffer a major loss on the retained book, and this would qualify 
for reinsurance accounting under test c. This broad a definition of portion could probably 
be stretched to fit in any reinsurance deal, and so would negate the need for tests a & b. 

Thus a more narrow definition of portions is implied. Interpreting reinsured portions as 
reinsured percentage seems to be well within the intent ofF AS 113. The same might 
apply to reinsured sections, particularly if there is a separately identifiable premium for 
the sections under consideration. Conditions that do not refer to individual policy 
provisions but rather the insurer's experience on a book of policies would seem to stretch 
the intend of portions beyond what FAS 113 seems to consider. 

To sum up test c: a portion of policies has to be fully ceded, where portion probably is 
restricted to percentage or section, or something similar, and the only risk the cedant can 
retain on this portion must be trivial, having no importance. This situation describes 
fronting sorts of relationships and straight unrestricted quota share reinsurance. 
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4. Related statements. 

Statutory Aeeounting. In statutory accounting, reinsurance is primarily addressed in 
Chapter 22 of the NAIC Accounting Practices and Procedures Manuals for Property and 
Casualty Insurance Companies. Amendments were made after the GAAP adoption of 
FAS 113. As a result, the statutory accounting principles established regarding risk 
transfer and reinsurance accounting are generally consistent with GAAP. Chapter 22 
states: 

"Reinsurance Contracts Must Include Transfer of Risk 
The essential ingredient of a reinsurance contract is the shifting of risk. The 
essential element of every true reinsurance contract is the undertaking by the 
reinsurer to indemnify the ceding insurer (i.e., reinsured company), not only in 
form but in fact, against loss or liability by reason of the original insurance. 
Unless the so-called reinsurance contract contains this essential element of risk 
transfer, no credit whatsoever shall be allowed on account thereof in any 
accounting financial statement of the ceding insurer." 

SSAP 62, as part of codification, provides the following guidance, drawing heavily on 
FAS 113: 

[§ 11] Determining whether an agreement with a reinsurer provides 
indemnification against loss or liability (transfer of risk) relating to insurance risk 
requires a complete understanding of that contract and other contracts or 
agreements between the ceding entity and related reinsurers. A complete 
understanding includes an evaluation of all contractual features that (a) limit the 
amount of insurance risk to which the reinsurer is subject (e.g., experience 
refunds, cancellation provisions, adjustable features, or additions of profitable 
lines ofbusiness to the reinsurance contract) or (b) delay the timely 
reimbursement of claims by the reinsurer ... 

[§12] Indemnification of the entity company against loss or liability relating to 
insurance risk in reinsurance requires both of the following: 

a The reinsurer assumes significant risk under the reinsured portions of 
the underlying insurance agreements; and 

b. It is reasonably possible that the reinsurer may realize a significant 
loss from the transaction. 

IASB. The International Accounting Standards Board's (IASB) Insurance Steering 
Committee has drafted a statement of principles on accounting for insurance contracts. 
As the statement is not final, it may well be modified before being officially released to 
the public. With these caveats in mind, it is instructive to compare the IASB's views on 
risk transfer to F AS 113. 
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As currently construed, the IASB's Principle 1.2 defines an insurance contract. 
Reinsurance is simply treated as a sub-set of insurance contracts. Principle 1.3 defines 
the uncertainty required for a contract to qualify as an (re )insurance contract. This 
principle, then, is closely related to the risk transfer requirement in FAS 113. Principle 
1.3 does introduce the word "materiaf' in describing uncertainty or risk transfer, much 
like FAS 113 refers to "significant." Principle 1.3, however, does not distinguish 
between underwriting risk and timing risk as does FAS 113. 
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5. Current Practices. 

As risk transfer tests are only defined in broad conceptual tenns, practitioners of risk 
transfer testing are left to model insurance processes as they think best and define key 
terms such as "remote" and "significant" operationally. In practice, if the cedant's 
analysis passes muster with their auditor, reinsurance accounting is granted. Thus 
auditors, and sometimes the cedant's consultant, need to be able to recognize risk transfer 
when they see it. 

VFIC conducted a brief, informal poll of actuaries at two major consulting firms and 
three major audit firms regarding their risk transfer testing. In particular, the practitioners 
were asked 1) does your firm have an official policy regarding risk transfer testing, 2) 
what threshold value do you use for detennining reasonably possible, 3) how big of a 
loss is significant, and 4) what methods are used. A brief summary of the interviews 
follows. 

Resp<>_ndent I Re~ondent2 Respondent 3 Respondent 4 Respondent 5 
Official Policy? No No Yes Don't know Don't know 

"Reasonable 
Probability 5%or 10% 100/o or 20% worst case 20% 100/o 

chance" 
Significance 5%or10% IO%or20% 10% 20% 100/o 

Establish a 
probability Compare 

distribution of expected value 
expected of present 

losses, value oflosses 
Scenario 

Net present 
Method reflecting the to expected 

testing 
NA value of all 

timing thereof. value of cash flows. 
Compare to present value 
the present premiums by 

value of scenario 
premium. 

While there are certainly differences in practices indicated above, there are also some 
common themes. First, while probability threshold ("possibility'') is rarely codified, 5%, 
10%, and 20% are typical; 10% is in fact the most typical. The critical value defining 
significance is almost always the same as the probability threshold, i.e., 5%-5%, 10%-
10%, 20%-20%. Again, 10% is the most typical, and thus we have what has become 
known as the "10-10 rule," whereby if the reinsurer has a 10% chance of suffering a 10% 
loss, then the contract is deemed to have transferred risk. 

It must be emphasized that this 10-10 rule has become a de facto practice. FAS 113 
makes no reference to it, nor does the statement define "remote" and "significant' 
thresholds with any numbers, let alone 10% and 10%. Furthennore, the 10-10 rule has 
not been officially propagated by anyone. 
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The 10-10 rule is a test utilizing value-at-risk (VaR) as the risk measure. That is to say, 
the ceding company must demonstrate a VaR of 10% at the 90111 percentile of the 
distribution of the net present value of underwriting losses on the contract in question. 
And, in practice, a VaR test makes sense given the construct ofF AS 113, i.e., the explicit 
reference to probability and significance gives rise to viewing risk in two parts -
frequency and severity. 

There are some other common practices, as well. First, the view is always prospective in 
nature. Second, "loss" as respects the reinsurer is always measured as the net present 
value of future cash flows. Finally practitioners interviewed are consistent in their view 
that reinsurer expenses, taxes, investment risk, and credit risk are not subject of the risk 
analysis. 

One problem with the 10-10 rule is that many standard reinsurance contracts, ones that 
everyone would acknowledge are highly risky, would not pass the test. Typical high layer 
property catastrophe treaties are but one example. Although these can be handled on an 
exception basis, it would be useful to have methods of measuring risk that agree with the 
assessments of experienced practitioners. The next section uses a series of examples to 
highlight this issue as well as to illuminate considerations required in traditional risk 
transfer testing. 
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6. Examples and considerations. 

Given currently accepted practice, how could the practitioner prove that there is a less
than-remote-chance that their reinsurers could suffer a significant loss? Following are a 
series of numerical examples, designed to illustrate the basic data requirements and 
analysis of present day risk transfer testing. While such analysis presumably suffices for 
purposes ofF AS 113, the examples will serve to show the inadequacies of a simple 10-10 
rule (or V aR tests in general). 

Example 1. Property Catastrophe Excess of Loss 
An insurance company has exposure to southeastern U.S. hurricanes. Standard industry 
catastrophe models were applied, and the following catastrophe loss event cumulative 
distribution function was produced: 

P~lllty 
0.001 
0.005 
0.010 
0.025 
0.050 
0.100 
0.200 
0.300 
0.400 
0.500 
o.aoo 
0.700 
0.800 
0.900 
0.950 
0.975 
0.990 
0.995 
0.999 

0.9999 

Loea 
63 
85 

528 
2,8n 

26,160 
95,939 

303,325 
607,426 

1,146,366 
2,001,899 
3,185,892 
4,925,404 
8,150,810 

15,632,088 
24,206,066 
38,072,833 
67,451,525 
63,663,074 

126,792,315 
163,627,870 

1.000 
0.880 
O.ti!O 
0.940 

1 0.11:!0 
0.900 
0.880 
0.880 
0.840 
0.820 
0.900 

50.000.000 100.000.000 150.000.000 20Q.OOO.OOO 

LOIIMSin$ 

Assume the company is content with a $15 million retention, roughly absorbing up to the 
one-in-ten-year event. Assume, too, that the company accepts a $50 million layer, 
thereby going through the top on a one-in-one-hundred-year event. Catastrophe losses 
were simulated according to the above distribution, and layer losses were calculated. 

UIIO 

0.11110 
0.11110 

O.t10 

J= 0.140 

0.11311 

O.tiO 
O.tiO 
0.100 ----.---~Ceeltd !Main$~--.----. 

10,000.000 - - 40,000.0011 10,000,000 eo.ooo.oQo 

318 

2014-CFPB-0002     Document 108-44     Filed 04/22/2014     Page 15 of 35



Considerations in Risk Transfer Testing 

The above distributions produce an expected gross catastrophe loss of $6 million and an 
expected ceded loss of$1.625 million. 

Assume for simplicity that the reinsurance market is pricing catastrophe covers to a 500/o 
loss ratio (premium equals $3.25 million). For this purpose we will ignore 
reinstatements. Further assume that premiums are paid in full at the beginning of the year 
and losses are paid in full at the end of the year. As we are dealing with short duration 
losses, a discount rate of 4% was used. 

Given the data and assumptions, the net present value of cash flows between the cedant 
and the reinsurer can be calculated (shown below as ROP - Return on Premium). 

Probability 
0.001 
0.005 
0.010 
0.025 
0.050 
0.100 
0.200 
0.300 
0.400 
0.500 
0.600 
0.700 
0.600 
0.900 
0.950 
0.975 
0.990 
0.995 
0.999 

0.9999 

Grosalou 
63 
85 

528 
z.an 

26,180 
95,939 

302,299 
807,426 

1,148,368 
2.001,899 
3,185,892 
4,925,404 
8,150,810 

15,632,088 
24,208,088 
38,072,633 
67,451,525 
63,883,074 

128,792,315 
163,827,870 

632,088 
9,206,088 

23,072.633 
50,000,000 
50,000,000 
50,000,000 
50,000,000 

ReNurw 
Lou Rallo NPV ROP 

0.0% 0.0% 100.0% 
0.0% 0.0% 100.0% 
0.0% 0.0% 100.0% 
0.0% 0.0% 100.0% 
0.0% 0.0% 100.0% 
0.0% 0.0% 100.0% 
0.0% 0.0% 100.0% 
0.0% 0.0% 100.0% 
0.0% 0.0% 100.0% 
0.0% 0.0% 100.0% 
0.0% 0.0% 100.0% 
0.0% 0.0% 100.0% 
0.0% 0.0% 100.0% 

19.4% 18.7% 81.3% 
282.9% 272.1% -172.1% 
709.1% 881.8% -5111.8% 

1538.7% 1477.8% -1377.8% 
1538.7% 1477.6% -1377.8% 
1538.7% 1477.6% -1377.8% 
1538.7% 1477.6% -1377.8% 

The reinsurer's "profit curve," the trace of the ROP versus the cumulative probability 
looks as follows. 

Return on PIHUII 

:zoo.-

-------~-------~------~------ ______ J~ 
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A catastrophe example was deliberately chosen as the first example. No one would 
dispute the clear risk transfer that exists between cedant and reinsurer in a property 
catastrophe excess ofloss program. Yet the above graph clearly demonstrates that the 
sample transaction fails the 10-10 rule. At the 90th percentile the reinsurer makes an 82% 
return on premium, thus it is not true that there is at least a 10% chance of at least a 10% 
loss. Perhaps this can be rectified by simply choosing a different probability to reflect the 
"reasonable possibility," for at the 95th percentile, the reinsurer suffers a 172% loss. 

The first example illustrates a number of key points. 

1. Key considerations in this analysis included: 
• A thorough understanding of the reinsurance contract, 
• A probability distribution of expected losses, as determined by the cedant, 
• Incidence or timing of cash flows between the parties, 
• A duration-appropriate discount rate. 

2. Elements that were not and should not be considered include: 
• Reinsurer expenses, 
• Brokerage, and 
• Taxes 

3. A VaR test may work, but risk transfer cannot be judged on a single, simple rule such 
as 10%-chance-of-a-10%-loss. The whole of the reinsurer's profit and loss curve is 
imfortant to consider. In this case, while the reinsurer is still in a profit position at the 
90 percentile, there is clearly a precipitous and deep drop shortly thereafter. In this 
situation, the reinsurer or reinsurers stand to lose a considerable amount of money 
relative to the premium revenue. 
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Example 2: Quota Share Reinsurance Example 
In this example, an insurance company seeks a 50% quota share protection on its accident 
year results. Even though test c may apply, it may be interesting to see how tests a and b 
would view this type of contract under different risk measures. 

For the upcoming year, this company forecasts: 

Written Premium 
Earned Premium 
Accident Year Loss Ratio 
Expense Ratio 
Combined Ratio 

$1,000 
1,000 

75% 
32% 
107% 

To complete this example, we assume that the insurance company in question is an 
industry-typical, all lines writer and has an accident year loss payout pattern that mirrors 
the industry tota13

: 

12 :14 ae 411 eo n 14 118 108 120 132 144 111111ee 110 

--~ 
The company has estimated the distribution of the upcoming accident year loss ratio as 
part of its normal forecasting process. We assume the loss ratio is distributed 
lognormally with a mean of75% and a coefficient of variation of 10%. _,..__ 

*Ar------------------~~~+---,u .... -,.... ------

.. 

.. 

.. 

.. 
... ~~~~------------~~._~" 
... ..... .... .. 1 .... 
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The quota share treaty has a 30"/o ceding commission. Premiwns and commissions are 
paid evenly through out the year. Under these assumptions, the reinsurer's profit/loss 
curve looks as follows. 

QuolaiiiiNROP 

At the 90.4th percentile, the reinsurer suffers a 9.5% of premium loss. It does not literally 
pass the 10-10 rule test. However, given the precipitous drop in profitability in the tail, 
and given the inherent uncertainties of the analysis itself, it should be evident that there 
are "reasonable possibilities" of"significant losses." 

3 Source: 1999 Industry total Schedule P, all lines paid triangle from A.M. Best's. 

322 

2014-CFPB-0002     Document 108-44     Filed 04/22/2014     Page 19 of 35



Considerations in Risk Transfer Testing 

Example 3: Finite Reinsurance Example. 
Finite reinsurances are often the principal source of risk transfer questions. In this 
example, all underlying numbers are the same as in the quota share example. This time, 
however, the cedant is seeking protection in excess of the planned loss ratio up to a 5%
point limit (i.e., the corridor from 75% to 800/o ). 

Assume the reinsurer charges an up front premium (often called the deposit premium, 
minimum and deposit premium, the reinsurance premium, or the margin) of$15. As is 
typical in finite transactions, for every dollar of loss ceded, an additional premium (AP) is 
charged, in this case 65% of the ceded loss. Because additional premium is ceded, the 
net expense ratio will deteriorate with increasing cessions. To compensate for the 
expense ratio effect, losses are typically "over ceded" such that the net combined ratio (or 
underwriting result) is immunized. So, here ceded losses are grossed up by dividing by 
l-AP. The ceding rule is: 

If the actual loss ratio is: Cede: 

<75% 0 

>75% (LR-75%)/(1-.65) 
subject to a maximum of the grossed up S% limit- S/(1·.65). 

To compute the incidence of the cash flows, we assume that the deposit premium is paid 
at the beginning of the year, and that the AP is paid in full at the end of the year. A 
recoverable is established on the company's statutory and GAAP balance sheets 
immediately when the expected ultimate exceeds the retention. Loss recoveries are not 
made until the paid loss ratio exceeds the retention. For a loss ratio of 80%, the cash 
flows between the cedant and the reinsurer would look as follows. 
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The cash flow graph above highlights the zeal behind using aggregate stop loss contracts, 
especially in a soft market. A ceded recoverable is established for the full, nominal dollar 
loss reserves above a certain loss ratio, but due to the time lag in receiving recoveries, the 
reinsurance price reflects a sizable discount. The difference between the discount and the 
nominal value of the reserves in question becomes income for statutory or GAAP 
purposes. Economically speaking, no value is really created nor destroyed beyond the 
reinsurer's margin. 

Cash flows as shown above were produced for loss ratios ranging from 70% to 100%. 
For each loss ratio, the net present value of cash flows was calculated using a 5% 
discount rate. Net present values were graphed as a function of cumulative probability 
(of the loss ratio) to produce the reinsurer's profit/loss curve. 

This finite example was produced to demonstrate the 10-10 rule almost exactly. Here 
there is a chance of a 10% loss or more at the 90.4th percentile, almost exactly satisfying 
the 1 0-10 rule. 

This same graph was re-drawn for the above base case as well as cases with a 55% AP 
and a 75%AP: 
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i 
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In the above graph, the 75% AP program would presumably not pass risk transfer under a 
10-10 rule test. The 55% program would pass. Even in the 65% example, however, 
consideration must be given to the entire profit/loss curve, not just the 90th percentile. 
How much profit is made on the upside? How bad is the downside? 

Aggregate stop loss deals specifically and finite reinsurance in general can be 
considerably more complicated than this example. It is critically important here to have a 
thorough understanding of the contract terms. Some common variations include: 

• Funds held arrangements4
, 

• Commutation provisions, 
• Capacity charges, 
• Margin charges, 
• Inclusion of expenses, and 
• Caps on economic loss. 

Summary of Considerations in Applying VaR tests. 
Risk transfer testing requirements are prospective in nature. Thus the mean result (loss 
ratio, statutory underwriting result, GAAP underwriting result ... ) is a forecast of a future 
period. The actuary must account for pricing changes, loss trends, credibility, etc., i.e., 
all of the typical on-leveling adjustments ordinarily made to historic data. 

Practitioners must go beyond the mean. The distribution associated with the mean result 
should be calculated in accordance with the model employed for the forecasting. 
Distributions can be estimated by methods applied to loss triangles, collective risk theory 
models, or variances estimated from time series of relevant results 

A model of the incidence of cash flows is required. The model must distinguish between 
funds held and funds transferred between parties. Dependencies between cash flows and 
the magnitude of the loss must be accounted for, e.g., the effect of catastrophes on an 
assumed loss payout pattern. Cash flows should be discounted at the same, appropriate 
rate. A risk free rate is specified, preferably a pre tax, immunized yield 

In the end, a discounted cash flow model, perhaps a dynamic model should suffice. 
Clearly a thorough understanding of the contract terms is required for a thorough 
analysis. 

"Remote" results can be judged on the basis of closed form distributions of results, 
simulations, or through scenario testing. Significance is defined by the magnitude of the 
net present value of cash flows between parties as a percent of revenues. 

4 Funds held anangements, wherein the cedant holds the loss fund and earns the associated investment income. Here the actuary must 
consider what constitutes the basis for measuring the 10% loss. Is premium the appropriate base? On one hand, it would seem not, as 
it is not cash between the parties. On the other hand, F AS 113 states, ''Payments and receipts under a reinsurance contract may be 
settled net. The ceding enterprise may withhold funds ... Determining the amounts paid or deemed to have been paid (herafter 
referred to as .. aft'K)unts paid") for reinsurance requires and understanding of all contract provisioos." 
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7. Beyond VaR Tests. 

F AS 113 does not prescribe a specific method to test for risk transfer. Furthermore, 
given a model, F AS 113 does not precisely define whether the model output would imply 
that the contract in question passed or failed. While we must meet the considerations of 
FAS 113, actuaries needn't demonstrate risk transfer using the 10-10 rule or VaR test 
more generally. 

Expected Deficit Methods. 
The examples presented above suggest that a single point of remote probability and a 
single critical value for significance maybe inadequate, e.g., 10-10. Instead risk/reward is 
perhaps better viewed across the entire spectrum of profit and loss (consider the property 
catastrophe example). That is, there is a trade-off between probability and significance. 

The 10-10 rule is used as a rule of thumb, for simplicity or as a starting point. Assume 
for the moment that a 10% chance of a 10% loss is, in fact, evidence of risk. It is simply 
not an exclusive evidence of risk. What if risk was defined by the trace of a line -almost 
akin to an efficient frontier- of those points that, by their combination of probability and 
magnitude, define risk transfer: 10-10,5-20, 1-100, 0.1-1000? From such a set of points, 
one coordinate measuring probability, one measuring the magnitude of the loss, we can 
construct a single risk measure: the expected policyholder deficit (or in this case, the 
expected reinsurer's deficit). 

The graph below compares the 10-10 rule (VaRa~lo) with EPD. This graph was drawn 
using the data from the quota share example provided above. 

Proflt/Loes CDF 
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In the continuous case, expected reinsurer's deficit (ERD) is defined as 

.. 
J£NPV(premium)- NPV(loss)]f(x)dx 

NI'V(I<>u)>NI'V(,.....U...) 

In the discrete case, the expected reinsurer's deficit is 

.. 
L[NPV(premium)- NPV(loss)]Pr(x) 

NI'V(I<>u)>NI'V(,....W.) 

That is, the expected reinsurer's deficit is the average, or expected, deficit over all values 
where a deficit exists. If the NPV's above are divided by premiums (or cash to the 
reinsurer) the expected deficit is per unit of revenue. Using the pairs of numbers above, 
assuming these were our only loss scenarios, the ERD = (.10*-.10) + (.05*-.20) + (.01*-
1.0) + (.001*-10) = -.04 or -4%. For comparison, the ERD's calculated for the three 
examples previously are as follows. 

• Property Catastrophe = -40"/o 
• Quota Share= -3% 
• Finite= -3% 

This metric has some appeal in that it is well grounded in actuarial theory concerning the 
measurement of risk. It also overcomes the 10-10 rule weakness (or V aR rules in 
general) of relying on a singular point to define risk transfer. We still have the problem 
of critical values, however: in this instance, what ERD defines risk transfer? In the 
above examples, property catastrophe has a -40"/o ERD, a number significant enough to 
likely be granted worthy of risk transfer (even though it didn't pass the 10-10 rule test). 
The quota share and finite examples have -3% ERDs. Here it is less clear that there is 
meaningful risk transfer. 
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Tail Value at Risk. 
More recently, VaR and EPD measures have come under criticism in actuarial and 
finance circles because they are not coherent measures of risk. Given random losses X 
andY, a risk measure, p, is considered coherent if it conforms to the following 
properties5

• 

1. Sub-additivity: For variables X andY, p(X+Y)~p(X)+p(Y) 
2. Monotonicity: IfX~Y. p(X) ~p(Y) 
3. Positive Homogeneity: for A.~o. p(/..X)=A.p(X) 
4. Translation Invariance: p(X+a) = p(X)+a 

The sub-additivity property simply requires that the combination of two risk factors does 
not create additional risk; in fact, risk is the same or less. Value at Risk, despite its 
popularity, violates this axiom. 

In the alternative, Tail Value at Risk, or TVaR, is a coherent risk measure. TVaR is equal 
to the expected value of a loss variable, say X, given that X exceeds the critical value 
VaRa, i.e., 

TVaR,. = E[X lx > VaR,.] 

If a is the probability of default, then V aRa is the total assets, and TV aR may be 
expressed as: 

TVaR,. = a*assets + EPD, or TVaR oc assets+ EPDa/a. 

As in the EPD case, above, TV aR can be represented graphically as follows. 

5.~ v..._ 15.~ 2:0.~ llil~ 
l'olcoiii80o _ .. .._ 

5 See the discussion in Meyers [2] 
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TVaR's were calculated for each of the three examples above at the 90th percentile. 

• Property Catastrophe = -319% 
• Quota Share = -42% 
• Finite= -23% 

Recall from the previous section that the "ERD" did not discriminate between the quota 
share contract and the finite contract. TVaR does, and indicates that the quota share 
contract has more risk. 

We do not have enough research, or perhaps even the prerogative, to suggest a threshold 
TVaR that implies a contract passes risk transfer. However, in the examples presented 
here, a finite contract, that by all accounts only marginally passes more traditional, 10-10 
test and has no meaningful downside beyond the 10% loss, has a TVaR of -23%. 
Perhaps this suggests a threshold value in the 20-25% range or less would reflect minimal 
risk transfer. 

Other Coherent Risk Measures 
Coherent risk measures are characterized statistically as expected values of outcomes 
under adjusted probability distributions. For instance, TVaR, is expressed as: 

E[X I X> VaRa 1 

This could equally well be expressed as the adjusted expected value of X under 
transformed probabilities, where the transformed probability is zero for X< VaRa and is 
the actual probability adjusted to sum to unity otherwise. 

This particular measure has been criticized on at least two grounds (e.g., see Wang 
(200 1) A Risk Measure that Goes Beyond Coherence, Institute of Insurance and Pension 
Research, Research Report No. 18, University of Waterloo). First, it ignores all results 
below VaRa. Second, it just measures losses above VaRa on an expected basis, which is 
an under-weighting compared to moment-based measures, which use higher powers to 
represent the extreme risks of extreme events. 

An alternative probability adjustment, which produces an alternative coherent risk 
measure that addresses these concerns, is provided by the Wang transform. This 
transform adjusts each scenario probability u by first calculating the normal-distribution 
percentile ofu, then applying a functional transform to that percentile, and finally taking 
the normal probability of the transformed percentile. In mathematical notation: 

Let Cl>(x) be the standard normal cumulative distribution function, and Cl>-1(u) be its 
inverse, the percentile function, which applied to a probability u gives the corresponding 
percentile. Let h(x) be the percentile distortion function. Then the probability transform 
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applied to a cumulative loss probability u is v = g(u) = <I>[h(<I>-1(u))]. A simple example is 
to take h(x) linear, such as bx+a, or even an additive constant, such as x+a. 

One use of risk measures is to calculate the market price of risk transfer. Wang has 
shown that prices of risk in a number of markets, including catastrophe bonds, corporate 
bonds, and stock options can be approximated fairly closely by choosing the appropriate 
h function for each market. (Risk pricing may vary across markets in part due to the 
degree of hedging and liquidity available, as well as to the degree to which financial 
results are subject to sudden large drops.) The key issue to getting the right h function is 
applying enough probability distortion in the tails of the distributions to capture the 
market reaction to tail events. However, even a linear h function provides a non-linear 
price effect in the tails, and thus can be used for benchmarking. 

Quantifying the market price of the risk inherent in a given transaction could be an 
alternative method for determining if there is enough risk transfer to satisfY the 
requirements ofF AS 113. Even if a contract is priced above the market value of the risk 
it has, it still might meet the F AS requirements for risk transfer. However, as significant 
loss is to be interpreted relative to ceded premium, a deal could fail risk transfer, but pass 
if the premium is reduced. Thus there is a pricing continuum from weak pricing to strong 
pricing to excessive pricing to not enough risk transfer for 113 to no risk at all. 

As an example of the application of the Wang transform to risk transfer, let h(x) = 0.7x-
1.3. This gives prices quite a bit above market standards, but might be in the area 
between excessive pricing and no risk transfer. To apply this to risk transfer testing, a 
number of scenarios can be simulated showing the present-value profitability to the 
reinsurer for each scenario, and resorted into a cumulative probability distribution. The 
expected value of the profit should be positive under this distribution, or the reinsurer 
would not be interested. But if you distort the probabilities with the Wang transform to 
give more weight to the adverse scenarios, the transformed expected value could be 
negative. If it is negative with the target h function selected, then risk transfer would be 
deemed to be established. 

With the linear h assumed, the 50 excess 15 catastrophe cover in Example 1 would pass 
risk transfer, with a transformed mean of -440%, and would still barely pass (with a 
mean of -2%) with the premium increased to as much as $25M., which gives a 1% 
probability of a 92% loss. This premium is well above typical market standards, but may 
be in the gray area between no risk transfer and excessive pricing. Setting the h function 
would be the judgment part of this approach. With these values, the quota share from 
Example 2 easily passes risk transfer with a transformed mean return of -19"/o. 

Premium for the catastrophe cover much above $25M would fail risk transfer by this 
standard. It might seem unusual to find a catastrophe cover not meeting risk transfer, but 
grossly overpriced catastrophe covers could be used as payback or to add the appearance 
of risk to basically cosmetic deals. An actuarial risk-measurement procedure should be 
able to identifY them. 
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Exponential Transform 
Oakley VanSlyke and Rodney Kreps, in an unpublished manuscript [2], suggest another 
possible approach to testing risk transfer through measuring the capital cost inherent in a 
reinsurance transaction. This is based on the work of Karl Borch, 1962 on quantifying 
risk costs. Borch shows that under certain assumptions the only risk-reflecting pricing 
transform that properly measures risk cost is an exponential transform. His assumptions -
as discussed in Giuseppe Russo and Oakley E. VanSlyke [4] are essentially: 

• There are no arbitrage opportunities. That is, the cedant would never pay more 
to cede a loss than the amount of the loss. In turn, no one would be able to sell 
insurance for a premium greater than the amount of the exposure. 

• The evaluation of an alternative is robust with respect to the input data. That 
is, a small change in an input parameter should not lead to a large change in 
the evaluation of an alternative. 

• The evaluation of an alternative is robust with respect to the analytical process 
one is using. For example, making small refinements to a particular scenario 
should not drastically change the evaluation of a particular alternative. 

• The evaluation of an alternative is robust to changes in the time scale. For 
example, changing the time intervals of the analysis from quarterly to monthly 
should not have a significant change in the evaluation of an alternative. 

• If there is no risk, one can determine the present value of a stream of future 
cash flows by discount factors derived from the term structure of interest 
rates. 

These assumptions lead to establishing an equivalent constant risk-adjusted value (RA V) 
of a risky deal, subject to the risk capacity c that is carried. First let X represent the 
random loss from the deal, prior to any premium payments Then the Risk Adjusted Value 
of liabilities for risk-carrying capacity c > 0 is: 

this emphasizes large losses, more so as c is small and less so as c is large. 

The risk load to take on these liabilities= RA V(c)- E[X], is then expressed as: 
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VanSlyke and Kreps then impose the condition that the capacity available is a multiple 
of the risk load: 

If you subtract a constant premium p from X and then evaluate the risk in the deal, E[X] 
and the RA V also decrease by p. Thus the risk load to package and resell the whole deal 
is the same as that for the losses alone. Then taking the financial scale as multiples ofp 
would make X the negative of the return on premium. Taking Y =-X as the return on 
premium gives: 

1t = E[Y] + (7tls) In E[e_sY/7t] 

as the equation for the risk load as a percent of premium for reselling the entire deal. If 
the market s is known, this equation can be solved numerically for 1t, which then can be 
used to compute the risk adjusted value of the deal. If the RA Vis positive, the price is 
below market levels. IfRA V is slightly negative, the deal is priced above the market, but 
still could be fairly risky. As with the Wang transform, however, when the RA V is too 
negative, the pricing eventually crosses the line between excessive pricing and no risk 
transfer. 

Van Slyke did some other research that suggests that s = 0.4 would fairly represent 
pricing in a number of financial markets. This value will be assumed in the discussion 
which follows. 

Taking the RA V cutoff point for return on premium as RA V = -70% would be similar to 
the Wang transform values illustrated above. For Example 1, the RA V would be about 
positive 75%, which would suggest that the postulated pricing is light in terms of market 
risk pricing. With the premium increased to $25M, the RA V drops to- 67.2%, so barely 
passes risk transfer by this standard. For the quota share Example 2, the RA V is about 
25%, which suggests there is considerable risk remaining in this deal. 

The Borch approach is based on somewhat different market assumptions than the 
transformed distribution approach. Although these are consistent for independent risks, 
there could be inconsistencies for correlated risks. For example, see G. G. Venter, 
Premium Calculation Implications of Reinsurance without Arbitrage, ASTIN Bulletin 21, 
#2, November 1991, where it is shown that arbitrage-free pricing for both correlated and 
independent risks can be done only with expected values from transformed distributions. 
This was one of the precursors of Wang's work. However by just focusing on the ending 
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distribution and ignoring intermediate changes in value, distribution transforms fail to 
account for the sudden drops in value that are modeled in stochastic financial pricing 
methods. The potential for discontinuous price drops seems to require more risk 
premium, possibly because dynamic hedging strategies are less effective. Thus although 
probability transforms on ending distributions can produce good benchmarking rules, 
they are not as fundamental as the financial stochastic process models, and have to be 
calibrated separately to each market studied. 

Transformed 10 - 10 Rule 
If the 10 - 10 rule is accepted for normal distributions, then a transformation can provide 
an equivalent standard for skewed distributions. 

To see this, let X represent the ROP (return on premium) of the contract to the reinsurer, 
when this is negative and zero otherwise. For this variable X with distribution F, define a 
new risk-measure as follows: 

1. For a pre-selected security level a=-10%, let ;1,. =- Cl>-1(a)"' -1.282, which is the 
a-th percentile of the standard normal distribution 
2. Apply the Wang Transform: F*(x) =- CI>[CI>-1(F(x)) -A.]. 
3. Calculate the expected value under F*: WT(a) =- E*[XJ. 
4. IfWT(a) < -100/o, it passes the test, otherwise it fails the test. 

When X has a Normal(!J.,~) distribution, WT(a) is identical to the 100a-th percentile. 
This serves as a: base or benchmark for 10-10-rule. For distributions that are non-normal, 
WT(a) may correspond to a percentile higher or lower than a, depending on the shape of 
the distribution. 

For Example 1, the catastrophe layer, these values of the transform are a little less strict 
than the tests evaluated above, with premium as high as $34M for the layer meeting the 
test. For Example 2, the quota share, WT(0.1 0) =- -14.39% < -10%, so it passes the 
transformed 10-10-rule. 

In conclusion, at its core, F AS 113 requires only that risk transfer be present to gain 
reinsurance accounting treatment. F AS 113 does not require a 10-10 rule in gauging the 
risk transfer. The preceding sections offered some alternative measures such as TVa:R, 
the Wang Transform, and the exponential transform for judging the degree of risk. 
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8. Beyond F AS 113. 

Insights from the Securitization Task Force. 
As configured, F AS 113 requires that the cedant establish that the reinsurer has assumed 
some amount of risk. If one were to consider the evaluation of risk transfer beyond that 
which is described in F AS 113, it would seem preferable that the cedant demonstrate a 
complementary concept: that they have, in fact, ceded risk. Thus, risk transfer would not 
be defined based on cash flows between parties, but rather the changed risk of the cedant 
-before and after application of the contract in question. This is essentially the logic the 
Index Securitization Task Force has used in proposing methods and metrics for 
companies to justify whether or not a hedge should qualify for reinsurance accounting. 

The Index Securitization Task Force, in its paper [1], Evaluating the Effectiveness of 
Index-Based Derivative in Hedging Property/Casualty Insurance Transactions, describes 
potential quantitative measures of hedge effectiveness. These include change in 
Expected Policyholder Deficit, change in Value at Risk, change in Standard Deviation, 
coverage ratio and correlation. Of these, the first three examine the reduction of risk 
attributable to the hedge. At the request of the task force, VFIC narrowed this list to two 
measures that best demonstrated a reduction in exposure to loss, thus enabling a hedge to 
receive underwriting accounting treatment versus investment accounting treatment. 
These measures are: reduction in Tail Value at Risk and reduction in Standard Deviation. 

As discussed above, Tail Value at Risk is defined as the average of all loss scenarios over 
the I 00" th percentile, where p is a selected probability level, such as .90. One can 
consider this measure a melding of the expected policyholder deficit and value at risk 
measures. The tail value at risk measure captures both the probability and magnitude of 
large under-recoveries. Based on empirical studies, the committee found that tail value at 
risk produced more consistent results than value at risk when the probability levels were 
varied. 

The other measure the committee recommended, reduction in standard deviation, 
distinguishes between true hedges and speculative investments since it is sensitive to both 
upside deviation and downside risk. 

With respect to the degree of risk reduction, one may consider that risk has been 
transferred if both or either of these measures demonstrates that their value is less 
following the application of the hedge or reinsurance contract. A more conservative view 
would set specific thresholds by some predefined amount. 

Given this application of risk measurement for gauging the effectiveness of a hedge for 
reinsurance accounting treatment, it is not inconceivable that the same sort of standard be 
utilized to gauge risk transfer in reinsurance contracts. In fact, in the absence of 
consistent treatment, there is the potential for different standards and approaches to be 
applied when evaluating a reinsurance contract for risk transfer versus evaluating hedge 
effectiveness for index-based securitization. 
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9. Conclusions. 

In order to garner reinsurance accounting treatment for GAAP accounting purposes, a 
reinsurance contract must meet the requirements set forth in F AS 113. F AS 113 requires 
that a reinsurance contract transfer risk. There is little supporting literature to find 
guidance in what constitutes an acceptable demonstration of the existence of risk in a 
reinsurance contract. In an effort to provide some guidance to the CAS membership on 
risk transfer testing, VFIC conducted a research project on risk transfer. Based on this 
research and analysis, VFIC concludes: 

1. Statement. F AS 113 requires the reinsurer to be exposed to a "reasonable 
possibility" of a "significant loss" from the "insurance risk." but it stops short of 
prescribing methodology for testing, metrics for measuring, or specific thresholds 
to judge risk transfer against. This is appropriate given the diversity and 
complexity of reinsurance transactions. 

2. Methodology. Regarding methodology, FAS 113 articulates that risk transfer 
testing include: 

• A thorough understanding of contract provisions, 
• A model of the incidence of cash flows between parties, 
• Cash flows should be discounted at the same, appropriate rate, and 
• Incorporating insurance risk only 

These requirements preclude consideration of income taxes, reinsurer expenses, 
brokerage, or credit risk in the determination of risk transfer. 

To meet the F AS 113 requirements, we recommend that risk transfer analysis 
include: 

• "Reasonable possibility" requires a view of the distribution of 
expected contract losses, 

• Identification of threshold values for "reasonable possibility" of a 
"significant loss" based on the loss distribution, and 

• Duration-matched or immunized yields as the appropriate discount 
rates, 

3. Metrics. Current practice, born out of the phrases "reasonable possibility" of a 
"significant loss," splits risk transfer analysis into separate tests of probability and 
significance. Using a singular loss metric for a given probability is a metric 
known as Value at Risk, or V aR. This paper offered examples of three types of 
reinsurance contracts and calculated a V aR for each using 10% as the "reasonable 
possibility." 

One weakness ofVaR is that it does consider only a single point on the loss 
distribution. While F AS 113 literally speaks to the existence of a "reasonable 
possibility" of a "significant loss," the broader issue involved with FAS 113 is 
whether a particular contract transfers risk. In this vein, VFIC explored risk 
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metrics other than V aR. First among these was expected policyholder deficit 
(EPD). Expected deficit methods were able to illustrate risk transfer for a 
property catastrophe example where the standard VaR measure (with a=10"1o) 
was not. 

Both VaR and EPD measures have been criticized as risk measures because they 
are not coherent. Tail Value at Risk (TVaR) is a coherent risk measure. TVaR 
was analyzed, as well, and was found in simple examples to discriminate risk 
levels between contract types where EPD and V aR did not. Even TV aR has been 
criticized as a risk measure in that it ignores losses below VaRa and loss above 
VaRa are treated on an expected basis only. 

Distributional transforms were researched as alternatives to traditional risk 
measures. Transforms are coherent and address the shortcomings ofTVaR noted 
above. The exponential and Wang transforms provide risk transfer metrics 
founded in the risk load required for a market-based transaction to transfer the 
risk. 

4. Thresholds or Critical Values. Over time, common practice seems to have 
concluded that a 10% chance represents a reasonable probability, and a 10% loss 
represented a significant loss. Thus we have what many term the 10-10 rule. 
This rule-of-thumb is really just a statement of the critical values associated with 
a VaR risk measure. There are clearly exceptions to this "rule," as other critical 
values are frequently used in practice. 

A sample finite reinsurance contract, designed to have minimal risk transfer, 
generated a TVaR of -23%. While this represents limited research, it may suggest 
a minimal threshold value for demonstrating risk transfer with this measure. 

Section 7 proposes a transformed 10-10 rule for the Wang transform, suggesting a 
critical value of -10% from the mean of the transformed distribution as an 
adequate demonstration of risk transfer. 

Regardless of the model employed or the risk metric used, judgment is still 
required as to where to establish the threshold values for probability (frequency) 
and significance (severity) for VaR tests or for pass/fail more generally for other 
risk measures .. 

5. Intuitively, it seems natural to judge risk transfer for a reinsurance contract by 
analyzing whether the cedant has transferred (reduced) risk, not, as FAS 113 
requires, by whether the reinsurer has assumed risk. On an enterprise-wide basis, 
the two can be different. On a single transaction, as F AS 113 addresses, the two 
perspectives may be the same. However, it should be noted that the 
recommendation on Index Securitization proposed the opposite: analysis is done 
from the cedant's perspective on an enterprise-wide basis. This could lead to 
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different accounting treatments for reinsurance products and index securitizations, 
unless both tests are required for securitization and industry loss triggers. 
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. _ Ret~ United Guaranty 
!":r 

A 
Member 

Company 
of 

American 
International 

United Guaranty 
Residential Insurance Company 
United Guaranty 
Mortgage Indemnity Company 
230 N. Elm Street/27401 
P.O. Box 21367 
Greensboro, NC 27420-1367 
336.373.0232 . 
800.334.8966 
336.333.0585 Fax 

March 1 0, 2006 

Rich Bradfldd 
Cendent Mortgage Services 
Accountant/Financial Reporting 
3000 Leadenhall Road 
.Mt. Laurel, NJ 08054 

Dear Captive Partner: 
. . 

AIG. Unite:d Guaranty wouid like to inform you about two recent state regulatory developments 
pertaining to captive reinsurance and our direct premium rates. Because these regulators have the power 
to regulate howAIG United Guaranty conducts the business of insurance, we are taking both 
developments very seriously and will be cooperating fully with both regulators. . 

. . 

On February 3, 2006, the Insurance Department of the State of New York issued a letter to United 
Guaranty Residentiallnsurance Company. We understand that the department issued similar letters to. 
all MI cqmpanies licensed in New York. An image of that letter is provided as an enclosure. 

The Minnesota Department of Commerce, which regulates insurance in that state, has issued a 
subpoena to several MI companies that requests information about their reinsurance captive programs. 
No AIG United Guaranty affiliate has been subpoenaed at this time, but we have met with the· · . 
department to discuss our captive programs. . 

. . 

AIG United Guaranty considers captive reinsurance arrangements to be an importa:Ot part ofits risk 
management strategy. Because reinsurance has· a long history of regulation, and our captive 
arrangements have been clearly reported ori our statutory financial statements for many years, we 
believe captive reinsurance agreements are more appropriate and conform better to existing regulations 
than other risk-sh~ing arrangements between insurers and lenders. . . 

You may re<;:all that the N~w Yoddnsura..~ce D~p~rtm~m·r"ssued ·a circular letter on Febi:uar; l, 1999, 
that states captive reinsurance programs were permissible under New York law. The letter also states 
that captive programs are the only permitted form of risk-sharing between MI companies and their 
lending customers. Unfortunately, the Insurance Department did not follow through hi developing 
specific regulations regarding captives. 

Sh~uld any definitive regulatory outcomes become apparent, we will set up meetings with you to 
discuss how it may impact your risk management partnership with AIG United Guaranty. 

Senior Vice President-Structured Products 

Enclosure· 

Group, cc: Joe Suter, Cendant Mortgage Services CONFIDENTIAL PHH BOGANSKY CFPB 00284 
Inc. 

Nick Nicholes, Vice President~ National Accounts 
Chris Clement, Senior Vice President-N a donal Accounts 

CFPB-PH H-00093455 
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~~~r.no. t: On. ..... t.-::· · 
_ ........... ~ ......... QII,Q,., 

.Govemor 

. Mr. William Nutt, Jr .. 
· President and CEO 

STATE OF NEW YORK 
INSURANCE DEPARTMENT 

25 BEAVER STREET 
NEW YORK, NEW YORK 10004 

February 3~ 2006 

Unit~d Guaranty Residential Insurance Company 
· · 230 North Elm Street 

Greensboro, NC2740). 

. . . 

· · Re: Captive Mortgage Guaranty Reinsurance 
. . 

RECEIVED 
Ft.B U 9 2006 

UNITED GUARANTY . 
LAW DEPARTMENT 

Howard Mills 
Superintendent 

· · . Dear Mr: Nutt, Jr.: 

Based upon the New York Insurance Depaitment's ~ontiriuing review of captive mortgage guaranty ~einsurance, 
we are requiring the foJfowing information ami docurnen'Uition: 

1. Pursuant to the provisionS of Section 6504(a) of the New York Insurance Law ('"NYII/"), please review 
the premium rates currently being used in New York State, and file adjusted rates based upon recent years~ 
experience. If it is your contention that the recent years experience would not alter the rates being cha..ged, 
provide us with a detailed expJanation~ in addition to an actuarial opinion, as to the assumption(s) underlying 
such position. 

. 2. The provisions of Section 6504(b) of the NYU.. prohibit the payment of consideration, directly or 
indirectly~.by the insurer to the insured as an inducement or compensation for placement of the busi1,1ess: With 
respect to cessions to reinsurers owned by banks, it is clear that premiums paid to the reinsurer are consideration 
for the reinsurance agreement~ Please provide documentation and a description ofthe due diligence the company 
used in the selection of the reinsurer that one co~Id use to deflect any assertion that the payment was used as · 
inducement or compensation for the placement of the primary business bY. the originating bank and/or bolster any 
claim that it is difficult or impossib]e to obtain mortgage reinsurance from non--captive reinsurers. 

. . . , . . . 

· PleaSe reSpond to this request by M~rch 31 5
t •. Upon rec~ipt of your .:esponses to the above, further 

information/documentation may be .requested. · 

Very truly yours, . 

·A:~ ~ :_e~c 
Paul DeRoberti~ 
Supervisjng Examiner 
Property Bureau 

http://www.ins.state.ny.USON.FIDENTIAL PHH BOGANSKY CFPB 00285 . 

CFPB-PH H-00093456 
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The Trouble with Captive Reinsurance 
An Analysis of Excess of Loss Structures 

• CAPTIVES ARE BECOMING A BIGGER FACTOR FOR MORTGAGE INSUR<\NCE 
(MI) COMPANIES. Captive reinsurance arrangements, which are increasingly 
excess of loss stmctures, have become more common. The effect is to shift 
revenues from mortgage insurers to their lender partners in increasing amounts. 

• DEEP-CEDE CAPTIVES W ILL INCREASINGLY IMPACT Ml PROFITABILITY. The 
wider use of deep-cede, excess of loss structures should lead to lower returns for 
Mls as business subject to captive arrangements and revenue sharing account for 
an increasing share of total business. We estimate that the four publicly traded 
Mis may cede close to $2.5 billion of revenue and $1 .5 billion of earnings over 
the next five years. 

• M GIC'S M OVE TO H ALT D EEP-CE.DE B USINESS COUL.D S IGNAL I MPROVEMENT 
IN Eco NOMICS. While MGJC (rated-Peer Perfonn) is likely to lose some market 
share in the short run, as a result of its decision to stop writing low return, deep
cede captive business, other Mls may eventually follow its lead and reduce their 
writings in deep-cede captive arrangements . 

• M l STOCK S ATT RACT IVE AT CURRENT VALUATlONS. De~ite our expectations 
that returns on equity will decline over next several years, the shares of mortgage 
insurance companies appear attractive given already very depressed valuations. 
We rate the mortgage finance sector (which also consists of mortgage originators 
and mortgage investors) Market Weight. 

David Hochstim, CF A 
(212) 272A243 
dhochstim@bear.corn 

Scott R. Coren, CF A 
(212) 272-5280 
scoren@bear.com 

Please read the impor tant disclosure information on the last three pages of this report. 

www. bearsteams.com MARCH2003 
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Summary and Recommendation 

Over the past several years, private mortgage insurance companies (Mls) have 
generated very strong returns on equity (ROEs), wbich are even more impressive 
when one considers that risk-to-capital ratios have declined. This is in sharp contrast 
to the margin pressure experienced by lenders. So originators, in an effort to 
participate in this attractive business, have been setting up companies that seek to 
reinsure the default risk on the mortgage loans their operations produce. 

While most Mls would prefer not to cede premiums to lenders' captive reinsurance 
operations, the Mls are not well positioned to fight this trend. Lenders act as referral 
sources for borrowers d1at require mortgage insurance, so they have considerable 
control over the allocation of insurance among providers. As a result of the lenders' 
power and influence, to gai11 their favor, MI companies have been increasingLy 
willing to write insurance that is subject to captive arrangements. Currently, we 
estimate that between 40% and 50% of the policies the industry writes are subject to 
captives and a sharing of premiums. 

Initially, the Mis ceded 15% of the premiums generated by policies, subject to 
captives, to lenders. But, recently, lenders have been asking for more. The largest 
originators are increasingly seeking "deep-cede" excess of loss arrangements, some 
of which require that the primary insurance provider parts with as much as 40% of a 
policy's written premium. The growing popularity of captives, combined with the 
movement toward deeper cessions means that the :Mis are giving up larger and larger 
portions of their revenues. We estimate that companies are now ceding between 10% 
and 20% of the gross premiums they write. 

In theo1y, the incremental revenues that lenders derive from captives are not without 
risk (in return for receiving premium income, lenders agree to take on some credit 
risk); though, in practice, there may not be much risk. Some of the captive 
arrangements that exist today have been structured so the lender is only at risk if 
claim rates end up being higher than " normal." To the extent mortgage insurers price 
their policies to earn mid-teens ROEs in "normal" environments, business written in 
deep-cede excess of loss captive atTangemeuts are likely to generate returns (we 
estimate ROEs of 6%-9%) that are well below this hurdle rate. 

These lower returns are not yet apparent in the Mls' financial results, as deep-cede 
captive structures have only recently become common and many of the policies that 
they affect have not yet seasoned or reached peak claim levels. In addition, some of 
the Mls have been able to offset the impact of captives by diversifying. Still, we 
bel ieve that as the percentage of the industry's insurance in force subject to captives 
increases, and as policies season, the negative impact that captives have on returns 
will become more evident. 

We estimate that captives could cost the four publicly traded mortgage insurers -
MGIC Investment Corp. (MTG-$37.55; rated Peer Perfonn), Radian Group (RDN
$33.46; rated Outperform), PMI Group (PMI-$26.17; rated Outperform), and Triad 
Guaranty (TGIC-$33.54; Not Rated) - between $2.4 billion and $2.8 billion in 
revenues and between $1.4 billion and $1.6 b illion in eamiugs over the next five 
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years. The low end of the range reflects a scenario in which the Mls have captive 
rdaliunships with the iculi1rgest U.S. tnortgage originators, while the high end of the 
range reflects captive arrangements with the 25 largest originators. 

Ln October 2002, MGIC Lnvestment Corporation announced that as of April 1, 2003, 
it will no longer participate in excess ofloss risk-sharing arrangements with prenuum 
cessions above 25%, a decision that may cost it market share in the short run but one 
that also reaffinns its focus on returns. MGIC's competitors appear ready to 
capitalize on this move, having indicated that they are not prepared to say "no" to 
their lender-customers. While this is likely to have a negative short-term effect on 
MGJC's market share and earnings, we expect longer-tenn benefits as returns are 
enhanced. 

Even if MGIC were to lose three points of market share this year, we estimate that 
the company will still earn $5.85 per share in 2003 and $6.45 in 2004, in which case 
MTG shares are trading at about l.Ox our 2003 book value forecast and 0.8x our 
2004 book value forecast. As a multiple of projected 2003 and 2004 EPS, the shares 
are equally depressed (6.4x and 5.8x, respectively). 

We are troubled by other companies' plans to sacrifice long-tetm profitability for 
shon-term market share gains. Radian and P1vll may experience more rapid EPS 
growth over the next few years; but as deep-<:ede captive business accounts for an 
increasing share of their ponfolios, and as overall returns decline, earnings gro>vth 
will likely slow considerably. However, even with an expected decline in 
profitability, the cun·ent very low valuations still make PMI and RDN shares 
attractive investments, in our view (see charts in Appendix 1). 

Tile PM! Group trades at just 0 .9x and 0.8x our 2003 and 2004 book value estimates, 
respectively. On a PIE basis, PMI shares trade at only 6.5x and 5.8x our 2003 and 
2004 earnings per sllare estimates, respectively. Similarly, Radian Group, trades at 
just l.Ox and 0.9x our 2003 and 2004 book value estimates, respectively. On a P/E 
basis, RON shares trade at only 7.\ x and 6.2x our 2003 and 2004 EPS estimates, 
respectively. Our 2004 estimates could be low, depending on tbe extent to which 
thes e companies gain share from MGIC. 

Our price targets for PMI and Radian are $45 and $55, respectively, and are derived 
....... .: .... ..... A _ .......... ~...~.~ .... 1 ;_,,...,._ ..... _ ..... ,.,~ ~1 11:1 .. ..... ............... _ ..... ..._: ~ .. ~ ... 1~ .. "' ... AA~A t'C' l A 1\ ... ... t.-.; ... 1 .. A : ~ .............. . ,.. 
u~u15 a l.tr,;..I)1Uua.1 UlVVlUV .auvu'-'1 \l"'·'-' "'""vuv.au.n ... va.'"'"' uu.u ..... u. L.a..;, v rl.Jh w utv.u Ul;)\..-Vu.an i) 

the present value of the difference between the company's future expected earnings 
and cost of capital. Potential risks include 1) a significant increase in the 
unemployment rate and a downturn in home prices nationally, which could lead to 
higher credit-related expenses, and 2) extremely low interest rates and high levels of 
refrnancing activity, which could continue !o limit top-line growth and result in 
higher-than-normal operating expenses. 
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Captive Reinsurance Defined 

Lenders are clearly attracted to captives by the prospect generating billions of dollars 
of additional revenues; but, there are also some risks, at least in theory, and there is a 
long-term commitment that setting up a captive subsidiary entails. In addir1on to 
establishing subsidiaries that are licensed to reinsure primary Ml companies, lenders 
must allocate capital to the captives in order to support the risk inherent in the 
coverage they plan to provide. Because mortgages typically have long risk tails, the 
capital requirements are significant, and are often similar to the loss, uneamed 
premium, and contingency reserves that the primary Mls are required to hold under 
state insurance Jaw. 

State regulators require mortgage insurance companies to establish contingency 
reserves of $0.50 for each dollar of premium earned, which must be held for ten years 
regardless of how long the insured r isk exists. To ensure the performance of captive 
reinsurers, primary .Mis also require them to establish trust accounts. Reinsurance 
premiums are deposited directly into the trust accounts, and the captives may make 
withdrawals only if trust balances exceed certain predetermined reserve and risk-to
capital levels. The primary Mis may require express written consent for withdrawals. 
Both Fannie Mae and Freddie Mac also have eligibility criteria that require primary 
Mls to impose capital or rating requirements on captive reinsurers that reinsure more 
than 25% of risk written. Freddie Mac currently allows as much as 50% of the gross 
premiums written by a primary MI to be ceded to a captive. 

Despite the fact that the capital requirements to operate captives are significant and 
reinsurers may initially have limited access to the cash generated by these businesses 
(given the ten-year contingency reserve mandate), premium income is reflected in 
GAAP financial statements as it is earned. As a result, most large lenders are eager 
to participate in captive programs. The favorable (for lenders) risk/reward 
characteristics of recent captive strucn1res bavc been ampli fied by a still relati vely 
benign credit environment for residential real estate, further increasing the appeal. 

Captive stntctures can cake a variety of fo1ms; but, generally, a lender originates 
loans, has them insured by a primary MJ, and if a captive reinsurance agreement 
exists, the lender assumes a portion of the premium income generated by the policies 
in force. Although the p rimaty mortgage insurer gives up some of its revenue 
through such profit-sharing arrangements, there are benctlts. In theory, the main 
trade-off is that some of the claims are paid by the reinsurer. 

Traditionally, there have been two types of captive arrangements: quota share and 
excess of loss. 

Quota Share 
Under a quota share arrangement, the reinsurer (the lender) assumes a proportion of 
the premiums written and losses paid, based on a fixed percentage. Lender 
participation begins with the fi rst dollar of premiums and claims. For example, under 
a 25% quota share structure, the lender assumes 25% of the premiums but also 
accepts 25% of the claims expenses. Quota share arrangements have been known to 
be as high as 500/o. 
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Exhibit 1. Quota Share Arrangement Assuming 25% Premium Cede and 25% Loss Cede 

80% 
70% 
60% 
50% 
40% 
30% 
20% 
10% 
0% +---..1..----

Premium Written Losses Incurred 
r-·--·-· ·--·-·--····-·-····------··-----~ 

1 0 Primary Ml • Reinsurer (lender) ' 
- ----·-·---- ------ -- - ·- - ---- · ____ j 

Sourte: Bear, Stearns & Co. lnc. 

Excess of Loss 
The balance of this report focuses on excess of loss captive structures and the impact 
they may have on the profitability of mortgage insurance companies. Recently, the 
excess of loss structures have been more popular with lenders. The MI and the 
lender that set up the captive negotiate the amount of premium that will be ceded. 
While the captive reinsurer is entitled to a participation in premiums written from day 
one, it is not responsible for any of the claims until a specified "attachment point" is 
reached. If claim development is in excess of the attachment point, the reinsurer 
begins to digest the credit losses until a policy limit is reached, at which time the 
primary insurer is again responsible for paying claims. The threshold that must be 
reached before the reinsurer begins to pay claims is usually defined by the number of 
claims that are incurred. For example, in a typical 25% excess of loss structure 
(where 25% of each premium dollar written in a captive is ceded to the lender), the 
primal)' mortgage insurer assumes the losses incurred on the first 5% of the captive 
policies that go to claim. The reinsurer covers the next 5% of captive p olicies that go 
to claim, and the primary MI takes on the catastrophic risk. Claim development is 
measured by the year in which policies are originated. For example, a captive's 
attachment point would be penetrated if more than 5% of the policies originated in it 
in 2002 went to claim. 

Exhibit 2. Excess of Loss Arrangement: 25% Premium Cede and 5% loss Attachment Point 

100% c------·-.. ·-----.. - -----·-·-·-" 
90% .:. - . . .• -- - .. ---- - . - . -. _, 
60% -t- ---- - ·· · ·· - - - - ··- -- ---- --
70% +-. . , ... • = r · ~ ~ ~ ~ ~ : ~ : ~ ~ .I 
40% -i---
30% ·I .. .. . 
20% ·I ---

10% . 
0% .. 

- •• - - - •• - * - - i 

Premium Written 

0 Primary Ml_ • Reinsurer (lender) ... 

Source: Boor, Stearns & Co. Inc. 

1

~~ 1-- --- · ·I 1---- ·-I 
HU'to .. .. .... • · "! 
70% .. . . I 

60% ---. ·l 
50% •..... - . -I 
40% ... · .! 

30% -- - -- -- ··I 
20% .. . - .. - ' ) 

1o% J~~~~L_.....:..· J·! 0% ·. -
Losses Incurred 

• Reinsurer (le~der) . OPM~~~~iC.~:·: 

Because the credit envirorunent has been excellent over the past several years, most 
captive attachment points have not been breached . Therefore, under excess of loss 
agreements, lenders have been able to share in the premiums of the mortgage 
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insm·ance industry but not incm any meaningful levels of loss. Despite the tact that 
the econcrnics of these structures have been \!nfavorab!e for the Mis, !enders have 
been able to pressure the industry into ceding very high percentages of premium 
recently while maintaining relatively high attachment points. 

Reinsurance, such as that provided by captives, has traditionally been procured by 
primary insurers that seek capital relief or are concerned about exposure to a 
panicular asset class or geographic area. However, as the accompanying exh ibits 
indicate, private mortgage insurers do not have to be concerned about capital levels 
(they are very well capitalized) or geographic concentrations (their portfolios are well 
diversified), and claims expenses seem likely to remain at fairly low levels. Clearly, 
loss mitigation has not been the catalyst behind the increased use of captive 
reinsurance over the past several years. Instead, it appears driven primarily by 
lenders tinding their principal businesses of originating and servicing mo11gages 
under pressure. These lenders see participation in mortgage insurance as an 
appealing way to supplement earnings from their core business. 

Exhibit 3. Statutory Capital Ratios and Loss Ratios 

18.0 .--------------~ 50% . ---------------

Q 16.0 

§ 140 

o; 12.0 J w.a 
~ 8.0 
J 6.0 

~ 4.0 
ir 2.0 

OJ) 

MGIC PMI Radian Triad 

Source: Coolpany dala; Bear, Steams & Co. lnc. estimates. 

45% 
40% 

35% 
Jl 30% 
~ ZS% 
§ 20% 

15% 
10% 

Exhibit 4. Geographic Distribution of Risk in Force at 12i31/01 
MGIC Y,ot RIF PMI % ofRJF Radian 
Celi!<Kni~ 12.0% Cal1fomia 12.5% Ca~'foroia 

lexas 6.2'¥> Florida 8.5¥. Fklrida 
Vlinoil; 52% Texas 6.8% New York 
Mi~higan ;';.3% Virgnia 2.9% Texas 
Ohio 4.6% WaShing~:>n 4.4% Georgia 
New YOIX 4.2% MasS>JChussetts 2.5% Pennsylvania 
i'IOI!da 6.3% NewYock 4.7% New Jersey 
Pennsyh'ania 4.0% I Pennsylvania 3.6% Ataooa 
Georgia 3.2% Georgia 3.8% llonois 
New Jer$ey m lllincis ~ Colorado 
Tcp10 53.8% Top 10 54.6% Top 10 

Source: Company data. 

'!. ofRlf Triad %otRIF 
15.4% Calff~nia 14.9% 
7.4% F!O<ida 7.5% 
6.4% Texas 7.3% 
5.2% Illinois 6.7% 
4.4% GsOtyia 6.2% 
3.6% Nonh CarOlina 5.7% 
3.8% Pennsyt1ania 4.0% 
4.0% ~lorado 3.6% 
3.6% Arizona 3.4% 

~ Virginia ill 
57.6% Topla 62.6% 

Mortgage insurers have succumbed to the pressures that lenders have placed on them 
to "share" profits, and captive reinsurance arrangements are facilitating this practice. 
The phenomenon, whereby mortgage insurers are being forced to give away business, 
even though they don't need risk relief, is a reflection of a unique industry structure. 
Generally, borrowers, who make down payments of 20% or less when purchasing a 
home, are required to obtain and pay for mortgage insurance, but lenders determine 
which company will provide the coverage. 
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Because mortgage insurance is a commodity with consistent pncmg (i.e., the 
characteristics of the policies written and the premium rates charged by the ptimary 
Mls are vittually identical), a lender is able to sel.ect the mortgage insurer it wants as 
there is virtually no difference to the consumer between offerings. This creates an 
environment in which lenders, because of their roles as referral sources, are well 
positioned to seek a portion of mortgage insurers ' growing income streams. 

Under the Real Estate Settlement Procedures Act (RESPA), lenders are not permitted 
to receive fees or compensation for referring business; but, Mls provide a variety of 
products and services to lenders to gamer favor. These include captive reinsurance 
ammgements, which were initially developed as reasonable risk-sharing structures 
but have been taken to extremes in our view. We believe many recent structures have 
unfavorable return characteristics for the primary Mls. 

Under the terms of the Baynham settlement, a class action suit that alleged RESPA 
violations, some Mls are now req\1ired to obtain a written opinion from an 
independent actuary indicating that the net ceded premiums under each captive 
agreement are "commensurate or reasonably related to the risk transfetTed." Despite 
the existence of actuaries' opinions, we believe that in many captive structures there 
may not be a proportionate transfer of risk; and we find it difficult to understand how 
some of these arrangements conform with the RESP A. 
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Hypothetical Return Analysis of Excess of Loss Captives 

While the earliest captive structures transferred a portion of risk to lenders that was 
equivalent to the percentage of premiums ceded (i.e., quota share), many current 
structures cede a substantial percentage of earned premium while the risk transferred 
may be significantly lower or predicated on a very high number of claims (i.e., excess 
of loss). Excess of loss captives have quickly evolved from structures where 16% of 
premiums written were ceded to the reinsurer, with the primary insurer taking the 
first 4% of the claims (number of claims) and the lender/reinsurer taking the next 4%, 
to structures (known as 5-5-25s) where 25% of the premiums written were ceded to 
the reinsurer, with the primary MI agreeing to take the first 5% of clairns and the 
lender/reinsurer taking the next 5%. Today, some captives arc being structured so 
that 40% of premiwns written are ceded t.o the lender/reinsurer, the primary MI takes 
the fi rst 4% of claims, and the lender/reinsurer takes the next 10% of claims (known 
as 4-l0-40s). Excess of loss captives that ccd.e more than 25% of premiums are 
called "deep-cede" captives. 

fn an environment in which claim development is substantial, captives should protect 
primary Mls from incurring significant losses. However, absent a significant 
economic downturn or decline in home prices, we believe it is unlikely that that 
claims will rise enough to deeply penetrate the lender attachment points specified in 
most captive arrangements. In fact, Countrywide Financial, a large lender with a 
captive reinsurance unit (Balboa), recently indicated that its models suggest there is 
only a 30% probability that Balboa 'Ari ll have pay claims on books of business tbat 
have attachment points of 5%. 

Because the Mls do not provide vintage cumulative claim rate (lhe cumulative 
number of policies that have gone to claim in a given year as a percentage of total 
policies written in a given year) data, it is difficult to assess the likelihood that 
captive attachment points will be pierced. There is some infonnation we have been 
able to collect that together enables us to do a reasonable job of estimating how many 
claims to expect from a book of business in a "nonual" operating environment. 

At a recent investor conference, Radian's CEO, Frank Fillips, indicated that a 
seasoned claim rate of 3% for prime loans is typical in a normal operating 
environment And at PMI's annual investor meeting, management indicated that its 
1989 book of business (which seasoned during a recession!) has oniy experienced a 
claim rate to date of about 4.5%. We suspect most Mrs model their business for a 
claim rate that is somewhere in between thest: two figures. 

Investors are used to evaluating the claim experience of companies by monitoring 
loss ratios (i.e. , the dollar amount of claims as a percentage of the dollar amount of 
premiums earned) rather than claim rates, so we' ve attempted to equate the two 
metrics. The 4.5% cumulative claim rate on PMI's 1989 book of business transiates 
to a roughly 53% cumulative loss ratio, based on disclosures in the company's 200 I 
IOK. We know that most of Countrywide's reinsurance arrangements with Mls 
specify attachment points of 4% or 5%. And Countrywide has indicated that the 5% 
claim rate equates to a 50% loss ratio. 
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The following exhibit iliustrates our contention that captive attachment points at 
claim rates of 4% or 5% are similar to loss ratios of 39% and 49%, respectively. This 
finding is consisrent with the empirical data collected from PMl and Cotmtrywide. 

Exhibit 5. Comparing Claim Rates and Loss Ratios 
Insurance ill Force 
Average Coverage 
Risk in Force 

Average Loan Size 
Number ol Po!ici~s in Force 

Loss Ar.adlmOOI Point {number of claims/total policies in force) 
Cumulative No. of Claims af Attachment Point 
Average Claim Amount 
Cumulative $ Claims at Attachment Pool 

Estimated Cumulativ-e Preii'Jum Earned (ll 

Cumulative $ Claims at Attachment Point 
Cumulative Loss Ratio at Anach.ment Point 

( 1) Based on analysis shown in Appe.'ldix 11. 

SOllrce: Bear. Stearns & Co, lnc. estimates. 

$100,000,000,000 
25% 

25,000.000,000 

$130,000 
769,231 

4.0%1 
30.769 
$25,000 

$769,.230,769 

$1,982,000,000 
$769,230,769 

39%1 

$100,000,000,000 
25% 

25,000,000,000 

$130,000 
769,231 

5.0%1 
36,462 
$25,000 

$961,538,462 

$1.982,000.000 
$961,538,462 

49%1 

We believe that most of the Mls price their business to meet a 15% return on equity 
objective, assuming a seasoned loss ratio of 35%-40%. These loss assumptions seem 
consistent with seasoned claim rates of 3.5%-4.0%, which are also common 
attachment points for many excess of loss captive arrangements. Because the 
primary Mls do not price captive policies differently than non-captive business, this 
means that by the time they start getting paid by reinsurers under excess of loss 
captive arrangements, it is too late, and their returns have already been negatively 
affected by large premium cessions. Jn our view, deep-cede excess of loss captives 
do not meer companies' return hurdles, and they only provide " reasonable" returns 
for the primary Mls if the credit environment is very good (as in the late l990s). 
Even then, under ideal conditions, the ROEs on business written in a 40% excess of 
loss captive structure likely won't exceed the low teens. 

We reached this conclusion by modeling the profitability of a hypothetical book of 
insurance over a ten-year period assuming a 75% annual persistency rate (by year teo, 
about 95% of the risk in force had paid do'.\n or charged oft). This translates into a 
weighted average book life of abotll three years. 

We modeled a variety of return scenarios using different combinations of cumulative 
loss ratios and percentages of premiums ceded to captives. The matrix in Exhibit 6, 
shows the outcomes of the various combinations. Return calculations are based on a 
15: I risk-to-equity ratio, which is maintained over the life of policies in force. This 
effectively assumes that capital is successfully redeployed as the "risk" in force (i.e., 
the book of business) runs off over the ten years. 

Two ROEs in the exhibit below are highlighted: 15% and 7%. Both scenarios 
assume a 35% cumulative loss ratio over the roughly ten-year life of the insurance 
book. The difference in the levels of profitability reflect the fact that in the 15% 
ROE scenario, the book of business is not part of a captive arrangement, while in the 
7% ROE scenario, the book of business was written in a 40% excess of loss captive 

MORTGAGE FINANCE: THE TROUBLE WITH CAPTIVE REINSURANCE 

ECX 0793 ______ ......;;;;....;;;..;,...;..,.,;;.,;,....;;,...;; _________________________________ --·····--.. -· ··- . 

2014-CFPB-0002     Document 108-46     Filed 04/22/2014     Page 13 of 37



structure (for the full model used to calculate the return data in the following exhibit, 
please see Appendix fD. 

Exhibit 6 clearly shows that deep-cede captives generate low returns under "normal" 
(35% loss ratio) business conditions. 

Exhibit 6. Return on Equity of a Book of Business: Not Written in Captives vs. Written in 
Captives 

·Z!r'.k ·25% ·30% ·55'4 -60% -65% 
G% 20% 18% 17% 11% !l% a% 6% 

15% 18% 16% 14% 12% 12% 12% 12% 
20% 17'h 15% 13% 12% 12% n% 11% 11% 11% 1<% 

Premium 25'1. 15% 14% 12% 11% 10".4 10% 10% 10"~ 10% 10% 
Coded 30% 15~~ 13% i S% 9'1'. 9% 9% 9CJ:. 9% 9% 9% 

35% 14'4 12% 10% !!% 8% 8% 8'J, Y% 1% 7% 
40% 13% 11% 9% CKJ ~% 6% 6-(!J. 6% 6% 6% 

Note: Assumes excess capllal is redeployed and Ulilt a 15:1 risk-to-equity ratio (GAAP) is mainiained over U1e life ol the 
insurance book. 

Soorce: Bear. Steams & Co. Inc. estimates. 
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Empirical Impact of Excess of Loss Captives 

Over the last several years, all of the Ml companies have written more of their 
business in captives, reflecting the pressures put on them by their lender "customers," 
who have set up reinsurance subsidiaries. The increasing popularity of captives is 
reflected by the charts in Exhibit 7. The percentage of flow new insurance written 
(NlW) that was subject to captives in the first qua1ter of 2000 was 34% for MGIC, 
30% for PJ\.11, 33% for Radian, and 42% for Triad, whereas in the foutih quarter of 
2002, the amount ofjlow NIW subject to captives was 46% for MGlC, 66% for PMI, 
58% for Radian, and 44% for Triad (note that there arc quarterly fluctuations in the 
percentage of business written in captives at individual companies). The bulk 
insurance that the Mls write is not eligible for captives, so the percentage of total 
NIW subject to captives is lower than the percentage ofjlow NIW subject ro captives. 

Exhibit 7. Percentage of New Insurance Written Subject to Captives 

Captives u a o/, of Flow NIW 

ro%r-------------------------------------------------------~ 
65'k . ------ -----· ----- . ...... .. ,. 

60% 

55% 
00%----- ... .. .. ..... .. .. .. .. 

45% 

40% 

C;lj)liv<$ as a 'k of T otll NIW 
70% r--........ - .......... -··--"·--.... - .... - .. ----·---·- - ---................. - ... . - . .. --.. -------·----·-~ 

65% 

SO% 

45% 

40% · 

35% 

30% 

25% 

20% 

Source: ~y data; Bear, Steams & Co. Inc. estimates .. 

MORTGAGE FINANCE: THE TROUBlE WITH CAPTIVE REINSURANCE 

2014-CFPB-0002     Document 108-46     Filed 04/22/2014     Page 15 of 37



PREJVHlJM CEDE 
RATES H AVE RISEN, 
Too 

Because PMI and Triad have written more business in cap tives over the past couple 
nf " .. ,., . ., " <rrPMPr n ?rrPniJH'P 1\f thP.ir in.~urnnf'P in fnrr.P is f'.llrre:ntlv <:11hiP.rt tl"l ...... ; --- ..,, ~~ ~--~·-· r-~- -.. .-.··-o ...- ..... - -··-·- · · ·- ·· · · ·· · -- ·· · J- · -- -- .... - -· -· - ·· .; ·· --J--- ·-

captives compared to Radian and MGIC (though penetration is rising at these 
companies, too). 

Exhibit 8. Percentage of Flow Insurance in Force Subject to Captives 

45% 

40% 
35% 
33% 
zs•· .. 
20% 
15% 
10% 
5% 
Q% 

MiG PMI RON TGIC 

SO'.Fce: Company reports; Bear, Steams & CO. ~;c. estimates. 

The fact that PMJ and Triad appear to have written more business in captives over the 
past couple of years than the other companies, combined with our belief that they 
have entered into a significant number of deep-cede captive arrangements with large 
lenders (for example, PMI has indicated that it has deep-cede arrangements with II 
large lenders), may account for some of the market share gains that they have 
achieved recently. 

Exhibit 9. Market Share Trends (Traditional, Flow Business Only) 

25% 
23% 
20% 
18% 
15% 
13% 
10% 
8% 
5% 
3% 
0% 

Triad 
---· ·3a- ol-·--- a-. 4-oo-1 ----o-io02_ ... _ -··-2-a-o2--m3a02·----o4a02-: 

MGIC PMI Radian 

Source: MICA; Bear, Steams & Co. Inc. estimates. 

These factors have also resulted in PMl and Triad ceding a greater percentage of their 
total gross written premiums than MGIC or Radian. Exhibit I 0 below shows that in 
the fourth quarter of 2002, MGIC, Radian, Plvfl, and Triad ceded about 8%, 11%, 
15%, and 17%, respectively, of their total written premiums. These values do not 
fully reflect the percentage of premiums that are being forfeited to captives, however, 
because they include premiums associated with bulk policies that are not subject to 
captives. Excluding written premium generated by bulk policies, we estimate that in 
the fourth quarter of 2002, MGIC, Radian , PMI, and Triad ceded about l l %, 15%, 
17%, and 20%, respectively, of the gross w1it1en premiums generated by their 
traditional, flow books of business. 
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P ERCENTAGE OF 

PREMl UMS CEDED 

SHOULD CONTINUE 

TO RISE 

Exhibit 10. Reported Premium Cede Rate Trends 

Sou~: Cofrllany data: Bear. Steams & Co. Inc. estimates. 

For most of the Mls, the percentage of insurance in force subject to captives is still 
considerably tess than the percentage of new insurance written subject to captives 
(see Exhibit 11 and the columns that are boxed). Over time, as companies write more 
insurance in captives and as older policies that are not subject to captives run off, the 
percentages of new insurance written and insurance in force subject to captives 
should converge. The current refinance boom is accelerating that convergence to 

some extent. Until that happens, the percentage of premiums ceded relative to total 
premiums written or flow premiums written should continue to rise. 

Exhibit 11. Summary of Current Captive Penetration and Premium Cede Rates (4Q02) 
Premiums Premiums EsUmated Average 

%Total Nl'll ln % lolaiiiF in Ce<loQ/T olol 'J, Flow HIW In %Fiow11F In C•ded!Fiow Promlum Cede per 
Company Captives C•pUves Pf9mium Written Captives CilPOVOS Pflmlum Written Captive AgrHrnenl 

MTG 36% 27% 6% 46% 34% 11% 30% 

PMI 63% 4;;'11) IS% 66% 47% 17% 34% 

RON 39% 30'4 Jl% ;e% 44% 15% 33% 

iGJC 44% 401)', 17% <4% 45% 20% 40% 

Source: Company data: Bear, Steams & Co. Inc. estimates. 

Unless there is a change in strategy, the percentage of flow insurance in force in 
captives will eventually rise to between 50% and 60%. The ten largest mortgage 
originators in the U.S. control a roughly 55% share of the market. If all of these 
lenders have captives, 55% of all flow new insurance written by the Mls would be 
subject to them. We estimate that the Mls willing to write 4-10-40 excess of loss 
business wiib i.hese wmpnnie:s will enu up ce::uing l1W<1Y approximately 22% of ihe 
flow premiums they write. To the extent that the Mls are also engaged in captives 
with other lenders, in addition to the top ten (e.g., 66% of PMI's flow NfW was 
written in capti.ves in the fourth quarter of 2002), the event.ual premium ce.de rate 
could be even higher. 

Exhibit 12 shows estimates of where premium cede rates would eventually settle if 
the ten largest lenders (55% of the origination market), or if the 25 largest lenders 
(70% of the origination market), have captives. In this example, we assume that PMI 
and Radian have 40% excess of loss arrangements with the ten largest lenders and 
that MGIC has 25% excess of loss arrangements with those companies. We assume 
that the average amount of premium that PMI and Radian cede to the 25 largest 
lenders is 35% and that MGIC cedes 25%. 

-------------------------------------------------------------------------------
Page 16 MORTGAGE FINANCE: THE TROUBLE WITH CAPTIVE REINSURANCE 
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CAPTIVES ARE 
ERODJNG BOOK 
VALUE..<; AND MARKET 

VALUES 

The fact that MGIC will no longer write deep-cede excess of loss business as of April 
1 ?flO"\ ~rf"t\ntl f~ fnr l·hp JnnrPr ~mf\Hnt nf nrPrniurn~ \liP PY n Pr•t 1t tn rPrlP ~c;:: ~ 
... , _ ...... ..,_, - ........... - .... ~.__ ......... -~- ._ ............ . -·· 4 ........... ..., .. r·-- ... - .......... ··- -··r--.. ......... ---- -- .... 

percentage of its flow and total premiums written. 

Exhibit 12. Premium Cede Rates Based on Captive Penetration of NIW 
II Have CapdveJ with Ten Largest Lendel'l MGIC PMl Radian Ave;aso 
Avernge Ceded Amount in Captive Arrangement 25% 40% 40% 35% 

'l'. of Flow !IF Writlen in ca,>tive; 55% 55% 55% 55% 
Premiums Ceded as a% of flow Premium Eam~ 14% 22% 22% 19% 

% ol T otat iiF Wrrnen in Captives 41% 47'% 44% 44% 
IPremi~'llls Ce<ied as a% of Total Ml Premium Earned 10% 19% 18% 16% 

If Han Captives with Ull.arpest Lenders MGIC PMI Radian Average 
Average Ceded Amount in Cap~ve Atrangement 25% 35% 35% 32% 

% of Flow llf Wrinen il Captives 70% 70% 7QO;f 70% 
Premiums Cede<! as a % of Flow Premium Earneo 1MI 25% 25~h 22% 

% of Tolat IIF Wril16n in Ca tivos 53% 60'k SS% 56% 
Promiums Ceded as a% ofT<Xal Ml Premium Eamed 13% 21% 20% 18% 

Swrce: Company data: ll<lar, Stijarn:o & Co. !nr.::. estirnaies. 

Exhibits 13-15 below are summaries oftbe estimated effect of captives on MGIC's, 
PMI's and Radian's EPS (no share repurchases assmned), book values, and stock 
market valuations. They estimate how much income the companies are foregoing 
because they cede revenues to lenders. 

To reach the conclusions shown in the following exhibits, we assume that the 
percentage of insurance in force subject to captives at the beginning of 2003 is 
consistent with data reported by each company in the fourth quarter of 2002 (see 
Exhibit 8 on page 15). We further assume that over time, as each company's book of 
business grows and tums over, the percentage of insurance in force subject to 
captives reaches parity with the percentage of new insurance written subject to 
captives. We estimate this will take approximately four years, meaning the 
percentage of new insurance written and insurance in torce subject to captives will be 
the same by the end of2006. If the ten largest lenders have captives, this penetration 
rate is 55%. Ifthe 25 largest lenders have captives, this penetration rate is 70%. The 
average amount of premium ceded per capti:ve arrangement varies from mortgage 
insurer to mortgage insurer fmd is indicated in the footnotes to the exhibits. 

Based on the current penetration rates of captives on individual companies' insurance 
n n rl-fnlif\<:! " nti thP """"mnt·1rm th"t 1'hf\<:P nPnPh-.;,t·i ,~n rO\IP~ w ill ,.,.,rh ""o;.. rntPr thP ... ..... ._~_..,. __.. ........ , .... ..___. . ...._.. ... _...,. .... -~ .~~4 ..,.. . ., ••- .. •~ "-·--~- t'..,. ,. • ..,. __ .. _.._. .... •-· ·- ... •· ••• ·---• .. ,.._rv ..,,._. .. -·-

next four years, we estimate that captives will negatively affect MGIC's, PMI's, and 
Radian's 2003 EPS by $0.64, $0.73, and $0.58, respectively. And by 2007, we 
estimate MGIC's, PMI's, and Radian's EPS will be negatively affected by $1.12, 
Sl.24, and $1.12, respectively. 

A scenario whereby the 25 largest lenders have captives with each mortgage insurer 
is also documented in Exhibit 13 below. 

BEAR, STEARNS & CO. INC. Page 17 
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Exhibit 13. EPS Lost to Captives, 2003E·07E 
AssumO\g T tn L•?•t ltodoro Havt C•ptlvu 2003E lOO.U: 2oo;e 2006E 2007E 

MGIC !nve•unent C<lrp. ~> $'.),64 $0.76 $0.89 $1.04 $1.12 
f'MI Grcup"' $0.13 $0.85 $0.99 $ 1.14 S1.24 
Radio.1Gro~~» $0.58 $0.71 $0.87 S1 .G4 $1.12 

Anuming 25 Largost LMd;rs Have Captives 2003£ 2004E 2005€ 2006£ ZOO IE 

MGIC IIIVc~tmert Corp. 1'l $0.70 so .as $1.09 $1.33 S1.43 
PM1Grwo"1 S0.75 S0.90 S1.08 $127 $1.36 
Radian Group"' S0.6G SIJ.76 S0.95 Sl.1!i S1.25 

(1) Average excess of loss arrang;Jmentis 25%. 
(2) Average excess of loss arrangement is 40%. 
(3) Average excess of loss arrangement is 35%. 
Source: Bear. Steams & Co. Inc. estimates. 

Over the next five years, assuming the percentage of insurance in force subject to 
captives reaches 55%, we estimate that captives will have a cumulative negative 
effect of S4.46, $4.94, and $4.31 on MGIC's, PMI's, and Radian's book values per 
share, respectively. These are very material impacts on net worth, when considering 
the fact that these companies book values per share at the end of 2002 were $33.87, 
$24.42, and $29.42, respectively. The effect is greater if the 25 largest lenders have 
captives with each mortgage insurel' and is also shown in Exhibit 14 below. 

Exhibit 14. Cumulative Book Value per Share Lost to Captives, 2003E·07E 
A.$$uming Ten La!9,!SI Lender& Have ta~tives 2003E 2004E 200SE lOOEE 2007E 
MGfC tnve.tment CoJl>. 1'1 ·$0.64 S1.40 $2.29 $3.33 S4Ao 
PMI GrO\JpC!l $0.73 $1.57 $2.56 $3.71 $4.9<1 
Rod ian Group t2l S0.58 $1.29 S2 t& sno $4.31 

As5umns 25 Largest Lend-er-, Have t.'spUves 2003E l004E 2005E 2006E 2007E 
MGIC lnv .. unent Cotp. 111 $0.70 $153 $266 S3.99 $5.42 

PMI Gro~~p "' $0.15 $1.66 $2.1'3 So\.01 S5.38 
Ra1lian Group ~1 SO.M $1J7 ~<.32 $3.47 S4.7i 

( 1) Average excess of loss arrangement is 25%. 
(2) Average excess of loss arrangetrent is 40%. 
(3l Averaqe excess of loss arrangetrent is 35%. 
Source: Bear. Stearns & Co. Inc. estimates. 

In our view, the negative impact of captives on eamings should have a negative etTect 
on the stock market values of the private mortgage insurance companies. For 
example, assuming the ten largest lenders have deep cede excess of loss captives, we 
estimate that by the end of 2003, MGlC's stock price will be roughly $5 lower, 
PMI's stock price will be roughly $6 lower, and Radian's stock price will be $5 
),...,.,,h .. 6-L..,.._ •t..-~, . ... ...... ~.1...1 ....... 1. .. -'-"':,.. .... &... ro. ~t' .. ~... .............. A .... ~- ... -~ .... ,.. ~ ....... _ .... .,.)+- ......... rt:-- ""-•• ,.. .... • •A- ••A;. 
lVVV"i UlGU \.UVJ WVULU V1-U"'1Wll3"-' U"' U t.UV~V 1vVU.l}JC.::UU\ri) Vll ...... l. ..... U 1- ..... VUJ.ll5 G..UJ lCVVUUt,;,i.) 

to lenders. This assumes the shares of MI companies will trade at forward PIE ratios 
of 8x (which we think is conservative). Our estimates of the effect on stock market 
value if the 25 largest lenders have excess ofloss captives with each mortgage insurer 
is also indicated in Exhibit 15 below. 
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Exhibit 15. Estimated Market Value per Share Lost to Captives, 2003E·07E 
Assuming Ten Lal'9!st Lenders Have C.apU~e~ 2003E 2C04E 2005E 2006E 2007E 
MGIC lnve:$lrue.nt ~. (O 55.12 $6.06 $7.13 $8.:>3 $9.00 
PM1 Group 01 $5.80 $6.79 $7.90 $9.15 $9.81! 
~dian C-<oup :» $<1.64 $5.71 $6.92 $8.29 $8.95 

Assumlng Z5l.ugcst Lenders Hne Capri"~• 2003f 20fi4E 2005E 2006E Z007E 

MGIC lnveslmenl Corp. "' $5.57 $7.(i4 $5.71 $10.60 $1 1.45 

PMIGrOUD 01 $6.01 $724 SS.53 $10.19 Sl i .OO 

Radian Group"' S4.83 $&.12 $7.57 $9.23 $9.97 

( 1) Average excess of loss arrangement is 25%. 
{2) Average excess of loss arrangetne.ot is 40%. 
(3) A•1erage excess of loss arrangement is 35%. 

Source: Bear, Steams & Co. Inc. estimates. 
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Managements Have Taken Different Positions on Captives 

Writing business in deep-cede captives might make sense for companies that a) 
would lose the business if they weren't willing to cede the premium, and b) are 
overcapitalized, and c) are unable to effectively return the excess capital to 
shareholders, and d) can be certain that returns on the deep-cede business will exceed 
the returns that could be generated if the capital was invested in low-risk fixed
income investments instead. 

In Exhibit 6 on page 13, we've assumed that captive re insurers begin to pay all 
claims when the cumulative loss ratio for a book of business exceeds 35%. At this 
point, even if losses continue to increase, the primary MI.'s business that was written 
in excess of loss captive structures no longer experieru.:es declining returns. The 
ROE for a 4-10-40 structure, for example, would trough at about 6%, a higher return 
than companies can likely eam on fixed-income investments in the current interest 
rate environment. This might justify writing business in deep-cede captives rather 
than having capital sit idle. But, it is important to recognize that we have only 
estimated that reinsurers begin to pay claims when the loss ratio exceeds 35%. It is 
possible that the threshold is higher (or perhaps lower in some cases). If the 
attachment point is too high, and the captive arrangements have been structured 
poorly, the floor ROE could be closer to 0% in some circumstances. Unfortunately, 
there is no way to tell. 

MGIC, which has excess capital, can't redeploy it or return it to shareholders to the 
extent that it would like to, and recognizes the risks (to its market share) of not 
writing deep-cede captive business, has already told lenders that it will stop doing so 
at the end of the first quarter of 2003. This decision reflects management's view that 
the company will be unable to generate adequate returns on deep-cede captive 
business under normal credit conditions, an assessment we agree with. 

PMJ (and other companies) appears willing to continue to write policies in deep-cede 
captive structures. At the company's recent investor conference, management 
indicated that it can tolerate the lower n:tums gem:ratc:d by deep cedes because it has 
other sources of revenue (such as non-U.S. mortgage ins11rance), which it believes 
provide an offset. We're not convinced that this strategy makes sense longer term, 
unless PMI's business mix shifts more quickly from the current 80%-85% accounted 
tor by U.S. mortgage insurance. 

Exhibit I 6 below shows that over the past several years, MGIC has generally bad one 
of the lowest reported combined ratios among the private Mis. Recently, however, 
its combined ratio has risen above those of its peers, which seems to now put MGIC 
at a modest disadvantage when pricing captives. Still, as we see it, even in very good 
operating environments, most of the private Mls have combined ratios of more than 
45%. To the extent these ratios revert back to the higher levels experienced in more 
nonnal operating environments, we don't believe Mls can continue to produce 
double-digit returns on equity on books of business that are written in deep-cede 
captives. 

MORTGAGE FINANCE: THE TROUBLE WITH CAPTIVE REINSURANCE 
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MGIC L lK.ELY TO 
LOSE MARKET SHARR 

Exhibit 16. Combined Ratios of Private Mortgage Insurance Companies 
Combined Ratio MGlC PMI Radian TGIC RMIC UGC 

&7% 77% 75% NA NA 
731\ 81% 65% NA NA 
721> 74% 60% NA NA 
62% 71% 59ft NA NA 
60% 7210 55'/o NA NA 
59"1. 7011. 50% 61 lfo NA 
58% 70'4 48% 60% 600> 
55% 71\lo 45% 56% 43% 
4510 51'4 45% 

44% 54% 46% 

Source: Company data; Bear, Steams & Co. Inc. estimates. 

MGIC's decision to stop writing deep-cede, excess of loss insurance is significant If 
the other :tvUs follow MGIC' s lead, they would all presumably benefit from better 
pricing without experiencing meaningful market share shifts. Unfortunately , it 
appears that, for now, competitors wj)J continue to wrjte insurance through modestly 
profitable captive structmes. P:tvn and Radian have suggested that they plan to ' 'wait 
and see" how lenders react to MGIC's announcement, with hopes of gaining market 
share at MGIC's expense apparently influencing their thinking. Triad also seems 
unlikely to follow MGIC, as it has been an innovator in captive solutions over the 
past several years and has gained market share as a result. 

MGIC may turn out to be a short-term loser if the other primary mortgage insurers 
don't stop writing business in deep-cede captives. Eleven of MGIC's largest 
customers either have or want a 40% excess of loss captive arrangement witb the 
company. So far, MGIC's discussions with lenders are apparently progressing well, 
and some lenders appear willing to consider altematives to 40% deep-cede captives. 
Management is optimistic that it will still be able to salvage many of those 
retationshlps. 

We believe that the same lenders that have or want deep-cede captive arrangements 
are also the ten largest customers of most of the private mortgage insurers. MGIC's 
ten largest customers sent it nearly 40% of its business in 2001. We estimate that 
they account for approximately ten points of the company's 25% market share. 

Exhibit 17. Market Share from Top Ten Customers 

Estimated Flow Mar1<et 
NIW from Top Ten Traditional (Flow ) Market Share from Top Ten 
Customers· 2001 Share • YTO 2002 Customers 

MGIC 38% 25% 10% 
PMI 38% 19% 7% 
RON 43% 13% 6% 

Source: Company reports; Bear, Sleams & Co. Inc. estimates. 

BEAR, STEARNS & CO. INC. Page 21 

ECX 0793 

·~ ! 
~:: 

" . :; 
-~ ,·· 

' ,' 

.,. ,. 
;:: ,, 
.,. 

2014-CFPB-0002     Document 108-46     Filed 04/22/2014     Page 22 of 37



Page 22 

ECX 0793 

Even if lenders decide to punish MGIC for not writing policies in deep-cede captive 
structures, we d011bt they will pull all of their business away from the company for 
the following reasons: 

• Strong Relationships and Valuable Products. MGIC has established strong 
relationships with its lenders over the years, and it continues to provide them 
with valuable products and services in addition to captives (e.g., Defender, 
eMagic, EQUIX Financial Services, and Lender Landscape). 

• Brokers and Correspondents Play a Role in the Decision Process. Large 
!enders may not be able to completely control which mortgage insurers are used 
by the brokers and correspondents they source business from. In a recent survey 
of brokers, conducted by Campbell Communications and sponsored by Inside 
Mortgage Finance, when asked about their relationships with the top ten lenders, 
55% of them said they were dissatisfied and were considering switching 
wholesale lenders due to poor :.ervice. About 40% of brokers cited slow 
underwriting as the primary reason for their dissatisfaction. The study also 
indicated that one way brokers did save time was to use remote contract 
underwriting services provided by mortgage insurance companies. To the extent 
that MGIC has strong relationships with, a11d provides value (including fast 
contract underwriting) to, brokers and correspondents, it may be able to preserve 
most of the market share that it derives through the wholesale origination 
channel. Countrywide has indicated that it has full control over the placement of 
mortgage insurance at the broker level, but that correspondents make their own 
decisions. Nearly 47% of Countrywide's mortgage production was originated by 
correspondents in 2002. Even if most large lenders make the mortgage insurance 
decision for broker originated loans, 30%-35% of the mortgage production in the 
U.S. is originated tlu·ough the correspondent channel. This suggests that of the 
ten percentage points ofMGIC' s market share potentially at risk, at least three to 

four percentage points are relatively secure even if lenders with captives choose 
to reallocate business away from MGIC. 

• Quota Shar e or 25% Excess of Los.s Cap tives May Be Suflicient. Some of the 
lenders in question may choose to continue to do business with MGIC in quota 
share arrangements instead of excess or loss arrangements. MGIC is willing to 
·write 40% quota share business because there is real risk sharing. Some lenders 
h <> v P "' ""''" 'Pntl\1 Pl{nri"~~Pri "' w ill inont>"" t r'l l'r'ln<:iripr· .:;_.:;.?.:; <:tnli'TnrP>: ''"" wPll "'~ .. _._ · .... "'"rr-··- ~· .... · .; ... .. 1 .... .. ._ ........... - · · -· --·"-o------- ~ .... _....,_ ..... ,. .... _ .. -- ... - .... .... .... - .... ....... , ... ... ....... ·· - , ~ - -

quota share arrangements. 

Exhibit 18 seeks to quantify the impact of various levels of market share loss on 
MGIC's EPS and growth of insurance in force in 2003 and in 2004, assuming the 
company does stop writing business in deep-cede captives on April 1, 2003. We've 
assumed that there is an impact on market share beginning in tbe second quarter of 
2003 . While we varied the amoWlt of new insurance that the company will write 
over the next two years, we kept all of the other variables (i.e., otber income, 
operating and credit expenses, persistency) in our earnings model constant. In 
reality, it seems possible that if MGIC loses market share and writes less new 
business, it would incur slightly lower underwriting expenses than we have assumed 
(and companies that gain market share would incur slightly higher underwriting 
expenses). L'l the short run, seeking market share gains at the expense of writing 
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business that doesn't meet corporate return hurdles may have a positive impact on the 
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negative impact on the earnings and book growth of MGIC (Exhibit 18). Longer 
tetm, an increase in share as a result of writing more deep-cede captive business may 
result in lower profitability for the companies that gain share from MGIC. 

Exhibit 18. Impact of Loss of Market Share on MGIC's EPS and Insurance In Force Growth 

Market Share of NIW 2003 EPS 200311F Growth 2004 EPS 200411F Growth 

25.0% $5.95 5.4% $6.87 11.3% 
24.5% S5.93 5.0% $6.80 10.8"!. 
24.0% $5.91 4.5% $6.73 lOA% 
23.5% $5.90 4.0% $6.66 9.9% 
23.0% $5.88 3.5% S6.59 9.4% 
22.5% S5.66 3.1% $6.52 9.0% 
22.0% $5.85 2.6% $6.45 8.5% 
21.5% $5.83 2.1% $6.38 8.0% 
21.0% $5.81 1.7% $6.31 7.5% 
20.5% $5.79 1.2% $6.24 7.0% 
20.0% $5.78 0.7% $6.1i 6.5% 
19.5% $5.76 0.2% $6.10 6.0% 
19 0% $5.74 ..().2% $6.03 5.5% 
18.5% $5.73 -07% $5.96 5.0% 
18.0% $5.71 ·1.2% $5.89 4.5% 
17.5% $5.69 -1.6% $5.82 4.0% 
17.0% $5.67 ·2.1% $5.75 3.4% 
16.5% $5.66 -2.6% $5.68 2.9% 
16.0% $5.64 -3.0% $5.61 2.4% 
15.5% $5.62 ·3.5% $555 1.8% 
15.0% $5.61 -4.0% $5.48 1.3% 

Note: ROIV that is boxed reflects the current Bear S1eams estimates. A 22% Share of new insurance written implles that lhat 
MGIC wiN lase !hfee points of market share due to lis dedsicn 10 no !ooger ~~e lxssiness in deep-cede capti•te arranggments. 

Swrce: Bear, Sleams & Co. Inc. estimates. 

Exhibit 19. Impact of Change in Market Share on PMI's EPS and Insurance in Force Growth 

Market Share of NIW 2003 EPS 2003 IIF Growth 2004 EPS 200411F Growth 

27.0% $4.30 23.4% $5.68 27.2% 
26.5% $4.29 22.6% $5.62 26.6% 
26.0% $4.27 21.8% $5.56 26.1% 
25.5% $4.26 21.0% $5.50 25.5% 
25.0% $4.24 20.2% $5.44 24.9% 
24.5% $4.23 19.4% $5.38 24.3% 
24.0% $4.21 18.6% $5.32 23.7% 
23.5% $4.20 11.8% $5.26 ~:J. l'i'o 

23.0% $4. 18 17.0% 55.20 22.5% 
22.5% $4.17 16.1% S5.14 21.8% 
22.0% $4.15 15.3% $5.08 21.Z% 
21.5% $4.14 14.5% $5.02 20.5% 
21.0% $4.12 13.7% $4.96 19.9% 
20.5% $4.11 12.9% S4.91 19.2% 
20.0% $4.09 12.1% $4.65 16.5% 
19.5% $4.08 11.3% 5479 17.9% 
19.0% $4.0$ 10.5% $4.73 17.2% 
18.5% $4.05 9.7% S4.67 16.5% 
18.0% $403 8.9% $4.61 15.7% 
17.5% $4.01 8.1% $4.55 15.0% 
17.0% $4.00 7.3% $4.49 14.3% 

Note: Row that is boxed reflects the current Bear Steams estimates. We have not bui~ any man<et share gain (at the expense of 
MG!Cj into our insurance in foroo or E?S estimates for PMI ~et 

Source: Bear, Sleams & Co. Inc. estimates. 
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Exhibit 20. Impact of Change in Market Share on Radian's EPS and Insurance in Force Growth 

M~rltet Sh~re of NIW 2003 EPS 2003 UF Growth 2004 EPS 2004 IIF Growth 

24 .0~ $5.02 22.6% $6.67 25.7% 
23.5% SS.01 21.7% $6.61 25.1% 
23.010 $4.99 20.9% $5.54 245% 
22.51'. S4.97 200% $6.47 23.8% 
22.0% $4.95 192% $6.41 23.2% 
21.5'7o $4.94 18.4% $6.34 22.6% 
21.0% $4.92 17.5% 56.27 21.9% 
20.5% $4.90 16.7% S6.20 21.3to 
20.0% S4.S9 15.8% S614 20.6% 
19.5% $4.87 15.0% $6.07 19.9% 
19.0% $4.85 14.1% $6.00 192% 
18.5% $4.84 13.3% $5.94 185% 
180% $4.82 12.5% $5.87 17.8% 
17.5% $4.80 11.6% $5.80 17.1% 
17.00!. $4.78 10.8% $5.74 16.4% 
16.5% $4.77 9.9% $5.67 15.6% 
16.0% $475 91% $5.60 14.9% 
15.5% $4.73 8.3% $5.54 14.1% 
150"!. $4.72 7.4% $5.47 13.3% 
14.5% $4.70 6.6% $5.40 125% 
14.0"/o $4.68 5.7% $5.33 11.7% 

Note: Row !hat is boxed reftects the current Bear Steams estima1es. We have rol built any market share gain (at the expense of 
MGICj into ctr insurance in for(e or EPS estimates for Radian ~t. 

Sol.rte: Bear, Steans & Co. lr.c- estimates. 

There are ways other than captives that enable MI companies to share p rofits and 
build strong reLationships with lenders. MGIC recently established its Advantage 
program, which is similar to GE·s Preferred Partner program. Advantage is a pay
for-perfonnance program, whereby the primary MT compensates the lender based on 
tbe quality of the business the lender delivers to it. This potentially increases returns 
for both the primary MI and the lender, rather than reducing the returns of the 
primary MI, as is the case with most excess of loss captives. 

Because lenders are c.ompeusated under the Advantage programs based on borrower 
risk scores generated by MGIC's underwriting system, it is critical that they 
understand the characteristics that produce the highest score and, accordingly, the 
largest fee . There are a variety of variables that are cri tical (see Exhibit 21 below). 

Exhibit 21. Variables Affecting MGIC's Risk Score 

Loan-to-Value Ratio 
Debt·to·lncome Ratios 
Type of Documentation from Borrower 
Market in Which Property Is Located 
FICO or Other Credit Scole 
Loan Purpose 

Soorce: MGIC. 

Mortgage Term 
Mortgage Instrument Type 
MGIC Coverage Percentage 
Occupancy Status 
Property Type 

The credit scores generated by MGIC's system are associated with expected levels of 
profitability. According to MGJC, a score of 60 is the baseline level of profitability 
that it is willing to accept. To the extent that scores are higher than the baseline 
requirement, it is willing to make a payment to the lender. That payment is less than 
the incremental profit benefit it expects given the higher-than-average quality of the 
loans that that the lender has asked MGIC to insure. Exhibit 22 shows various MGIC 
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mortgage scores and how they correspond to expected profits and the fee that MGIC 
will pay th~ lender for ~endi ng the business. 

Exhibit 22. MGIC's Profitability from Levels of MGIC's Score 

MGIC Mortgage Score 
Under70 

70.0 . 79.9 
80.0 - 89.9 
90.0. 99.9 

100.0. 109.9 
Above 109.9 

Source: MGIC. 

Average E)(pected Gross 
Margin 

Under 70 bps 
75 
85 
95 
105 

Over 100 

MGIC's Average Margin 
Above Base Margin 

Under 10 bps 
15 
25 
35 
45 

Over SO 

Payment to lender for 
Quality Services 

0 bps 
10 
20 
30 
35 
40 

Under the Advantage program, lenders are also required to perfonn certain services, 
which benefit MGIC from a credit and operating perspective. These include 
providing loan counseling for borrowers, educating them about homeownership and 
mortgage loans in order to reduce delinquency, and p roviding them with information 
about the benefits of private mortgage insurance. Lenders are also encouraged to 
conununicate and deliver infonnation electronically. 

There are some drawbacks. For one, this program is primarily targeted to smaller 
lenders, and it may not be perceived by larger originators as an adequate replacement 
for deep-cede captives. Also, if other mortgage insurers develop similar programs, 
this might also take away from its effectiveness. In essence, lenders could contimte 
to djstribute business to the various Ml companies as they did prior to the 
introduction of pay-per-performance programs, yet now they would receive 
compensation for a portion of the loans that are insured. Some states, including 
California, have rejected these programs because the are seen to violate insurance 
regulations that prohibit rebates. 
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RETURi'iS WERE 

HJGHERTUAN 
NORMAL IN THE LATE 

1990s 

Returns for the Ml lndustry Likely to Decline 

Exhibit 23 indicates that over the past several years returns on equity have generally 
been very high for the private mortgage insurance .industry. In most cases, they've 
exceeded the 15% hurdle rate that we believe most companies target. 

Exhibit 23. Return on Equity Trends 

24% . - . - - - - . • - - - - - - . - . . - . . - - . - - • - - • • • ' 
~:: rs-- ·~~-- ~-- ·- __ - - - ---:- - · --~- - -- -- · - ~-= -:--~-~-·~-- ~~-- -! 

~r -~.:~ :~~ - . . - ---. - . -. ---- . ·.· : : ~ -. - : ~ . : : ~ " .. : ~ ·_ -. -~ --- -! 
10% -·- ----··- ---- - -....----

1997 1998 1999 2000 2001 2002 

Note: ROEs tor PMI and Radian ;,dude businesses other tr.<ln mortgage insurDr.ce, but we do oot believe tllat these have 
artilidally inflated consolidated returns. 

Source: Company data; Bear. Steams & Co. Inc. estimates. 

This strong perfonnance can be attributed to several factors: 

• Low Penetration of Captives. Until recently, excess of loss captives only 
represented a fraction of the MI industry's insurance in force. As a result, the 
lower returns that we believe characterize business written in captive 
arrangements have not yet had a significant effect on overall profitability. 

• Better-than-Expected Creclit Experience. Over the Jast five years, credit 
peribnnance bas been excellent. As a result, loss ratios have been lower than the 
levels that most Mis assumed when they set pricing to achieve mid-teens ROEs. 

• Shorter Policy Lives. There have been several refinance booms over the past 
five years, which have resulted in a high level of runoff (only some of which 
returned to industry in the fonn of new policies). This limited the aging of Ml 
companies' insurance portfolios. Losses are typically very low (and, 
accordingly, returns are very high) in the first few years of an insurance policy's 
life, and usually peak (and returns trough) in years three through five. If a book 
of business refinances after two years, then the impact of losses on a company's 
returns is considerably less than if the loans seasoned while the Ml still had 
exposure to the credit risk. 

• Higher Premium Rates on Some Business. The l\1Is began to write bulk 
business over the past several years, which has proven to be an excellent source 
of new growth. Generally, tbat business carries very high premium rates and 
should therefore have produced higher-than-average returns before seasoning. 
This has helped mask the lower returns of captive policies even as they have 
accounted for a rising portion of companies' insurance. 

Page 26 MORTGAGE F INANCE: THE TROUBLE WITH CAPTIVE REINSURANCE 
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RETURNS LIKELY TO Some of the factors that contributed to higher-than-norn1al returns over the past 
several years seem likely to dimjnish over the ne:xt few years; 

• Captive Penetration Increasing and Cedes Are Deeper. Business written in 
captives may only yield premium income that is 60%-75% of that produced by 
non-captive business; and to the extent that captive penetration, and in pruticular 
deep-cede captive penetration, of insurance in force is increasing, there will be a 
negative effect on companies' returns. 

• Credit Quality Deteriorating. Credit quality is deteriorating as a result of 
higher unemployment and due to the fact that underwriting standards were 
loosened over the past few. In addition, as the government-sponsored enterprises 
(GSEs) have broadened their offerings to serve more new borrowers, the Mls 
have written insurance on higher-risk loans. These mortgages are now beginning 
to season. 

• Books of Business May Stay in Force Longer. Newer books of business will 
likely remain in force for a longer period of time, and probably through the 
period of peak losses. This reflects lower ra.tes on new loans and therefore a 
lower propensity to refmance. 

• Bulk Loans Are Seasoning. As losses rise, retums will beuer reflect the longer
term performance of bulk business, as opposed to the very high returns reported 
prior to any loss development. 

The following chart reflects our estimates of mortgage insurers' long-run returns on 
equity under two scenmios: companies have excess of loss captive relationships with 
the ten largest lenders and with the 25 largest lenders. We' ve assumed that MGIC 
does not write any business in captives that require premium cedes of more than 
25%. While we estimate that the returns on MGIC's core Ml business are higher 
than its peers (because of its decision to avoid deep-cede captives), the differential is 
less significant when analyzing companies' consolidated returns. This is because 
PMI and Radiru1 have diversified to some extent over the past few years. 
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Exhibit 24. Estimated Long·Run Returns on Equity of Mortgage Insurance Companies 
Caetl•es with 10 l a!BHilenders Copdws with 25 La111est ler.ders 
MTG flUH PMi MTG RUN ~MI 

'II o! Fbw IIF Not Subject to EJCCOSS oi loss CapU....s 01 ~5~ 45~ 45% 30% :lO% 30~ 

%of FI<>N ~F Subject to Exoe;s o! Loss Capk'wa. "' 55% 55~ 55% 70% 70% 10'A 
rotsi Flow fnsi.B'a.nce in f orce fOOl~ 100% !00% 100% 100% 100% 

'II of Total ifF Nell Su!:,ea fC E>cess ol loss CapfiYes ''' 5911 56~ 5311 47% 44% 40'11 
% oiTo<aHIF Sobtecl to Excess of Loss Captives"' 41 % 44~ 47% 53% 56% 60'11 
Total lnsuranm in For-ce lOll% 100% 100% 100% 100% lOll% 

%of IIF Not in Ca~es 59% 56% 53% 47% 44% 40'11 
%of IIF '" 25% Excess ot Los.• Cap~i·•et 41% 0'4 0% 53% 12% : 3'11 

% of iiF '" 40% Excoss of Los~ Cap1i'a* 0~ 44% 41% 0% 44% •7~ 

ROE ot Non-Caplive !lusifl!lss 15'!. 15% 15% 15% 15% 1$% 
ROE of 25% Excess of loss Cap~,.. B"Silless 11'4 11% 11'4 11% 1\% 11% 
ROE ot 40% E~cess of Loss Capiive Bcsiloss 7% 7% N 7% 7% 7% 

r.ll Eamng<l a< a %of Total Consolidat<>dE<>mif'.lS 100% 65% 801'. 100% 65'Y. 80% 
Other as • % of Co•sofldated Eatnings 0% JS'i. :roll> 0% 35% 20% 
TOlal ConS<>IIG$1lld Earrings 100% 100% 160% 100'>1> 100% 100% 

ROE • Mortgage tnsura~ce Unit 13.411 11.5\i, :1.2'.> 1?.9% 11.0% 101% 
ROE • Other 6us:ne$3ei nm 15.0% 15.0'11 nm ! 5 .~'!1 15.0% 
ROE - Consdl<lated 13.4% 12.1% 12.0'!1 12.9o/t i 2.4% 11.6% 

(1) The percentage of :Tow insvra.1ce in force rot subject to captives is different from ~~e percentage of total insurance in force 
not subject to ceptiv~s ~cause total insurance in force includes bulk Ml policies, which are not subject to captive 
ar1angements. 

(2) The percentage of flow insurance in force subject to captives is different f1om the percentage of total inS~;Tance in terce 
subject to captives because total insurance in force includes bulk Ml policies, wh!ch are oot subject to captive arrangements. 

Source: Bear, Ste3ms & Co. Inc. estimates. 

One of the problems with the private Ml industry is that although companies have 
been generating excess capital (in part a reflection of the recent, very favorable credit 
environment, but also due to the fact that industry insurance in force is only growing 
in the mid-single digits), their ability to redeploy it has been linrited. This is because 
insurance regulators place significant restrictions on how much capital an Mf 
subsidiary can dividend to its parent. 

It appears that the rating agencies are an even greater constraint on the movement of 
capital than regulators when it comes to share repurchases and special dividends_ As 
a result, the mortgage insurance industry may have difficulty re-leveraging over time, 
which could further depress retums. There may be some ability to challenge the 
rating agencies regarding capital requirements, but some may be concerned about the 
risk of rating outlook changes or downgrades. 

Exhibit 25. Debt-to-Equity Ratios 

35% 

30% 

25% - - - - - - -

20% 

15% 

10% 

5% 

0% 

MG!C PMI Radian Triad 

Source: Company reports. 
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Given the challenge of redeploying excess capit.:'l.l, some Mls are w illing to write 
!O\Aier-return business through captive 2n·angernents rat.l-ter than risk losing market 
share ('\vhich could result in even more capital sirtiug idle). 

Exhibits 26 and 27 estimate over-the-life ROEs for a book of insurance that is 
assumed to run off over ten years. Both matrices in clude a variety of different risk
to-capital assumptions and cumulative loss ratio assumptions. 

The first matrix is a book of business that is not part of a captive arrangement. The 
second matrix is a book of business that is part of a 40% excess of loss captive 
arrangement. These demonstrate the deterioration in ren1rns relative to the base case 
scenario (15:1 risk-to-equity ratio) that we provided in Exhibit 6 on page 13 ofthis 
report, which assumes that companies are able to effi ciently redeploy capital as books 

of business wind down but generate strong cash flows. 

Exhibit 26. Estimated Returns on Business Not Wfitten in Captives 
Cumulative lou Ril\lo (ton years) 

·20'.4 ·25Yo -30% ~5% ·40% -45% ·iD% •SS'Io -60% -65% 
11% 10~~ 9% 3% 7% 7% 6% 5% 4% 3'-

10 13% 12% II% 10% 9% 8% 7% 6% 5% 4% 
12 16% IS% 13% 12% 11% 10'% 9% 7% 5% 5% 

Risk/ 14 18% m~ 16% 14% 13% 11% 10% 9% 7% 6% 
Equity 15 20% 18\1. 17% c:::ffi:] 14% 12% 11% 9'.\ 8% 6'1. 

16 ?1% 20% :a% 16% 15% ~~ 11% 10'J;, 8~~ 11. 
14 24% Z2~ m 18% 17% 15% !3,. t l% 9% S'i. 
20 26'li 24,. 22'it 20% 16'11 16'11 14% 12'~ 10:A 8% 

SOUrce: Bear. Steams & Co. loc. eslinates. 

Exhibit 27. Estimated Returns on Business Written in Excess of Loss Captives, Assuming 40% 
Premium Cede 

Cumulative loss R3lio (len years) 
·20% -25% -SO% ·35'1. -40% ~ ... .SO'J. -55% -60'4 -65% 
6% ~~~. 411 3'4 3'11 3\lo 3% 311 3% 3% 

10 8'!0 6'1 5% 4% 4'it 4% 4% 4% 4% 4% 
12 tO'¥. gcy, 7% 5'4 5% 5'4 5% 5% 4% 4'1. 

Risk/ 14 12':> 10% 8% &'It 6'4 6.,., 6% S'!t 5% 5% 
Equity 15 13'1'. 11'10 9% D!:J 6% 6% 6% 6% 6% 5% 

16 14% 12% 9'Yt 7'i'o 7% 7% 7% 6% 6% a% 
18 16% 13% 11'1'. &% 8% 8% 8% a% 7% 7'.4 
20 18% 15% 12% 101\ 9% 9% 9~ 9% 8% 0'}0 

Source: Bear, S!earns & Co. !nc. estimales, 
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Appendix II 

The following models shows how we forecasted the average returns generated by 
books of business in a "nom1al" operating environment. The first exhibit examines a 
book of business that is not subject to captives. The second exhibit examines a book 
of business that is in a 40% deep-cede captive anangement. In that scenario, we 
assume the attachment point is a 35% loss ratio and that the company gets $0.50 of 
capital credit for each dollar of insurance in force written in the captive. We use a 

20% expense ratio, a seasoned cumulative loss rate estimate of 35%, and a 15:1 risk-
to-capital ratio in both models. 

Exhibit 29. Return Model for Non-Captive Book of Business 
NoCa~tive Year 1 Year2 Year 3 Ycar4 YearS Yaar6 Year7 YearS Year 9 Year 10 Tot:ll 
llF lbegi $100,000 S7S,OOO $56,250 $42.188 $31,641 $23.730 S17.798 $13,348 $10,011 57.508 $100.000 
I!F (end) $75,000 $56,250 $42,188 $31.641 $23,730 517,798 $13,348 $10,011 S7.5>)8 ~.631 S5,631 
RIF (beg.) $25,000 $18,750 $14.063 $10.547 $7,910 $5.933 $4,449 S3,337 $2,503 $1 .877 szs.ooo 
RIF (end.) S1S,7SO $14,063 $10,547 $7,910 $5,933 $4,449 $3,337 $2,503 S1 ,877 $1.408 $1,408 

Equity (beg.; $1,667 $1,966 $2,172 $2.288 $2,337 $2,370 $2,395 $2,432 $2,4SO $2,486 $1 ,667 

Eqoitt (end.) $1,966 $2,172 $2,288 $2,337 $2,370 $2,395 $2,432 $2,456 $2,488 $2,508 $2,508 
Equity (assuming excess redeplOyed) S1 ,458 $1 ,094 $820 $615 $461 $346 $260 $195 S146 S109 

Risk·to·Capitai Ratio (bop) 15.0x 12.7x 8.6x 6.1X 4.5x 3.3x 2.5x 1.8x 1.4x 1.0x 15.0x 

RisK-tcrCapitai Ratio (eop) 12.7x 8.6x ll.lx 4.5x 3.3x 2.5x 1.8x 1.4x 1.0x 0.7x 0.7x 
Risk to Capital (exC<~ss redeployed) 1S.Ox 1S.Ox 15.0x 15.0x 15.0.: 15.0x 15.0X ·1s.ox 15.0x l5.1Jx 
Capital Relief irom Captive (cumulative) NM NM NM NM NM NM NM NM NM NM 
Capital Credit per S1 Ceded NM NM NM NM NM NM NM NM NM NM 
Captive Attachment Point {loss ratio) NM NM NM NM NM NM NM NM NM NM 

Investment Por11olio {beg) !0 $299 ssos $621 $670 S704 $729 $765 $790 $819 $0 
Investment Por~otio {tmd) $299 $501) $621 $670 S704 S729 $765 $790 S819 S842 $842 
!n•;estment YieiO 5.0% 5.0% 5.0% 5.0% 5.0% 5.0% 5.0% 5.0% 5.0% 5.0% 

f>ersis!eroy Rate 75% 75% 75% 75% 75% 75% 75% 75% 75% 75% 
Average Premium Rate''> 0.60% 0.60% 0.60% 0.60% 0.60% 0.60% 0.60% 0.60% 0.60% 0.60% 
Premium Ceded in Captive: 0% 0% 0% 0% 0% 0% 0% 0% 0% 0% 
Cumulative Loss Ratio 0% ·2% ·7% ·14% ·20% ·25% ·28% ·31% ·33% ·35% ·35% 

As a %of Premium Earned Year 1 Year 2 Year 3 Year4 YearS Year6 Year 7 Year 8 Year9 Year 10 Total 
Premium Earned 100% 100% 100% 100% 100% 100% 100% 100% 100% 100% 100% 
Premium Ceded 0% 0% 0% 0% 0% 0% 0% 0% 0% 0% 0% 
Premium Earned. Net Captives 100% 100% 100% 100% 100% 100% 100% 100% 100% 100% 100% 
lnvestrrontlncorro 1% 5% 9% 14% 20% 28% 39% 55% 75% 104% 16% 
Ceding Commission 0% 0% 0% 0% 0% 0% 0% 0% 0% 0% 0% 
losses 0% ·10% ·34% ·63% -72% ~80% -ii4% -85% ·75% ·101% ·35% 
losses Covere~ by Reinsurance 0% 0% 0% 0% 0% 0% 0% 0% 0% 0% 0% 
Expenses ·20% . 2()",(, :W1 :m ~ 1Jl!9 :MR 1m!! ~ ·20% :2illi 
Prernx Income 81% 75% 56% 32% 29% 29% 56% 50% 80% 83% 61% 

Income Statement Year1 Year2 Year 3 Year4 YearS Year6 Year 7 Year 8 Year9 Year 10 Total 
Premium Earned $525 $394 $295 $221 $16& $125 $93 $70 S53 $39 $1,982 
Premilrm Ceded so so so so $0 so $0 so so $0 so 
Premilrm E:amed, Net Captrves $525 $394 $295 $221 S166 $125 $93 S70 553 $39 $1,982 
Ceding Corrmis:;ion $0 so so $0 $0 so so $0 $0 so so 
hvestment lnoome 57 $20 $28 $32 534 $35 S37 $38 S40 S41 $311 
losses so ($40) ($99) ($139) {$1 19) ($99) (S59) (S59) ($40) ($40) ($694) 
Losses Co•1erad by Reinsurance so so so so so so $0 so $0 $0 so 
Clipenses ~ fllil ~ ~ ~ (lli) i.lli} illiJ i1W ~ i.lliill 
Pretax lacome 5427 S295 S165 $70 $48 S3tl $52 S35 $42 $33 $1.203 

Net lnccrne 5299 S207 S115 549 $33 S25 $36 S24 S29 $23 $842 
ROE 21% 19% 14o/. 8% 7% 7% 14% 13% 20% 21% 15% 

Ill The 60-basis;eoint avera~e e!emium rate assumes an ~al mix of 90% and 95% loall·to·value, 30·vear fixed-rate loans with 25% cove!2. 

So~n:e: Bear, Steams & Co. Inc. estimates. 
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Exhibit 30. Return Model for Book of Business Subject to a 40% Excess of Loss Captive Arrangement 
Caf!lve Year 1 Year2 Year l Year 4 Year 5 Year6 Year7 YearS Year 9 Yea• 10 Total 
IIF (beg) $100.000 $75,000 S56,250 542.188 131.641 1>23,730 S17.798 $13,348 S10,01 1 $7,508 SIOO,OOO 
IIF (and) S75.000 S56,250 S42,188 $31,641 $23,730 w.m $13.348 $10,011 $7,508 $5,631 $5,631 
RIF (beg.) $25,000 $18,750 $14,(163 S1 0,547 57,910 55,933 S4.44S S3,337 $2,503 $1,877 525.000 
RIF (e!l<!.} $18.750 $14,003 $i0,547 $7,910 $5,933 $4.449 $3,337 $2,503 $1,877 51.408 $1,4()8 

Equi~t (beg.) Si,667 S1,846 $1 ,959 $1 ,999 S1.988 $1,971 S1 ,954 $1,954 $1 ,945 S1.e4s $1 ,667 

Equity (end.) S1,84ti $1,959 $1,999 $1,988 $1,971 S1 .954 $1.954 Sl,945 $1,945 $1.940 $1,940 
Eqoitt (assuming exl))ss red~k>yed) $1,406 $1.002 $699 $472 S301 $173 $78 $6 so $0 

Risk·to-Capilal Ratio !.bop) 15.0x 13.5x 9.6x 7.0x 5.3x 4.0x :!.Ox 2.3x 1.7x 1.3x 15.0x 
Risk-to-Capital Ratio (eop) 13.5x 9.6x 7.0x 5.3x 4.0x 3.0x 2.3x 1.7x 1.3x 1.0x 1.0X 
Risk to Capilal (eXce$5 redep!oyed) 15.ox 15.0x 1S.Ox 16.0x 15.0x 15.ox 15.0x iS. Ox ~~.Ox i S.Ox 
Capital Relief from Cap!jve (QJmu!ative) 5105 5184 $243 $287 S320 $345 $364 $378 $388 S396 $396 
Capilal Credit per S 1 COOed 50% 50% 50% 50% 50% 50% 50% 50% 50% 50% 
Captive Attachme<JI Point iloss ra\io) 35% 35% 35% 35% 35% 35% 35% 35% 35% 35% 

Investment Portfolio (beg) ${) $179 S292 S333 $321 $305 $287 S287 5279 S278 $0 
lnve$1ment Portfolio (end) $179 $292 S333 S321 5305 $287 $287 S279 $278 $273 $213 
Investment Ylllld 5.0% 5.0% 5.0% 5.0% 5.0% 5.0% 5.0% 5.0% 5.0% 5.0% 

Pmisleocy Rate 75% 75% 75% 75% 75% 75% 75% 75% 75% 75% 
Average PreaJum Rate<1l O.SO% 0.60% 0.60% 0.60% 0.60% 0.60%, 0.60% 0.60% 0.60% 0.60% 
Premium Ceded in Captive: 40% 40% 40% 40% 40% 40% 40% 40Vo 40% 40% 
Cumulative Loss RatiQ 0% ·2% -7% ·14% ·20% -25% -28% ·31% -33% -35% -35% 

as a% of Premium Earned Year 1 Year2 Yea• 3 Year4 Year 5 Year6 Vear7 Years Year9 Year to Total 
Premium Earned 100% 100% 1~0% 100% 100% 100% 100% 100% 100'k 100% 100% 
Premium Ceded -40% -40% -40% ·40% -40% -40% -40% -40% -40% ·40% -40% 
Premium Eamed. Net captives 60% 60% 60% 60% 60% 60% 60% 60% 6()% 60% 60% 
lnveslmenl lnoome 1% 3% 5% 7% 9% 12% 15% 20% 26% 34% 7% 
Ceding Comrrission 8% 8% 8% 8% 8% 8% 8% 8% 8% 8% 8% 
losses 0% -10% -34% -63% -72% -80% -94% ·85% ·75% -101% ·35% 
Losses Covered by Reinsurance 0% 0% 0% 0% 0% O'!o 0% 0% 0% 0% 0% 
Expenses m :Wil ;W9 ~ 1Q.% m :2!lli ~ .:m ~ ~ 
Pretax Income 48% 41% 20% -7% -14% -20% -1% -17% ·1% ·18% 20% 

Income Statement Year 1 Year2 Year 3 Year4 Yea~ 5 Year6 Year7 Year 8 Year9 Year 10 Total 
Premium Earned S525 $394 $295 $221 $1€6 S125 $93 $70 S53 S39 $1,982 
Premium Cadcd (S210) ($158) ($118) (S89) ($66) ($50) ($37) !$28) ($21) ($16) ($793) 
Premium Eamed, Net captives S315 $236 $177 $133 $100 $75 $56 $42 $32 $24 $1,189 
Ceding Commission S42 $32 S24 SIB S13 S10 $7 $6 S4 $3 $159 
Investment !noome $4 $12 S15 S16 $15 $15 $14 $14 $14 $14 $133 
Losses $0 ($40) ($99) {$139) ($119) (S99) ($59) ($59) ($40) ($40) ($694) 
Losses Co•ered by Reinsurance $0 so $0 $0 $0 so so $0 $0 $0 $0 
Expenses (llQID !lli) 1m ~ !rn.l ~ lllil lllil !ill} ~ ~ 
Pretax Income $256 $161 $58 ($16) (S24) ($25) ($0) ($12) {$1) (S7) $390 

Netlncome $179 $113 $41 ($11) ($17) ($17) ($0) {58) tS1) ($5) S273 
ROE 13% 11% 6% -2% -<i% -1 0% 0% -141% 0% 0% 7'll 

Pl The 60-basis-eoint ave~e ~remium rate assumes an ~I mix of 90% and 95% ~-to-value, 30-vearfixed rate loans v.ith 25% coverall!:. 

Soorce: Bear. Steams & Co. Inc. eS1imates. 
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.. ~----------------------------------------------------------------------------------------. . . 

This report has been prepared by Bear, Steams & Co. Inc .. Bear, Steams International Limited. or Bear Stearns Asia 
Limited (together with their aftiliatcs, ''Bear Ste.ams'l , as indicated on the cover page hereof: If you are a recipient of 
this publicntion in the United States, orders in any securities referred to herein should be placed with Bear, Stearns & 
Co. Inc. This report has been approved for publ ication in the Uni ted Kingdom by Bear, Steams International Limited, 
which tS regulated by the Unned Kingdom Fmaoctal Services Authority. This report is not intended for private 
customers in the United Kingdom. This report is distributed in Hong Kong by Bear Steams Asia Limited, which is 
regulated by the Securities and futures Commission of Hong Kong. Additional information is available upon request 

Bear Steams und its cmployeL"S, oflicers, and directors may have positions ant.l deal as principal in transactions 
involving the securities referred to herein (or options or other instruments rdatco thereto), including positions and 
trunsuctions CO!Hrary to uny recommendations conutined herein. Bear Stearns aud its employees may ztlso have 
engaged in transactions with issuers identified herein. 

This publication docs not constitute an offer or solicitation of any transaction in any securities referred to herein. Any 
recommendation contained herein may not be suitable for all investors. Although the infonnation contained herein has 
been obtained from sources we believe to be reliable, its accuracy and completeness cannot be guaranteed. This 

public3tion and ru1y recornmend:nion contained herein speak only as of the date hereof and are subject to change 
without notice. Bear Steams and its affiliated companies and employees shall have no obligation to update or amend 
any information contained herein. 

This publication is being furnished ro you for informational purposes only and on the condition that it \\~It nor form a 
primory basis for ftny investment decision. InvestOrs must make their own det.:rmination of the appropriateness of an 
investment in any securities referred to herein based on the legal, tax, and accounting considerations applicable to such 
investors and their own investnu~m strategy. By virtue of tlus publication, none of Bear Steams nor any of its 
em1>loyccs shall be responsible for any investment decision. ~ 2003. All tights reserved by Oear Steams. 

This report may discuss numerous securities, some of which may not be qualified for sale in certain states and may 
therefore not be offc.rcd 10 investors i1l such states. 

NUT!::. TO ACCOUNT EXECUTIVES: for $CCUrities that are not listed on the NYS6, AMEX, or Nasdaq National 
Market System, check the Compliance page of the Bear Steams lnrranet s11e for State Blue Slcy data prior to soliciting 
or ~ccepting orders fTom clients. 
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MGIC Investment Corp (MTG) 

·- --· Qlcfl;t"• • 

BSC Recommendation History since January 1, 2000 for: 
MGIC Investment Corp (MTG) - U.S. Dollar 
Date Close Price Rating 
1 0-0ct-00 60.00 
30-0ct-00 71.50 
09-Apr-02 70.85 
10-Jul-02 60.15 
09-Sep-02 58.99 
10-0ct-02 37.83 

ATTRACTIVE 
ATTRACTIVE 
ATTRACTIVE 
OUTPERFORM 
PEER PERFORM 

Pr.ll Group (PMI) 

Target 
75.00 
75.00 
77.00 
75.00 
75.00 
64.00 

~~------------------------------~ .. 
so ... 

,. .~..-_________________________ __.j 

:----·----·-··-······-·- - -·····" ' 
. _.;-:::::-c:lo&o !:.. . ~!!..'11 .=.:..11_~~~--- -·- .. 

BSC Recommendation History since January 1, 2000 lor: 
PMI Group (PMI)- U.S. Dollar 
Date Close Price Rating 
06-Sep-00 31.47 
08-Sep-00 33.56 
18-Apr-01 29.76 
25-0ct-01 28 .35 
10-Apr-02 41.38 
19-Jun-02 38.90 
09-Sep-02 34.15 

BUY 
BUY 
BUY 
BUY 
OUTPERFORM 

Target 
35.00 
42.50 
42.50 
43.50 
50.00 
50.00 
50.00 
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Rsdian Group Int. (RON) I 
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BSC Recommendation History since January 1, 2000 for: 
Radian Group Inc. (RON)· U.S. Dollar 
Date Close Price Rating Target 
28-Jun-01 40.92 BUY 
24-0ct-01 34.59 BUY 55.00 
10-Apr-02 
09·Sep·02 

54.03 
43.66 

BUY 
OUTPERFORM 

60.00 
60.00 
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Disclosures 

Ratings for Stocks {vs. analvst coverage universe) 
Outperform (0) - Stock is projected to outperform analyst's industry coverage universe over the nex-t 
12 months. 
Peer Pcrfonn (P) - Stock is projected to perform approximately in line with analyst's industry 
coverage universe over the next 12 months. 
Underperform (U) - Stock is projected to underperfonn analyst's industry coverage universe over the 
next 12 months. 

Ratings for Sectors (vs. regional broader market index) 
Market Overweight (MO) - Expect the industry to perform better than the primary market index for 
the region over the next 12 months. 
Market Weight (MW) - Expect the industry to perfonn approximately in line with the primary 
market index to r the region over the next 12 months. 
Market Underweight (MU) - Expect the industry to underperform the primary market index for the 
region over the next 12 months. 

Bear. Steams & Co. Inc. ratings distribution as of January 15, 2003 (% rated companies/% banking 
client in the last 12 months): 
13uy (Outperform): 35.0%/21.7% 
Neutral (Peer Perform): 43.5o/o/ l4.7% 
SeU (Underperform): 19.1%17.6% 
Not Rated: 2.4o/o/32.0% 

RDN: Within the past 12 months, Bear, Steams & Co. Inc. or one of its affiliates was the manager or 
co-manager of a public offering of securities for this company. 

RD : Within the past 12 months, Bear, Steams & Co. Inc. or one of its affi liates has performed, or is 
performing, investment banking services for which it bas received a fee from this company. 

Price targets and valuation methods, where appropriate, may be found on page 6 of this report. 

The costs and expenses of Equity Research, including the compensation of the analyst(s) that prepa.red 
this report, are paid out of the Finn's total revenues, a portion of which is generated through 
investment banking activities. 
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Model Regulation Service—July 2000 
 

© 2000 National Association of Insurance Commissioners 630-1 

MORTGAGE GUARANTY INSURANCE MODEL ACT 
 
Table of Contents  
 
Section 1. Title 
Section 2. Definitions 
Section 3. Capital and Surplus 
Section 4. Insurer’s Authority to Transact Business 
Section 5. Geographic Concentration 
Section 6. Advertising 
Section 7. Investment Limitation 
Section 8. Coverage Limitation 
Section 9. Mortgage Guaranty Insurance as Monoline 
Section 10. Underwriting Discrimination 
Section 11. Policy Forms and Premium Rates Filed 
Section 12. Outstanding Total Liability 
Section 13. Rebates, Commissions and Charges 
Section 14. Compensating Balances Prohibited 
Section 15. Conflict of Interest 
Section 16. Reserves 
Section 17. Regulations 
 
Section 1. Title 
 
This Act may be cited as the Mortgage Guaranty Insurance Act. 
 
Section 2. Definitions 
 
The definitions set forth in this Act shall govern the construction of the terms used in this Act but 
shall not affect any other provisions of the code. 
 

A. “Authorized real estate security,” for the purpose of this Act, means an amortized 
note, bond or other evidence of indebtedness, not exceeding ninety-five percent (95%) 
of the fair market value of the real estate, secured by a mortgage, deed of trust, or 
other instrument that constitutes, or is equivalent to, a first lien or charge on real 
estate; provided: 

 
(1) The real estate loan secured in this manner is one of a type that a bank, 

savings and loan association, or an insurance company, which is supervised 
and regulated by a department of this state or an agency of the federal 
government, is authorized to make, or would be authorized to make, 
disregarding any requirement applicable to such an institution that the 
amount of the loan not exceed a certain percentage of the value of the real 
estate; 

 
(2) The improvement on the real estate is a building or buildings designed for 

occupancy as specified by Subsections A(1) and A(2) of this section; and 
 
(3) The lien on the real estate may be subject to and subordinate to the following: 

 
(a) The lien of any public bond, assessment or tax, when no installment, 

call or payment of or under the bond, assessment or tax is delinquent; 
and Not fo
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Mortgage Guaranty Insurance Model Act 
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(b) Outstanding mineral, oil, water or timber rights, rights-of-way, 
easements or rights-of-way of support, sewer rights, building 
restrictions or other restrictions or covenants, conditions or 
regulations of use, or outstanding leases upon the real property under 
which rents or profits are reserved to the owner thereof. 

 
B. “Contingency reserve” means an additional premium reserve established to protect 

policyholders against the effect of adverse economic cycles. 
 

C. “Mortgage guaranty insurance” is: 
 

(1) Insurance against financial loss by reason of nonpayment of principal, 
interest or other sums agreed to be paid under the terms of any note or bond 
or other evidence of indebtedness secured by a mortgage, deed of trust, or 
other instrument constituting a lien or charge on real estate, provided the 
improvement on the real estate is a residential building or a condominium 
unit or buildings designed for occupancy by not more than four families; 

 
(2) Insurance against financial loss by reason of nonpayment of principal, 

interest or other sums agreed to be paid under the terms of any note or bond 
or other evidence of indebtedness secured by a mortgage, deed of trust, or 
other instrument constituting a lien or charge on real estate, providing the 
improvement on the real estate is a building or buildings designed for 
occupancy by five (5) or more families or designed to be occupied for 
industrial or commercial purposes; and 

 
(3) Insurance against financial loss by reason of nonpayment of rent or other 

sums agreed to be paid under the terms of a written lease for the possession, 
use or occupancy of real estate, provided the improvement on the real estate 
is a building or buildings designed to be occupied for industrial or commercial 
purposes. 

 
Section 3. Capital and Surplus 
 
A mortgage guaranty insurance company shall not transact the business of mortgage guaranty 
insurance unless, if a stock insurance company, it has paid-in capital of at least $1,000,000 and paid-
in surplus of at least $1,000,000, or if a mutual insurance company, a minimum initial surplus of 
$2,000,000.  A stock company or a mutual company shall at all times thereafter maintain a 
minimum policyholders’ surplus of at least $1,500,000. 
 
Section 4. Insurer’s Authority to Transact Business 
 
No mortgage guaranty insurance company may issue policies until it has obtained from the 
commissioner of insurance a certificate setting forth that fact and authorizing it to issue policies. 
 
Section 5. Geographic Concentration 
 

A. A mortgage guaranty insurance company shall not insure loans secured by a single 
risk in excess of ten percent (10%) of the company’s aggregate capital, surplus and 
contingency reserve. 
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Model Regulation Service—July 2000 
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B. No mortgage guaranty insurance company shall have more than twenty percent 
(20%) of its total insurance in force in any one Standard Metropolitan Statistical 
Area (SMSA), as defined by the United States Department of Commerce. 

 
C. The provisions of this section shall not apply to a mortgage guaranty insurance 

company until it has possessed a certificate of authority in this state for three (3) 
years. 

 
Section 6. Advertising 
 
No mortgage guaranty insurance company or an agent or representative of a mortgage guaranty 
insurance company shall prepare or distribute or assist in preparing or distributing any brochure, 
pamphlet, report or any form of advertising to the effect that the real estate investments of any 
financial institution are “insured investments,” unless the brochure, pamphlet, report or advertising 
clearly states that the loans are insured by mortgage guaranty insurance companies possessing a 
certificate of authority to transact mortgage guaranty insurance in this state or are insured by an 
agency of the federal government, as the case may be. 
 
Section 7. Investment Limitation 
 
A mortgage guaranty insurance company shall not invest in notes or other evidences of indebtedness 
secured by mortgage or other lien upon real property.  This section shall not apply to obligations 
secured by real property, or contracts for the sale of real property, which obligations or contracts of 
sale are acquired in the course of the good faith settlement of claims under policies of insurance 
issued by the mortgage guaranty insurance company, or in the good faith disposition of real property 
so acquired. 
 
Section 8. Coverage Limitation 
 
A mortgage guaranty insurance company shall limit its coverage net of reinsurance ceded to a 
reinsurer in which the company has no interest to a maximum of twenty-five percent (25%) of the 
entire indebtedness to the insured or in lieu thereof, a mortgage guaranty insurance company may 
elect to pay the entire indebtedness to the insured and acquire title to the authorized real estate 
security. 
 
Section 9. Mortgage Guaranty Insurance as Monoline 
 

A. A mortgage guaranty insurance company that anywhere transacts any class of 
insurance other than mortgage guaranty insurance is not eligible for the issuance of 
a certificate of authority to transact mortgage guaranty insurance in this state nor 
for the renewal thereof. 

 
B. A mortgage guaranty insurance company that anywhere transacts the classes of 

insurance defined in Section 2A(2) or 2A(3) is not eligible for a certificate of authority 
to transact in this state the class of mortgage guaranty insurance defined in Section 
2A(1).  However, a mortgage guarantee insurance company that transacts a class of 
insurance defined in Section 2A may write up to five percent (5%) of its insurance in 
force on residential property designed for occupancy by five (5) or more families. 
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Section 10. Underwriting Discrimination 
 

A. Nothing in this chapter shall be construed as limiting the right of a mortgage 
guaranty insurance company to impose reasonable requirements upon the lender 
with regard to the terms of a note or bond or other evidence of indebtedness secured 
by a mortgage or deed of trust, such as requiring a stipulated down payment by the 
borrower. 

 
B. No mortgage guaranty insurance company may discriminate in the issuance or 

extension of mortgage guaranty insurance on the basis of the applicant’s sex, marital 
status, race, color, creed or national origin. 

 
C. No policy of mortgage guaranty insurance, excluding policies of reinsurance, shall be 

written unless and until the insurer has conducted a reasonable and thorough 
examination of the evidence supporting credit worthiness of the borrower and the 
appraisal report reflecting market evaluation of the property and has determined 
that prudent underwriting standards have been met. 

 
Section 11. Policy Forms and Premium Rates Filed 
 

A. All policy forms and endorsements shall be filed with and be subject to the approval 
of the commissioner.  With respect to owner-occupied, single-family dwellings, the 
mortgage guaranty insurance policy shall provide that the borrower shall not be 
liable to the insurance company for any deficiency arising from a foreclosure sale. 

 
B. In addition, each mortgage guaranty insurance company shall file with the 

department the rate to be charged and the premium including all modifications of 
rates and premiums to be paid by the policyholder. 

 
C. Every mortgage guaranty insurance company shall adopt, print and make available a 

schedule of premium charges for mortgage guaranty insurance policies.  Premium 
charges made in conformity with the provisions of this Act shall not be deemed to be 
interest or other charges under any other provision of law limiting interest or other 
charges in connection with mortgage loans.  The schedule shall show the entire 
amount of premium charge for each type of mortgage guaranty insurance policy 
issued by the insurance company. 

 
NOTE: Open rating states may delete a portion or all of this provision and insert their own rating law. 
 
Section 12. Outstanding Total Liability 
 
A mortgage guaranty insurance company shall not at any time have outstanding a total liability, net 
of reinsurance, under its aggregate mortgage guaranty insurance policies exceeding twenty-five (25) 
times its capital, surplus and contingency reserve.  In the event that any mortgage guaranty 
insurance company has outstanding total liability exceeding twenty-five (25) times its capital, 
surplus and contingency reserve, it shall cease transacting new mortgage guaranty business until 
such time as its total liability no longer exceeds twenty-five (25) times its capital, surplus and 
contingency reserve.  Total outstanding liability shall be calculated on a consolidated basis for all 
mortgage guarantee insurance companies that are part of a holding company system. 
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Section 13. Rebates, Commissions and Charges 
 

A. A mortgage guaranty insurance company shall not pay or cause to be paid either 
directly or indirectly, to any owner, purchaser, lessor, lessee, mortgagee or 
prospective mortgagee of the real property that secures the authorized real estate 
security or that is the fee of an insured lease, or any interest therein, or to any person 
who is acting as an agent, representative, attorney or employee of such owner, 
purchaser or mortgagee, any commission, or any part of its premium charges or any 
other consideration as an inducement for or as compensation on any mortgage 
guaranty insurance business. 

 
B. In connection with the placement of any mortgage guaranty insurance, a mortgage 

guaranty insurance company shall not cause or permit any commission, fee, 
remuneration or other compensation to be paid to, or received by an insured lender or 
lessor; any subsidiary or affiliate of an insured; an officer, director or employee of an 
insured or any member of their immediate family; a corporation, partnership, trust, 
trade association in which an insured is a member, or other entity in which an 
insured or an officer, director or employee or any member of their immediate family 
has a financial interest; or any designee, trustee, nominee or other agent or 
representative of any of the foregoing. 

 
C. No mortgage guaranty insurance company shall make a rebate of any portion of the 

premium charge shown by the schedule required by Section 11C.  No mortgage 
guaranty insurance company shall quote any rate or premium charge to a person 
that is different than that currently available to others for the same type of coverage.  
The amount by which a premium charge is less than that called for by the current 
schedule of premium charges is an unlawful rebate. 

 
D. The commissioner may, after notice and hearing, suspend or revoke the certificate of 

authority of a mortgage guaranty insurance company, or in his or her discretion, 
issue a cease and desist order to a mortgage guaranty insurance company that pays a 
commission or makes an unlawful rebate in willful violation of the provisions of this 
Act.  In the event of the issuance of a cease and desist order, the commissioner may, 
after notice and hearing, suspend or revoke the certificate of authority of a mortgage 
guaranty insurance company that does not comply with the terms thereof. 

 
Section 14. Compensating Balances Prohibited 
 
Except for commercial checking accounts and normal deposits in support of an active bank line of 
credit, a mortgage guaranty insurance company, holding company or any affiliate thereof is 
prohibited from maintaining funds on deposit with the lender for which the mortgage guaranty 
insurance company has insured loans.  Any deposit account bearing interest at rates less than what 
is currently being paid other depositors on similar deposits or any deposit in excess of amounts 
insured by an agency of the federal government shall be presumed to be an account in violation of 
this section.  Furthermore, a mortgage guaranty insurance company shall not use compensating 
balances, special deposit accounts or engage in any practice that unduly delays its receipt of monies 
due or that involves the use of its financial resources for the benefit of any owner, mortgagee of the 
real property or any interest therein or any person who is acting as agent, representative, attorney 
or employee of the owner, purchaser or mortgagee as a means of circumventing any part of this 
section. 
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Section 15. Conflict of Interest 
 

A. If a member of a holding company system, a mortgage guaranty insurance company 
licensed to transact business in this state shall not, as a condition of its certificate of 
authority, knowingly underwrite mortgage guaranty insurance on mortgages 
originated by the holding company system or an affiliate or on mortgages originated 
by any mortgage lender to which credit is extended, directly or indirectly, by the 
holding company system or an affiliate. 

 
B. A mortgage guaranty insurance company, the holding company system of which it is 

a part, or any affiliate shall not as a condition of the mortgage guaranty insurance 
company’s certificate of authority, pay any commissions, remuneration, rebates or 
engage in activities proscribed in Sections 13 and 14. 

 
Section 16. Reserves 
 

A. Unearned Premium Reserves 
 
 A mortgage guaranty insurance company shall compute and maintain an unearned 

premium reserve as set forth by regulation adopted by the commissioner of 
insurance. 

 
B. Loss Reserve 

 
 A mortgage guaranty insurance company shall compute and maintain adequate case 

basis and other loss reserves that accurately reflect loss frequency and loss severity 
and shall include components for claims reported and for claims incurred but not 
reported, including estimated losses on: 

 
(1) Insured loans that have resulted in the conveyance of property that remains 

unsold; 
 
(2) Insured loans in the process of foreclosure; 
 
(3) Insured loans in default for four (4) months or for any lesser period that is 

defined as default for such purposes in the policy provisions; and 
 
(4) Insured leases in default for four (4) months or for any lesser period that is 

defined as default for such purposes in policy provisions. 
 

C. Contingency Reserve 
 

 Each mortgage guaranty insurance company shall establish a contingency reserve 
out of net premium remaining (gross premiums less premiums returned to 
policyholders net of reinsurance) after establishment of the unearned premium 
reserve.  The mortgage guaranty insurance company shall contribute to the 
contingency reserve an amount equal to fifty percent (50%) of the remaining 
unearned premiums.  Contributions to the contingency reserve made during each 
calendar year shall be maintained for a period of 120 months, except that 
withdrawals may be made by the company in any year in which the actual incurred 
losses exceed thirty-five percent (35%) of the corresponding earned premiums, and no 
releases shall be made without prior approval by the commissioner of insurance of 
the insurance company’s state of domicile. Not fo
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 If the coverage provided in this Act exceeds the limitations set forth herein, the 

commissioner of insurance shall establish a rate formula factor that will produce a 
contingency reserve adequate for the added risk assumed.  The face amount of an 
insured mortgage shall be computed before any reduction by the mortgage guaranty 
insurance company’s election to limit its coverage to a portion of the entire 
indebtedness. 

 
D. Reinsurance 
 
 Whenever a mortgage guaranty insurance company obtains reinsurance from an 

insurance company that is properly licensed to provide reinsurance or from an 
appropriate governmental agency, the mortgage guaranty insurer and the reinsurer 
shall establish and maintain the reserves required in this Act in appropriate 
proportions in relation to the risk retained by the original insurer and ceded to the 
assuming reinsurer so that the total reserves established shall not be less than the 
reserves required by this Act. 

 
E. Miscellaneous 

 
(1) Whenever the laws of any other jurisdiction in which a mortgage guaranty 

insurance company subject to the requirement of this Act is also licensed to 
transact mortgage guaranty insurance require a larger unearned premium 
reserve or contingency reserve in the aggregate than that set forth herein, 
the establishment of the larger unearned premium reserve or contingency 
reserve in the aggregate shall be deemed to be in compliance with this Act. 

 
(2) Unearned premium reserves and contingency reserves shall be computed and 

maintained on risks insured after the effective date of this Act as required by 
Subsections A and C.  Unearned premium reserves and contingency reserves 
on risks insured before the effective date of this Act may be computed and 
maintained as required previously. 

 
Section 17. Regulations 
 
The commissioner shall have the authority to promulgate rules and regulations deemed necessary to 
effectively implement the requirements of this Act. 
 

________________________________ 
 
Chronological Summary of Actions (all references are to the Proceedings of the NAIC). 
 
1976 Proc. II 15, 17, 647, 686, 747-753 (adopted). 
1979 Proc. I 44, 47-48, 49, 719, 968-969 (corrected). 
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These charts are intended to provide the readers with additional information to more 
easily access state statutes, regulations, bulletins or administrative rulings which are 
related to the NAIC model. Such guidance provides the reader with a starting point from 
which they may review how each state has addressed the model and the topic being 
covered. The NAIC Legal Division has reviewed each state’s activity in this area and has 
made an interpretation of adoption or related state activity based on the definitions 
listed below. The NAIC’s interpretation may or may not be shared by the individual states 
or by interested readers.   
  
This state page does not constitute a formal legal opinion by the NAIC staff on the 
provisions of state law and should not be relied upon as such. Every effort has been made 
to provide correct and accurate summaries to assist the reader in targeting useful 
information. For further details, the laws cited should be consulted. The NAIC attempts 
to provide current information; however, due to the timing of our publication production, 
the information provided may not reflect the most up to date status. Therefore, readers 
should consult state law for additional adoptions and subsequent bill status. 
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KEY: 
 
MODEL ADOPTION: States that have citations identified in this column adopted the most recent 
version of the NAIC model in a substantially similar manner. This requires states to adopt the 
model in its entirety but does allow for variations in style and format. States that have adopted 
portions of the current NAIC model will be included in this column with an explanatory note. 
 
RELATED STATE ACTIVITY: States that have citations identified in this column have not 
adopted the most recent version of the NAIC model in a substantially similar manner. Examples of 
Related State Activity include but are not limited to: An older version of the NAIC model, legislation 
or regulation derived from other sources such as Bulletins and Administrative Rulings. 
 
NO CURRENT ACTIVITY: No state activity on the topic as of the date of the most recent update. 
This includes states that have repealed legislation as well as states that have never adopted 
legislation. 
 

NAIC MEMBER 
 

MODEL ADOPTION RELATED STATE ACTIVITY 

Alabama 
 

 ALA. ADMIN. CODE r. 482-1-043.01 to 
482-1-043.10 (2008). 
 

Alaska 
 

 ALASKA STAT. § 21.12.110 (1976) 
(Mortgage Guaranty Insurance 
defined). 
 

American Samoa 
 

NO CURRENT ACTIVITY  

Arizona 
 

ARIZ. REV. STAT. ANN. §§ 20-1541 
to 20-1559 (1977/2010). 
 

 

Arkansas 
 

NO CURRENT ACTIVITY  

California 
 

CAL. INS. CODE §§ 12640.01 to 
12640.18 (1961/2012). 
 

 

Colorado 
 

NO CURRENT ACTIVITY  

Connecticut 
 

NO CURRENT ACTIVITY  

Delaware 
 

NO CURRENT ACTIVITY  

District of Columbia 
 

NO CURRENT ACTIVITY  

Florida 
 

 FLA. STAT. 635.011 to 635.091 
(1983/2010); FLA. ADMIN. CODE ANN. 
r. 69O-185.001 to 69O-185.007 
(1974/2013). 
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NAIC MEMBER 
 

MODEL ADOPTION RELATED STATE ACTIVITY 

Georgia 
 

NO CURRENT ACTIVITY  

Guam 
 

NO CURRENT ACTIVITY  

Hawaii 
 

NO CURRENT ACTIVITY  

Idaho 
 

IDAHO CODE ANN. §§ 41-2650 to 
41-2656 (1972/2010) (portions of 
model). 
 

 

Illinois 
 

ILL. ADMIN. CODE tit. 50, §§ 
202.10 to 202.60 (1982/2000). 
 

 

Indiana 
 

NO CURRENT ACTIVITY  

Iowa 
 

 IOWA CODE §§ 515C.1 to 515C.11 
(1963/2010). 
 

Kansas 
 

KAN. STAT. ANN. §§ 40-3501 to  
40-3521 (1977/2012). 
 

 

Kentucky 
 

 KY. REV. STAT. ANN. §§ 304.23-010 
to 304.23-040 (1970). 
 

Louisiana 
 

NO CURRENT ACTIVITY  

Maine 
 

NO CURRENT ACTIVITY  

Maryland 
 

NO CURRENT ACTIVITY  

Massachusetts 
 

NO CURRENT ACTIVITY  

Michigan 
 

NO CURRENT ACTIVITY  

Minnesota 
 

NO CURRENT ACTIVITY  

Mississippi 
 

NO CURRENT ACTIVITY  

Missouri 
 

MO. CODE REGS. ANN. tit. 20, 
§§ 500-10.100 to 500-10.400 
(1996/2003). 
 

 

Montana 
 

NO CURRENT ACTIVITY  Not fo
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NAIC MEMBER 
 

MODEL ADOPTION RELATED STATE ACTIVITY 

Nebraska 
 

NO CURRENT ACTIVITY  

Nevada 
 

NO CURRENT ACTIVITY  

New Hampshire 
 

NO CURRENT ACTIVITY  

New Jersey 
 

N.J. STAT. ANN. §§ 17:46A-1 to 
17:46A-11 (1968/2004). 
 

 

New Mexico 
 

NO CURRENT ACTIVITY  

New York 
 

 N.Y. INS. LAW §§ 6501 to 6507 
(1984/2003). 
 

North Carolina 
 

 N.C. GEN. STAT. §§ 58-10-120 to  
58-10-135 (2001/2009); 11 N.C. 
ADMIN. CODE §§ 11.0401 to 11.0406 
(1978). 
 

North Dakota 
 

NO CURRENT ACTIVITY  

Northern Marianas 
 

NO CURRENT ACTIVITY  

Ohio 
 

OHIO ADMIN. CODE 3901:1-13 
(1978/2007). 
 

 

Oklahoma 
 

NO CURRENT ACTIVITY  

Oregon 
 

 OR. REV.STAT. §§ 743.705 to 743.708 
(1969/1973). 
 

Pennsylvania 
 

NO CURRENT ACTIVITY  

Puerto Rico 
 

 P.R. LAWS ANN. tit. 26, §§ 2301 to 
2307 (1976). 
 

Rhode Island 
 

NO CURRENT ACTIVITY  

South Carolina 
 

NO CURRENT ACTIVITY  

South Dakota 
 

NO CURRENT ACTIVITY  

Tennessee 
 

NO CURRENT ACTIVITY  Not fo
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NAIC MEMBER 
 

MODEL ADOPTION RELATED STATE ACTIVITY 

Texas 
 

 TEX. INS. CODE ANN. § 21.50 
(1971/1997). 
 

Utah 
 

NO CURRENT ACTIVITY  

Vermont 
 

 VT. STAT. ANN. tit. 55, § 66.3 (2010). 

Virgin Islands 
 

NO CURRENT ACTIVITY  

Virginia 
 

NO CURRENT ACTIVITY  

Washington 
 

NO CURRENT ACTIVITY  

West Virginia 
 

NO CURRENT ACTIVITY  

Wisconsin 
 

 WIS. ADMIN. CODE INS. § 3.09 
(1957/2000). 
 

Wyoming 
 

NO CURRENT ACTIVITY  
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A special task force was appointed by the Subcommittee on Essential Insurance to look at a number 
of issues related to mortgage guaranty insurance.  The areas of concern into which the task force 
should make inquiry included:  rating, underwriting, reinsurance, contingency reserves, unearned 
premium reserves, losses and loss adjustment reserves, agents' licensing, admission requirements, 
multiple line or monoline, and conflict of interest.  1975 Proc. I 866. 
 
The goal of the committee was to develop a model law and regulation by December of 1975.  A trade 
association offered to provide each commissioner with a copy of a study on private mortgage 
insurance sponsored by the Federal National Mortgage Association and the Federal Home Loan 
Mortgage Corporation.  The study assessed the mortgage insurance industry's financial strength, 
competitive position and procedures, investment policies, accounting techniques and underwriting 
practices.  1975 Proc. II 477-478. 
 
The drafters concluded that the scope of the proposed model bill should be broad enough to contain 
all pertinent and required regulatory provisions yet concise enough to constitute enabling legislation 
to be implemented by regulations or directives in those jurisdictions where needed.  As they drafted 
the model act, the task force still felt it was important to also develop a regulation to implement the 
model act.  1976 Proc. I 625. 
 
Section 1. Title 
 
Section 2. Definitions 
 
A. The exposure draft contained definitions for residential mortgage guaranty insurance, 
commercial mortgage guaranty insurance and lease guaranty insurance, instead of the single 
consolidated definition adopted.  1976 Proc. I 626. 
 
Section 3. Capital and Surplus 
 
The exposure draft suggested a minimum surplus to be maintained of $500,000 for a stock company 
and $1,500,000 for a mutual company.  These figures were changed before final adoption.  1976 
Proc. I 627. 
 
Section 4. Insurer's Authority to Transact Business 
 
Section 5. Geographic Concentration 
 
The exposure draft contained a limitation on insuring loans in a single or contiguous housing or 
commercial tract in excess of ten percent of the company's assets.  1976 Proc. I 627. 
 
In 1978 the Executive Committee noted that the NAIC Proceedings incorrectly contained an early 
version of the model rather than the one adopted.  1979 Proc. I 49.  One of the errors corrected was 
to replace the contiguous tract language with a more exact definition from the United States 
Department of Commerce.  1979 Proc. I 968. 
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Section 6. Advertising 
 
Section 7. Investment Limitation 
 
Section 8. Coverage Limitation 
 
Section 9. Mortgage Guaranty Insurance as Monoline 
 
The exposure draft of the model contained only the first paragraph.  When the definitions were 
revised, a second paragraph was added which contained the first part of Subsection B.  1976 Proc. I 
628. 
 
After adoption the draft was corrected to show it should also have included the second part of 
Subsection B.  1979 Proc. I 968. 
 
Section 10. Underwriting Discrimination 
 
C. Subsection C was added to the draft after comments on the exposure draft were received.  
1976 Proc. I 628. 
 
Section 11. Policy Forms and Premium Rates Filed 
 
C. A drafting note was added when the draft was corrected to clarify the application of 
Subsection C.  1979 Proc. I 968. 
 
Section 12.  Outstanding Total Liability 
 
One of the corrections made in 1978 was to show the model should have contained the last sentence 
of this section which had been omitted.  1979 Proc. I 968. 
 
Section 13. Rebates, Commissions and Charges 
 
D. The last sentence of Subsection D did not appear in the exposure draft, but was added after 
comments were received by the task force.  1976 Proc. I 628. 
 
Section 14. Compensating Balances Prohibited 
 
There was considerable reworking of this section in the period of time between exposure of the draft 
and adoption.  1976 Proc. I 629. 
 
The draft of this section printed in the Proceedings contained an incorrect version.  It was reprinted 
in 1978 with the correct language.  1979 Proc. I 969. Not fo
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Section 15. Conflict of Interest 
 
Section 16. Reserves 
 
A. Although it was the intent of the drafters to develop a model regulation, this was not done 
after the task force prepared the model act.  1975 Proc. II 477. 
 
B. When adopted the model contained an obvious typographical error.  The version printed in 
the Proceedings spoke of components for claims reported "and unpaid".  The corrections printed in 
1978 showed those two words should not have been included.  1979 Proc. I 968-969. 
 
D. The subsection on reinsurance was not included in the exposure draft, but was added before 
adoption by the NAIC.  1976 Proc. I 630. 
 
Section 17. Regulations 
 
This section was not part of the exposure draft, even though the task force had voiced its intention to 
develop regulations.  1976 Proc. I 630. 
 

__________________________________________ 
 
Chronological Summary of Actions 
 
June 1976:  Model adopted. 
December 1978:  Errors corrected. 
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6/20/11 ORIGINEWS (No Page) Page 1

© 2014 Thomson Reuters. No Claim to Orig. US Gov. Works. 

6/20/11 Origination News (Pg. Unavail. Online) 
2011 WLNR 12254501 
Loaded Date: 06/20/2011 
 

Origination News 
Copyright 2011 Origination News. All rights Reserved.  

 
June 20, 2011 

 
Volume 1; Issue 1 

 
Section: News 

 
Mixed Outlook for MI 

 
Brad Finkelstein, Paul Muolo 

 
 Genworth Financial earned $82 million in the first quarter, a 54% drop from the year ago, as continued losses at its 
mortgage insurance unit held back the company’s financial recovery. Although its MI business is still suffering, the 
Richmond, Va.-based firm saw an improvement in that line of business, thanks to slowing flow delinquencies, and the 
addition of what it calls “high margin new business.” The MI unit lost $81 million in the first quarter compared to a 
$36 million loss in the same period a year earlier. 
 
“Loss mitigation activities, including workouts, presales, policy rescissions and targeted settlements, net of rein-
statements, resulted in $122 million of savings in the quarter,” Genworth said of its MI business. 
 
 Among the nation’s eight MI firms, Genworth ranks fifth in terms of policies-in-force, according to figures compiled 
by Origination News and the Quarterly Data Report. 
 
 Fannie Mae has approved a second subsidiary of Genworth Mortgage Insurance Corp. as an eligible mortgage in-
surance writer, according to a report last month. 
 
 Several of the private mortgage insurers have established subsidiaries to keep on writing new business in the event 
their main operation breaches the 25-to-1 risk-to-capital ratio or minimum policy position required by 16 states. 
 
 A spokesman for Genworth said the subsidiary, Genworth Residential Mortgage Assurance Corp., was not yet writing 
any business at press time last month. 
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 The lender letter from Fannie Mae says GRMAC is approved to write coverage “in a limited number of states, which 
may change over time.” However, the Genworth spokesman noted, “The entity is approved by regulators to write 
business in all 50 states, but we intend to use it only in states where our existing entities are unable to write business.” 
The approval was effective as of April 18, although the lender letter was not issued until May 17. 
 
 Freddie Mac has not approved GRMAC as of now, the Genworth spokesman said. 
 
 This is the third underwriting entity from Genworth that Fannie Mae has approved. Besides GMICO, also approved to 
write business is Genworth Residential Mortgage Insurance Corp. of North Carolina. As of now, all three entities have 
the same Fannie Mae MI code. In the letter, Fannie Mae said it was evaluating whether to assign separate MI codes for 
each entity. 
 
 The private mortgage insurers’ cure/default ratio for March was at an all-time high, at 143.9%, according to the latest 
monthly data from the Mortgage Insurance Cos. of America. This is an improvement over February’s 112.2% and 
March 2010’s 123.4%. MICA changed its data gathering methods in August 2001 so any information prior to that is 
not comparable. Additionally, for a period of time, Radian pulled out of the group (although it is currently a member) 
and more recently, United Guaranty discontinued its membership. 
 
 There were 56,934 cures and 39,557 defaults in March. Primary insurance written was $4.4 billion (with $40 million 
of that through the bulk channel), up from $4.2 billion in February. In March 2010, there was $4.5 billion written; this 
total includes data from UGC. Primary insurance-in-force declined to $621 billion from February’s $625 billion. 
There was $3.4 million of new pool risk written in March. 
 

 ---- INDEX REFERENCES ---  
 
COMPANY: GENWORTH RESIDENTIAL MORTGAGE INSURANCE CORPORATION OF NORTH CARO-
LINA; GENWORTH MORTGAGE INSURANCE CORP; FEDERAL NATIONAL MORTGAGE ASSOCIATION; 
MORTGAGE INSURANCE COMPANIES OF AMERICA; GENWORTH FINANCIAL INC; FEDERAL HOME 
LOAN MORTGAGE CORP 
 
NEWS SUBJECT: (Mortgage-Backed Markets (1MO87); Major Corporations (1MA93); Securitization (1SE75); 
Funding Instruments (1FU41); Residential Mortgage-Backed Securities (1US15); Real Estate Investments (1RE04)) 
 
INDUSTRY: (Investment Management (1IN34); Insurance (1IN97); Mortgage Banking (1MO85); Mortgage Agency 
Debt (1MO90); Financial Services (1FI37); Insurance Products (1IN13); Consumer Finance (1CO55); Asset-Backed 
Securities (1AS67); Mortgage Insurance (1MO34); Banking (1BA20); Retail Banking Services (1RE38); Securities 
Investment (1SE57)) 
 
Language: EN 
 

2014-CFPB-0002     Document 108-49     Filed 04/22/2014     Page 3 of 4



6/20/11 ORIGINEWS (No Page) Page 3

© 2014 Thomson Reuters. No Claim to Orig. US Gov. Works. 

OTHER INDEXING: (However)  
 
Word Count: 525 
6/20/11 ORIGINEWS (No Page) 
END OF DOCUMENT 
 
 

2014-CFPB-0002     Document 108-49     Filed 04/22/2014     Page 4 of 4



 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
EXHIBIT 50 

2014-CFPB-0002     Document 108-50     Filed 04/22/2014     Page 1 of 11



February 26, 2008 10:28 AM Eastern Standard Time 

NEW YORK--(BUSINESS WIRE)--(This is a correction for a press release that was published February 25, 

2008. It corrects the CMG Mortgage Insurance Company U.S statutory capital dollar amount to $280 million.) 

Fitch Ratings today announced a number of negative rating actions on the mortgage insurance (MI) sector 

(see full list below). The actions are mainly driven by continued weakness in the U.S. mortgage markets, 

highlighted by marked deterioration in performance for mortgages backed by subprime and reduced or limited 

documentation (Alt-A) borrowers. 

While initially the current situation was impacted mainly by the subprime mortgage sector, deterioration has 

begun to spill over to other mortgage asset classes, such as adjustable-rate, negative amortizing, reduced 

documentation (Alt-A), and second-lien mortgages. The major factors driving the deterioration in mortgage 

performance indicators has been the poor underwriting process demonstrated by many mortgage lenders the 

past few years, combined with the continued and accelerating national home price decline which has 

eliminated the option to sell or refinance a home to avoid foreclosure for many borrowers. Additionally, this 

phenomenon has created an incentive to 'walk away' from mortgage debt for those borrowers whose current 

estimated home values are below their current mortgage balances. Fraud has also played a key role. These 

developments remain especially relevant for mortgages originated in the past few years. 

The continued trouble in the U.S. mortgage market has led to sharp increases in delinquencies for the MI 

companies, particularly for loans originated in the 2005-2007 vintage years. With reduced options to refinance 

or cure troubled credits, Fitch believes a greater percentage of these delinquent borrowers will end up in 

foreclosure in the years ahead, which will translate into higher claims and losses over this time period. 

Fitch believes the highlighted concerns over problems in the mortgage markets will continue to pressure, as it 

did in 2007, the bottom lines of most MI companies for the foreseeable future. In addition, Fitch believes 

stress in the mortgage markets which has been incorporated into our updated model stress scenarios (see 

Fitch commentary from Feb. 8, 2008 titled 'Fitch Provides Updated Commentary on Mortgage Insurers'), 

especially in the 2005-2007 vintage years, will increase the level of capital necessary to achieve their current 

ratings. This assessment factors in material benefit that Fitch believes the MIs will receive from lender captive 

mortgage reinsurance company arrangements that have been entered into over the years. 

As a result of expected future losses to be realized by the industry over the next several years, Fitch believes 

a number of the major players in the industry will need to raise significant additional equity in the near future 

or risk having their ratings downgraded. Fitch recognizes this process could be difficult given the challenging 

market environment currently being experienced. Except for the most conservative players in the US MI 

Correction - Fitch Announces Various Rating Actions on Mortgage Insurers 

Page 1 of 10Correction - Fitch Announces Various Rating Actions on Mortgage Insurers | Business Wire
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sector, Fitch does not anticipate existing players returning to healthy levels of profitability until late-2009 or 

more likely 2010. While all of the mortgage insurers rated by Fitch have been affected by the deterioration in 

today's mortgage environment, the extent of the trouble varies by company, as each insurer has differing 

levels of exposure to product sectors of concern (i.e., prime, subprime, Alt-A, or negative amortization). 

Furthermore, the companies have different organizational structures, with some benefiting from diversified 

parent companies or from MI operations based in international markets. 

While the majority of the U.S. private mortgage insurance industry's risk in force relates to mortgages that 

conform to government sponsored entities (GSE) underwriting guidelines, the industry as a whole does have 

material exposure to non-conforming loans, both in the subprime and Alt-A sectors, and in many cases with 

the additional risk of untested loan products layered on top (i.e., negative amortization or interest-only loans). 

A large portion of this exposure is housed through the MIs' bulk and modified pool business lines. Additionally, 

significant portions of these non-conforming loans are geographically concentrated in soft markets such as 

California and Florida, where home price depreciation has been especially pronounced. To be sure, the 

national home price decline has had a negative impact on mortgage performance across all sectors of insured 

loans within the 2006 and 2007 vintages, not just higher-risk segments, and this phenomenon has already led 

to significant increases in reserves for all of the mortgage insurers. 

Fitch provides the following rating actions on the MI companies as listed below: 

CMG Mortgage Insurance Co.: Fitch has affirmed the 'AA' IFS rating of CMG Mortgage Insurance Company 

(CMG MI) and revised the Rating Outlook to Negative from Stable. While Fitch believes that CMG MI is in a 

better position to weather the current problems than most of its peers in the US MI industry, weakness in the 

U.S. mortgage markets is still expected to have some impact on the company's performance. CMG MI 

maintains a higher-quality book of business than most of its peers as its portfolio is focused on insuring loans 

underwritten and originated by credit unions, a niche sector which has historically performed better than the 

rest of the mortgage market due to more stringent underwriting standards. CMG MI also benefits from a 

smaller exposure to pooled second lien mortgages than some of its competitors. In Fitch's opinion, CMG MI's 

book of business will continue to exhibit superior performance relative to its peers and Fitch believes the 

company will remain profitable throughout the current economic cycle. 

Fitch has historically viewed the operational support provided to CMG MI by its two parent companies, CUNA 

Mutual Insurance Society ('AA-') and PMI Group, Inc. ('AA'), favorably. However, given the current conditions 

in the US mortgage market, Fitch's rating assessment of CMG MI is tending to view the company as more of 

stand-alone credit. That being said, weakness being experienced at PMI is tending to be a negative drag on 

CMG MI, at least over the near-to-intermediate term. That being said, CUNA remains a solid and dedicated 

parent which continues to support CMG MI. 

At Sept. 30, 2007, CMG MI maintained consolidated U.S. risk in force of $4.05 billion and consolidated U.S. 

statutory capital of $280 million for a risk to capital ratio of 14.5:1. 

Fitch has affirmed the following rating and revised the Rating Outlook to Negative from Stable: 
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CMG Mortgage Insurance Co.: 

--Insurer Financial Strength (IFS) 'AA'. 

Genworth Mortgage Insurance Corp: Fitch has affirmed the 'AA' insurer financial strength rating of Genworth 

Mortgage Insurance Corp. (GMICO) and its operational affiliates. The Rating Outlook on the ratings remains 

Stable. The affirmation of GMICO's IFS ratings reflects the company's conservative underwriting which has 

resulted in an insured portfolio that compares favorably to that of the company's peers with relation to 

exposure to riskier mortgage products and geographies. As a result of GMICO's more conservative 

underwriting, GMICO has been able to outperform its peers from a financial performance perspective. GMICO 

also benefits from ownership by a diversified holding company as well as an established international 

mortgage insurance presence. 

Today's rating affirmation recognizes GMICO's better risk characteristics than its competitors, however Fitch 

believes the company will nonetheless be negatively affected by the overall state of the U.S. mortgage market 

which will make it difficult to generate capital internally within the U.S. mortgage insurance operations. 

Additionally, the expectation for higher losses translates into a higher amount of required capital to support 

previously underwritten business. That said, while Genworth's prior business now consumes more capital, 

Fitch continues to view GMICO's current capital levels as consistent with the 'AA' IFS rating. However, given 

that Genworth Financial Inc.'s international mortgage insurance operations derive significant capital support 

from the U.S. mortgage insurance operations, the anticipated negative pressure on the U.S. mortgage 

insurance operations may constrain growth in international markets. 

As of Sept. 30, 2007, GMICO and its consolidated U.S. mortgage insurance affiliates maintained consolidated 

U.S. risk in force of $28.5 billion and consolidated U.S. statutory capital of $2.5 billion for a risk to capital ratio 

of 11.3:1. 

Fitch has affirmed the following ratings: 

Genworth Mortgage Insurance Corporation 

Genworth Residential Mortgage Insurance Corporation of North Carolina 

Genworth Financial Assurance Corporation 

Genworth Financial Mortgage Insurance Pty Ltd 

Genworth Financial Mortgage Insurance Limited 

--IFS at 'AA'. 

Genworth Seguros de Credito a la Vivienda, S.A. De C.V. 
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--IFS at 'A'; 

--National IFS at 'AAA(mex)' . 

The Outlook on the ratings is Stable. 

Mortgage Guaranty Insurance Corp.: Fitch has placed the 'AA' insurer financial strength (IFS) ratings of 

Mortgage Guaranty Insurance Corp. and MGIC Australia as well as the 'A' long term issuer rating of MGIC 

Investment Corp. on Rating Watch Negative. These rating actions incorporate Fitch's revised view on ultimate 

loss expectations, particularly on the 2005-2007 vintage years, and its impact on the company's capital 

position. MGIC maintains relatively higher exposure to soft markets and riskier product classes through its 

bulk and pool business lines relative to most of its competitors and Fitch believes these products are likely to 

perform considerably worse than recent history. As a result, although MGIC has historically maintained a 

healthy capital base, the present stressful mortgage environment has resulted in a modeled capital shortfall 

for the company at the 'AA' rating threshold. 

If within the next several months, MGIC is able to obtain additional capital resources to address this shortfall, 

Fitch would expect to affirm MGIC's ratings, with a Negative Rating Outlook, reflecting the financial stress 

associated with the present mortgage environment. Assuming MGIC does not raise additional capital to 

support its franchise, Fitch will downgrade MGIC's rating to 'AA-'. 

As of Sept. 30, 2007, MGIC maintained U.S. risk in force net of reinsurance of $53.5 billion and consolidated 

U.S. statutory capital of $5.9 billion for a risk to capital ratio of 9.1:1. 

Fitch has placed the following ratings on Rating Watch Negative: 

Mortgage Guaranty Insurance Corporation 

MGIC Australia Pty Ltd 

--Insurer financial strength (IFS) at 'AA'. 

MGIC Investment Corporation 

--$200 million 5.625% senior notes due Sept. 15, 2011 at 'A'; 

--$300 million 5.375% senior notes due Nov. 01, 2015 at 'A'; 

--Long-Term Issuer Rating at 'A'. 
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PMI Mortgage Insurance Co.: Fitch has placed the IFS ratings of PMI Mortgage Insurance Co. (PMI) and its 

operational affiliates as well as the long-term issuer ratings of The PMI Group, Inc. (TPG) and PMI Capital I 

(see list below) on Rating Watch Negative. These rating actions incorporate Fitch's updated view on ultimate 

loss expectations and its impact on the company's capital position, particularly with respect to the company's 

large exposure to Alt-A, interest-only and high LTV loans. Adding to the overall concern is the potential for 

further negative pressure on earnings for TPG related to its significant investments in financial guaranty 

insurers FGIC Corp. and Ram Holdings Ltd. Given our updated stressed assessments, which incorporate 

additional pressure against business underwritten in the past three years, Fitch believes PMI currently has a 

capital shortfall at the 'AA' IFS rating. Fitch's current assessment of PMI incorporates a view that TPG 

maintains additional financial flexibility through unutilized capital available at several affiliates. 

Given the stress being experienced in the U.S., Fitch would expect PMI to engage in a capital enhancement 

plan to bolster the company's financial position over the next several months. Failure to execute upon a plan 

could pressure PMI's IFS rating by up to two notches in the near-term. 

As of Sept. 30, 2007, PMI maintained U.S. risk in force of $33.6 billion and consolidated U.S. statutory capital 

of $3.7 billion for a risk to capital ratio of 9.6:1. 

PMI's Australian subsidiary's operations benefit from stringent capital standards required by the Australian 

regulatory authorities, which, combined with a high level of regulatory oversight and a strict corporate 

governance regime, substantially ringfence the Australian subsidiary from the capital adequacy concerns 

regarding its parent. Consequently any downgrade of this subsidiary would be limited to one notch. 

Fitch has placed the following ratings on Rating Watch Negative: 

PMI Mortgage Insurance Co. 

PMI Guaranty Co. 

PMI Insurance Co. 

PMI Mortgage Insurance Company Limited (PMI Europe) 

PMI Mortgage Insurance Ltd. (PMI Australia) 

--IFS 'AA'. 

The PMI Group, Inc. 

--Long-term Issuer Rating at 'A'; 

--$250 million 6% senior notes due 2016 at 'A'; 
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--$150 million 6.625% senior notes 2036 at 'A'; 

--$45 million 5.568% senior notes due 2008 at 'A'. 

PMI Capital I 

--$52 million 8.309% trust preferred securities 2027 at 'A-'. 

Radian Guaranty Inc.: Fitch has placed the 'AA-' insurer financial strength ratings of Radian Guaranty Inc. and 

its operational affiliates as well as the long-term issuer ratings of Radian Group Inc. on Rating Watch 

Negative. These rating actions incorporate Fitch's updated view on ultimate loss expectations and its impact 

on the company's existing capital position. This revised view also factors in the implications to the 

consolidated Radian Group Inc. given the company's exposure to subprime mortgages through its structured 

mortgage insurance business line as well as Radian Group's exposure to net interest margin and second-lien 

mortgage insurance. 

Given Fitch's more pessimistic view of business underwritten in the past few years, Fitch believes that the 

current capitalization of Radian's consolidated US mortgage insurance business is below the level required at 

the 'AA-'IFS rating. Absent obtaining additional capital resources over the next several months, it is likely that 

the ratings of the U.S. mortgage insurance operating subsidiaries and Radian Group may be lowered by one 

notch. 

The current ratings and Rating Watch Evolving status of Radian Asset Assurance Inc., the financial guaranty 

subsidiary of Radian Group were unaffected by this action. 

As of Sept. 30, 2007, Radian Guaranty maintained consolidated U.S. risk in force of $34.3 billion and 

consolidated U.S. statutory capital of $3.5 billion for a risk to capital ratio of 9.7:1. 

Fitch has placed the following ratings on Rating Watch Negative: 

Radian Guaranty Inc. 

Radian Insurance Inc. 

Amerin Guaranty Corp. 

--IFS at 'AA-'. 

Radian Group Inc 

--Long-term Issuer Rating at 'A-'; 
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--$250 million 7.75% senior notes due June 1, 2011 at 'A-'; 

--$250 million 5.625% senior notes due Feb. 15, 2013 at 'A-'; 

--$250 million 5.375% senior notes due Feb. 15, 2015 at 'A-'. 

The following ratings remain on Rating Watch Evolving: 

Radian Asset Assurance Inc. 

Radian Asset Assurance Ltd. 

--IFS at 'A+'. 

Market Street Custodial Trusts I-III 

--$150 million money market preferred custodial trust securities at 'BBB+'. 

Republic Mortgage Insurance Corp.: Fitch is taking no rating action on the 'AA' insurer financial strength rating 

of Republic Mortgage Insurance Corp. The Rating Outlook on the rating remains Negative. Fitch believes that 

the Negative Rating Outlook continues to adequately reflect concerns related to RMIC's insured portfolio in 

light of Fitch's revised loss expectations for the 2006 and 2007 vintage collateral performance. While Fitch's 

revised loss expectations, indicate that RMIC's stand alone capitalization level is below the 'AA' IFS rating 

threshold, Fitch notes RMIC benefits from its ownership by Old Republic International Corp., a diversified 

holding company with significant operations in property/casualty and title insurance in addition to mortgage 

insurance. 

That said, Fitch views the holding company's recent significant investments in two of RMIC's competitors, 

namely The PMI Group, Inc. and MGIC Investment Corp., as creating increased correlation between the 

fortunes of RMIC and that of the holding company. In addition, Fitch is also monitoring the performance of 

ORI's consumer credit indemnity (CCI) program which is underwritten by Old Republic Insurance Company 

and consists of first loss coverage to pools of primarily second lien residential mortgage loans. While ORI's 

CCI business has historically performed very well and has yet to experience the problems seen by 

competitors providing similar credit protection, Fitch believes that the performance of ORI's credit indemnity 

product line is closely correlated with the performance of its mortgage insurance business. 

As of Dec. 31, 2007, Republic Mortgage Insurance Corp. maintained consolidated U.S. risk in force of $21.9 

billion and consolidated U.S. statutory capital of $1.7 billion for a risk to capital ratio of 13.1:1. 

Fitch has taken no action on the following ratings, and the Rating Outlook remains Negative: 

Republic Mortgage Insurance Co. 
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--Insurer Financial Strength 'AA'. 

Old Republic International Corp. 

--Issuer Default Rating 'AA-'; 

--Short-term IDR and commercial paper 'F1+'. 

Triad Guaranty Insurance Co.: Fitch takes no rating action on the 'AA-' IFS rating of Triad Guaranty Insurance 

Co. and the 'A' long-term issuer rating of Triad Guaranty, Inc (see list below). These ratings remain on Rating 

Watch Negative. However, based on Fitch's revised view of ultimate loss expectations, particularly with 

respect to the company's large exposure to negative amortization products which represented over 13% of 

the company's primary and modified pool insured exposure, combined with the fact that Triad currently 

maintains the highest operating leverage in the MI industry with a risk to capital ratio of 20.5:1 at Dec. 31, 

2007, Fitch believes Triad currently maintains capital well below levels necessary to maintain an 'AA-' rating. 

Absent obtaining additional capital resources within a short timeframe, it is likely that Fitch will lower the 

ratings of Triad and Triad Guaranty Inc. several more notches, with the IFS rating possibly falling below the 'A' 

category. If capital is strengthened within the noted timeframe, Fitch would expect to affirm the ratings 

At Dec. 31, 2007, Triad Guaranty Insurance Co. maintained consolidated U.S. risk in force of $11.9 billion and 

consolidated U.S. statutory capital of $585 million for a risk to capital ratio of 20.5:1. 

The following ratings remain on Rating Watch Negative: 

Triad Guaranty Insurance Corporation: 

--Insurer Financial Strength (IFS) at 'AA-'. 

Triad Guaranty, Inc.: 

--Long-Term Issuer at 'A-'; 

--$35 million 7.9% fixed coupon senior notes due Jan.15, 2028 at 'A-'. 

United Guaranty Residential Insurance Co.: Fitch is taking no rating action on the 'AA+' insurer financial 

strength rating of United Guaranty Residential Insurance Co. The Rating Outlook on this rating remains 

Stable. While Fitch views the consolidated capital of UGRIC and its U.S. mortgage insurance affiliates to be 

pressured, particularly when taking into account the performance of United Guaranty Corp.'s pooled second 

lien mortgage insurance exposure, UGC and its U.S. mortgage insurance subsidiaries derive significant 

implicit and explicit support from its parent company, American International Group, Inc. (AIG). 
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At Sept. 30, 2007, United Guaranty Residential Insurance Co. and its U.S. first lien and second lien mortgage 

insurance affiliates maintained consolidated risk in force of $28.6 billion (including approximately a $0.3 billion 

component of international business), and consolidated U.S. statutory capital of $2.1 billion for a risk to capital 

ratio of 13.9:1 

The following rating remains unchanged: 

United Guaranty Residential Insurance Company 

--Insurer financial strength (IFS) 'AA+'. 

The Outlook on these ratings remain Stable. 

The following ratings also remain unchanged and remain on Rating Watch Negative: 

Ezer Mortgage Insurance Company Ltd. 

--Insurer financial strength (IFS) 'AA+'. 

United Guaranty Corporation 

--Long-term Issuer Rating at 'AA'. 

Fitch's rating definitions and the terms of use of such ratings are available on the agency's public site, 

www.fitchratings.com. Published ratings, criteria and methodologies are available from this site, at all times. 

Fitch's code of conduct, confidentiality, conflicts of interest, affiliate firewall, compliance and other relevant 

policies and procedures are also available from the 'Code of Conduct' section of this site. 

Contacts
Fitch Ratings, New York 

Thomas J. Abruzzo, +1-212-908-0793 

Davie Rodriguez, +1-212-908-0386 

Ralph R. Aurora, +1-212-908-0528 

Kenneth Reed, +1-212-908-0540 (Media Relations) 
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1

TM

Figure 1:  Risk-to-Capital Ratios

State insurance regulators and the GSEs continue to grant capital waivers above 

the 25:1 Risk-to-Capital ratios required by state law to the legacy MI carriers and 

appr ove new MI subsidiaries and affiliates to write new business as needed.  

Significant changes to the MI industry occurred in Q2 2011, as state regulators and the GSEs ordered two of 
the remaining “original seven” mortgage insurers, RMIC and PMI, to stop writing new business as a result of 
breaching statutory capital limits.  As with all carriers, RMIC and PMI were subjected to the economic 
conditions that have been pervasive since the housing crisis began -- declining revenues and elevated 
incurred losses, leading to operating losses and declining capital levels.

The events of Q2 2011 also demonstrate that the days of regulatory forbearance should be considered a 
thing of the past, as both Arizona and North Car olina state insurance commissioners refused to continue 
waivers for RMIC and PMI, even though both companies had contingency plans to write new business using 
separately capitalized affiliated insurers in states where waivers could not be obtained.  This regulatory 
action has important implications for the remaining carriers, as eligibility of these affiliated insurers was 
contingent on the flagship operating companies remaining eligible in their states of domicile.  For the 
remaining mortgage insurers to maintain eligibility with the GSEs, it now appears that they must maintain 
statutory eligibility of their flagship carriers; converting all business to separately capitalized subsidiaries is not 
likely a strategy that will be accepted.  It is also now evident that state regulators will not extend waivers 
  

 

   
  

overview

MI
Q4 
2008

Q4 
2009

Q1
2010

Q2
2010

Q3
2010

Q4
2010

Q1
2011

Q2
2011

GNW 14.3 14.6 14.9 15.1 17.8 21.9 25.0 25.0

12.9 19.4 20.2 17.8 17.7 19.8 19.7 20.4

16.6 22.0 26.6 15.8 17.2 19.9 24.4 58.1

18.8 23.1 23.2 23.0 25.5 28.4 31.6 45.7

16.1 15.4 16.9 17.9 17.2 16.8 20.3 19.8

15.7 18.9 20.4  17.9 19.1 21.4 24.2 33.8

MTG

PMI

RMIC

RDN

AVG

Unfortunately, the statutory capital 
cushion is not large for some of the 
  

 

   

indefinitely. Although PMI is the only mortgage insurer domiciled in Arizona, both Genworth and UGI are 
North Carolina domiciled. Whether other state regulators will follow suit is not known, but in light of the 
actions taken by Arizona and North Carolina, it would seem that the likelihood of similar regulatory action 
has increased. 

remaining carriers. Risk-to-capital 
ratios remain elevated for all carriers 
who report that statistic. (Figure 1: Risk 
to Capital Ratios)

Although the forced runoff of competi-
tors may seem on the surface to be a
positive for the remaining carriers, we
believe that these failures, over the
medium-to-long term, are a negative
for the industry, as they increase the
uncertainty of the role of private mort-
gage insurance in the housing      
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finance market.  The fact that three of the seven major MIs entering the crisis have been forced to stop 
writing policies raises doubts about the ability of the industry to survive stress losses, something regulators and 
lawmakers will undoubtedly consider when drafting regulations and legislation regarding the future of 
mortgage finance.

If the industry is considered by regulators to be an accepted/mandated form of credit enhancement going 
forward, it will almost certainly come with stricter regulations for the carriers themselves, such as significantly 
higher capital requirements and/or restrictions on the type of business that can be written.  Note that, going 
into the crisis, most carriers had risk-to-capital ratios in the low double digits, appr oximately twice the levels 
mandated by regulators and well in excess of rating agency requirements.

Also note that RMIC was part of a larger corporate structure, an arrangement that was thought by some 
observers to be superior to the standalone, monoline structure seen with Triad and PMI, in that it was 
believed that the parent company’s larger, diversified business base would pr ove to be a source of capital 
when required.  In the case of RMIC, however, rather than support its tr oubled MI subsidiary, RMIC’s parent 
put it into runoff, while maintaining the parent company’s shareholder dividend.
  
Therefore, we believe that if the MI industry survives to remain a part of the housing finance industry, it will 
face much stricter capital requirements as measured by capital held at the operating company level.

 

Figure 2:  Primary Risk in Force

MI
Q4 
2008

Q4 
2009

Q1
2010

Q2
2010

Q3
2010

Q4
2010

Q1
2011

Q2
2011

GNW

MTG

PMI

RMIC

RDN

Total

 35,822   31,722   30,729   30,345   30,237   29,037   28,543   28,029 

 58,960   54,343   52,690   50,830   50,410   49,000   47,870   46,760 

 30,605   27,794   26,957   26,304   25,568   24,856   24,292   23,744 

 22,975   20,802   19,992   19,242   18,666   18,001   17,457   16,964 

 34,951   33,765   33,128   32,665   31,969   31,461   30,989   30,361 

 27,100   26,400   26,100   25,900   25,500   25,300   24,900   24,700 

                  194,826   189,596    185,286   182,350    177,655   174,051   170,558 

AIG

Overall, industry New Insurance 

Written (NIW) remains at low levels 

despite historically low mortgage 

rates.  As a result, industry Insurance In 

Force (IIF) and Risk In Force (RIF) 

continue to decline at r oughly a 10% 

annualized rate, leading to declining 

written premiums, while high paid 

claims continue to eat away at 

invested assets, resulting in lower 

investment income,  and putting 

additional pressure on revenues. 

(Figure 2: Primary Risk in Force)

2

In the short term, the positive impact for the remaining carriers fr om the possible reallocation of RMIC’s and 
PMI’s business is limited -- both were writing very low levels of new insurance, leaving little additional business 
to re-distribute.

 210,413
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Paid losses r ose yet again in Q2, 
though consistent with carrier 
estimates, we believe Q2 may 
represent the peak of paid claims, to 
be followed by a slow decline.  On a 
combined basis, MGIC, Radian, and 
PMI reported an increase in claim 
rescissions and denials fr om Q2 to Q1, 
with MGIC reporting a decline and 
Radian and PMI showing increases. 
(Figure 3: Claim Statistics)  As financial 
stress continues for those carriers still 
writing new business, the pressure to 
continue to rescind and deny claims in 
order to remain within statutory limits 
will intensify.

Delinquency inventory continues to 
increase in average age, putting 
upward pressure on reserving factors 
(i.e., average reserve-per-
delinquency).  Delinquency counts 
continue to decline as claims are 
paid, though with new notices out- 
stripping cures and rescissions in Q2.

Delinquency rates continued to 
decline in Q2, although at a reduced 
rate of decline, and again, mostly due 
to delinquencies converting to paid 
claims, not thr ough net cures. (Figure 
4: Flow Dilenquency Rate)

Also of concern is the fact that various 
MI companies continue to be involved 
in lawsuits regarding claim rescissions 
and denials.  The outcome of these 
lawsuits could further pressure MI 
financial conditions, as none of the MI 
companies has reserved for potential 
litigation losses.

Figure 3:  Claim Statistics

MI
Q4 
2008

Q4 
2009

Q1
2010

Q2
2010

Q3
2010

Q4
2010

Q1
2011

Q2
2011

MGIC

PMI

RDN

Total

MGIC

PMI

RDN

Total

MGIC 15% 30% 31% 22% 21% 23% 18% 13%

31% 20% 18% 12% 11% 14% 14% 18%

16% 29% 28% 18% 21% 22% 16% 21%

PMI

RDN

Total

PERCENT RESCINDED

1,029  3,942 4,185  3,027   3,168   3,562     2,929

 2,293  1,478 1,488   1,122    1,178   1,227     1,078

    808  2,067 1,834   1,387    1,902    2,080    1,318

RESCINDED CLAIMS

5,832  9,175 9,194 10,653 11,722 12,257 13,466 13,553

5,044  6,026 6,892   8,284   9,079   7,614     6,641   6,823

4,165  5,148 4,825  6,517   6,985   7,438     6,780   8,049

 15,041  20,349  20,911  25,454   27,786   27,309   26,887   28,425

PAID CLAIMS

  2,020 

  1,509 

  2,192 

  4,130   7,487  7,507   5,536   6,248   6,869   5,325   5,721 

Figure 4:  Flow Delinquency Rate

MI
Q4 
2008

Q4 
2009

Q1
2010

Q2
2010

Q3
2010

Q4
2010

Q1
2011

Q2
2011

GNW

MGIC

PMI

RMIC

RDN

3

  8.52%  14.27% 13.92% 13.66% 13.54% 13.41% 12.74% 12.83%

  9.51% 15.46% 15.38% 14.97% 15.11% 14.94% 13.87% 13.40%

13.00% 20.18% 20.41% 19.66% 19.21% 19.05% 18.39% 18.34%

10.34% 16.80% 16.90% 16.56% 16.00% 15.60% 14.50% 14.00%

10.26% 16.62% 16.45% 16.01% 15.81% 15.45% 14.60% 14.27%

22%     27%      26%       18%     18%      20%       17%      17%

2014-CFPB-0002     Document 108-51     Filed 04/22/2014     Page 5 of 11



INSIGHTS
zIngenuity, inc.

MORTGAGE INSURANCE INDUSTRY  OCTOBER 2011

The uncertainty ar ound the future of the U.S. housing finance system in general, and the MI companies’ r ole 
in that system in particular, continues with negative implications.

In our opinion, GSE reform represents the highest risk to the ongoing viability of the MI industry, given that 
nearly all current New Insurance Written (NIW) comes via GSE-guaranteed loans.  The timing and ultimate 
direction of GSE reform is unknown, though it is unlikely to happen before the next election cycle, buying the 
remaining MI carriers some time to add new, and presumably pr ofitable,  business (assuming they can avoid 
statutory constraints).

The comment period for the pr oposed regulations for risk retention under the Dodd-Frank Act has passed, 
and the MI carriers and other industry participants have argued that the Qualified Residential Mortgage 
(“QRM”) definition be changed to allow for the use of MI as a risk mitigant.  QRM, as it is written,  applies only 
to the “private label” mortgage market, and both FHA and Fannie/Freddie loans are already exempt fr om 
QRM guidelines. The final guidelines may be modified to permit MI as an alternative to higher down 
payments, but we reiterate our skepticism regarding the amount of new private label business that might 
result fr om inclusion of MI in QRM, should it occur.

Even if included in the final QRM definition, MI as a credit enhancement would need to find acceptance 
with private label investors.  While originators/securitizers may welcome the opportunity to use MI as a credit 
enhancement, investors may not be as willing to accept MI, given the industry’s recent highly publicized 
struggles:  (a) one carrier paying claims at 60 cents on the dollar (despite pre-crisis AA ratings), (b) two 
additional carriers facing uncertainty over their ability to pay all claims, (c) all carriers rescinding/denying 
25% of claims (and a higher percentage of non-GSE claims) in a stress scenario, and (d) all of the MI carriers 
that still write business being rated in the B – BBB range.

4

MI REGULATORY OUTLOOK

As mentioned above, these 
discussions and decisions must now 
take place in the context of an 
industry where three of the seven 
participants entering the crisis have 
been ordered to stop writing new 
business, with uncertainty whether 
they will be able to meet all claims 
obligations.  Thus, in designing the 
future housing finance system, 
regulators will certainly have to 
consider the ability of MI carriers to 
honor all claims in a stress envir onment.

 

Figure 5:  Flow NIW ($MM)

MI
Q4 
2008

Q4 
2009

Q1
2010

Q2
2010

Q3
2010

Q4
2010

Q1
2011

Q2
2011

GNW

MGIC

PMI

RMIC

RDN

 3,200   1,800   1,500   2,100   2,400   2,600   2,000   1,900 

 5,469   2,989   1,800   2,739   3,487   4,235   3,041   3,083 

 5,725      969      964   1,567   2,004   2,214   1,471   1,426 

 2,690   1,120      748      964   1,098   1,180      688       780 

 5,025   2,414   1,897   2,654   3,226   3,781   2,586   2,280

 Total 22,109    9,292    6,909  10,024  12,215 14,010    9,786    9,469
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On the GSE fr ont, both Fannie and Freddie have recently capped the lenders’ timeframes to pursue claim  
recoveries fr om the MI carriers before requiring whole loan repurchase.   After September 30, 2011, lenders 
have only 90 days to fight an MI cancellation, denial, or rescission before being forced to repurchase the 
loan fr om the GSE without paying penalties or posting collateral on the MI appealed loans.  The current GSE 
rules place a serious obstacle in fr ont of lenders to remedy repurchase demands based on MI coverage 
issues.  The MI carriers could simply cancel, deny, or rescind an MI certificate and ignore the lender for the 
next 90+ days, which may force the lender into automatic repurchase and potentially weaken the lender’s 
push for MI claim payment.  Should MI carriers fail to respond timely to a lender’s appeal, the MI carriers 
might be opening themselves up to far greater liability than just the original MI claim payment.  This tangled 
dance between the three -- GSEs, lenders, and MI carriers -- is just starting.  Who will sue first over these 
arbitrary repurchase timelines?

Essent is privately held and thus does not file results with the SEC.  Its insurance subsidiaries, however, must still 
file statutory statements with regulators.
  
Essent’s main challenge is gr owth -- thr ough June 30, 2011, its main operating subsidiary, Essent Guaranty, 
Inc., reported $1.9M in net earned premium.  The run rate of earned premiums likely translates to less than 
$1B in IIF based on industry average premium rates.
  
The $1.9M net earned premium compares to $21.8M in underwriting expenses.  To generate sufficient 
premium to offset the current expense run rate would require appr oximately $7B in IIF.

Essent Guaranty, Inc. has r oughly $150M in statutory capital as of June 30, 2011.

5

MI CARRIER KEY OBSERVATIONS

ESSENT GUARANTY

In Q2, Genworth required a capital infusion fr om its parent to avoid breaching a 25:1 statutory risk-to-capital 
ratio requirement.  While the company was operating on waivers in 45 of 50 states and writing business
thr ough other subsidiaries in the remaining 5 states, it appears that Genworth management no longer 
wanted to rely on regulatory forbearance, so it injected enough capital to maintain a risk-to-capital ratio at 
the regulatory limits. The capital infusion came in the form of $375M of stock in the Canadian MI subsidiary, 
which is a separately traded public company. 

As a result of the decision to add capital to its U.S. MI operations, the management of Genworth’s parent 
company faced considerable criticism, and Genworth’s stock price declined, ultimately falling to 52-week 
lows.  This reaction likely creates headwinds for Genworth’s parent company to contribute additional 
capital, which we believe will be needed in Q3 2011 to maintain capital ratios below 25:1.  Whether more 
capital is pr ovided will be a test of Genworth management’s commitment to the U.S. MI industry.

GENWORTH
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MGIC reported a loss of $152M for Q2, largely as a result of paid claims topping $800M for the quarter.  This 
was a common theme with all the MIs – elevated paid claims combined with slowly shrinking and aging 
delinquencies leading to high incurred losses.  In line with other industry participants, half of MGIC’s primary 
delinquencies have missed 12 or more payments.

MGIC’s reported loss does not include an additional $51M in incurred loss that Freddie Mac believes MGIC 
is liable under a pool policy MGIC pr ovided to Freddie.  It appears MGIC and Freddie have a different 
interpretation of the insurance coverage limit under the policy; according to disclosures given by Freddie 
Mac in its 10-Q, this discrepancy could ultimately reach $700M.  If MGIC is ultimately found liable for these 
additional losses, it could place significant pressure on MGIC’s ability to stay within statutory capital limits.  
Without any knowledge of the details of this pool insurance coverage, our best guess is that either Freddie 
Mac will change its interpretation of MGIC’s liability, or this matter will end up in litigation/arbitration.  MGIC 
cannot afford to acquiesce on this matter.

6

MGIC

PMI’s risk-to-capital ratio jumped fr om 24.4:1 to 58:1 fr om the end of Q1 to the end of Q2.  Reaction fr om the 
Arizona Department of Insurance, the regulator of PMI’s main operating company, PMI Mortgage Insurance 
Co. (“MIC”), was swift – shortly after PMI filed its statutory statements with the Department, Arizona not only 
suspended MIC fr om writing new business, but also appointed a supervisor to oversee MIC’s operations.  The 
supervisor has the authority to restrict greatly MIC’s activities.  If MIC does not pr ovide the Department with 
a satisfactory plan to cure its deficiencies within 60 days, it may be placed under conservatorship.

This was a highly atypical step by the Arizona Department of Insurance, reflecting the serious financial 
condition MIC finds itself in.  Even in the case of Triad, which went into runoff over three years ago, and so 
far in the case of RMIC, which is also going into runoff, no supervisor has been appointed.  Triad is operating 
under a confidential  agreement with the Illinois state insurance  regulator, and we would not be surprised 
to see RMIC in a similar situation with its North Car olina insurance regulator.

PMI management has announced efforts to try to attract new capital and to continue to write business in a 
separately capitalized subsidiary.  We are skeptical of the likelihood of success of these efforts for several 
reasons: 

 1) PMI’s holding company has r oughly $730M in debt vs. r oughly $200M in cash. Thus, existing   
  bondholders would first have to agree to any reorganization (or less likely, new equity would  
  be placed under the existing debt).  This pr ocess could take months, if not years, to complete,  
  as it would likely require a holding company bankruptcy filing.

 2) As of September 16, 2011, PMI is no longer accepting new business.  Any newly capitalized   
  entity would have to regain market share fr om existing competitors (albeit with existing   
  relationships).

PMI

2014-CFPB-0002     Document 108-51     Filed 04/22/2014     Page 8 of 11



INSIGHTS
zIngenuity, inc.

MORTGAGE INSURANCE INDUSTRY  OCTOBER 2011

 3) It is unclear if the GSEs would accept as an eligible insurer any company that is not    
  subordinate to the existing operating company, meaning new capital would have to be   
  available to pay claims on legacy risk, if needed.  This makes the contribution of new capital  
  less attractive to investors.

Thus, in our opinion, the likely future for PMI is runoff, either as an independent entity or under 
conservatorship of the Arizona Department of Insurance.  As an insured, whether PMI is in runoff or under 
conservatorship makes little difference because sources and uses of capital will not vary significantly under 
either scenario.

As an insured, under runoff, the concern becomes the ability of PMI to pay all claims.  Given the publicly 
available information on PMI’s exposures, combined with our estimates of portfolio performance, our 
pr oprietary modeling shows significant risk in PMI’s ability to pay all claims.  (Note: this is consistent with PMI’s 
own forecast of portfolio performance given during their Q4 2010 earnings announcement, adjusted for 
recent trends).  One key determinant will be how much PMI can reduce operating expenses.  Under runoff, 
it is expected that expenses will be greatly reduced, as Triad demonstrated (where expenses dr opped 
r oughly 70% fr om pre- to post-runoff).  Failing to meet this expectation places additional stress on 
claims-paying ability.

We think it likely, however, if the Department is determined to distribute sources of funds equitably among 
all claimants, PMI will be ordered to pay partial claims and remit a Deferred Payment Obligation or similar 
structured liability for the remainder.

7

As of June 30, 2011, Radian Guaranty, Inc., Radian’s main operating company, had a statutory surplus of 
$1.006B (and no remaining contingency reserve, which is often added to surplus in calculating available 
capital).  Radian Guaranty’s assets, however, include the statutory surplus of Radian Asset Assurance, its 
wholly owned financial guaranty subsidiary, in the amount of $1.001B.  Therefore Radian Guaranty’s surplus, 
and thus its risk-to-capital ratio, is highly dependent on the fortunes of its financial guaranty subsidiary.  This 
is an important distinction for lenders, GSEs, and investors  to understand -- Radian Asset Assurance is not just 
a source of funds, but also a source of statutory surplus.  Any impairment of Radian Asset Assurance’s surplus 
leads directly to an impairment of Radian Guaranty’s surplus.

Radian’s main holding company reported $630M of cash at the end of Q2, giving the company some 
cushion in the event of future capital-depleting losses.

However, the ability to downstream capital may not necessarily translate into the willingness to downstream 
capital.  As in the case with RMIC, willingness may shift with management’s perception of the long-term 
viability of the MI industry.

Radian Guaranty has outperformed its peers in gaining market share during 2009-2011, and as a result, it is 
shifting its insured book more quickly into new vintage originations, with 21% of RIF being fr om years 
2009-2011 (compared to 15% at Genworth and 15.9% at MGIC, for example).

RADIAN
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RMIC’s main operating company, Republic Mortgage Insurance Company, had been operating under a 
regulatory waiver for being out of compliance with minimum capital statutory regulations since December 
2009.  On August 31, 2011, that waiver expired and RMIC’s parent decided not to contribute more capital, 
thus placing RMIC into runoff.  Unlike with PMI, there has been no supervisor appointed by North Car olina, 
RMIC’s regulator.  We expect RMIC will operate under a runoff agreement, similar to Triad.

As with PMI, our modeling casts significant uncertainty over the pr ospects that RMIC will have sufficient 
resources to pay all claims.  It is unknown whether Old Republic would ultimately support RMIC should funds 
be needed to pay claims given current public statements by ORI executives that each insurance entity 
stands on its own without affiliate or corporate support.

In runoff, RMIC does have the advantage of being able to reduce expenses to a minimum, which will help 
policyholders recover claims dollars.  To that end, we have heard of some cost cutting measures that have 
already been taken.  However, we would not be surprised to see RMIC’s North Car olina regulator directing 
RMIC to pay partial claims with a DPO or other similar reduction, as the Illinois regulator did with Triad.

Old Republic has offered to pr ovide up to $100M to a separately capitalized subsidiary to write new 
business, but that appr oach has not yet won appr oval fr om the GSEs, highlighting again the importance of 
keeping the main operating subsidiary in compliance with regulatory limits.

8

RMIC (ORI)

Triad continues in runoff, which began in September 2008, with no change in status this quarter.  Triad 
continues to pay claims at 60 cents on the dollar, with the remaining 40% being withheld and booked to a 
DPO.  The current amount of the DPO is $517.2M, which gr ows not only based on future partial claims, but 
also accrues interest at the average investment income rate of Triad’s portfolio. 

While there have been public comments fr om various analysts as to the long-term ability of Triad to pay any 
portion of the DPO, the Illinois insurance regulator has not issued any public statements or changed Triad’s 
method of accounting or operations at this time. 

TRIAD GUARANTY

United Guaranty Residential Insurance Company (UGRIC), the flagship first-lien entity, has two reinsurance 
agreements with MG Re, a Vermont captive owned by AIG.  Under the first agreement, United Guaranty 
cedes loss development fr om loans not in default as of December 31, 2008 that cause UGRIC’s loss ratio to 
exceed 95% (i.e., UGRIC losses cannot exceed 95% of earned premiums) as part of an overall loss limit of 
$6.5B for all UG companies.  Under the second agreement, UGRIC cedes loss development for loss reserves 
established as of December 31, 2008 to MG Re up to a maximum of $500M.  UG, as of June 30, 2011, has 
ceded over $1.1B of losses to MG Re.  As MG Re is a Vermont captive, it is not subject to normal insurance 
company disclosure rules, such as the requirement to file a publicly available statutory statement.  Thus, the 
financial condition of MG Re is not possible to determine using publicly available information. In AIG’s Q2 
10Q, it revealed that United Guaranty had rescinded $402M worth of claims on its1st lien business in the first 
six months of 2011, compared to $230M during the same period in 2010.  Thus, unlike some industry 
participants, United Guaranty has increased its rescission activity.

UNITED GUARANTY (AIG)
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The trends discussed in the previous edition of zInsights have worsened in Q2.  The loss of two additional 
carriers to runoff puts the industry in a bad light and raises serious questions relating to whether it would be 
prudent for regulators and/or lawmakers to further a housing finance model that relies on private mortgage 
insurance that may not be able to pay all claims during the next stress scenario.  This puts into question the 
future of credit risk retention in general -- Who will hold it?  Who is best suited to hold it?  What structures will 
emerge to take that risk?  What r ole will the government take?

9

FINAL THOUGHTS

zlngenuity, Inc. is a boutique consulting firm that pr ovides solutions exclusively to lenders and servicers on 
mortgage finance related issues. Our primary services include mortgage pool analytics, business-to-business 
resolution of rescissions / repurchase demands, and expert advice, reports and testimony. We are 
recognized as the nation's foremost expert on mortgage insurance companies and their pr oducts and 
services.

Today, lenders’ operational models are challenged with new regulations, and our clients rely on us as 
subject matter experts in the areas of mortgage performance analytics and dispute resolution services.

zIngenuity Analytics and Reporting Services (ZIN ARS) focuses on mortgage portfolio quantitative analysis, 
loss and reserve forecasting, captive reinsurance consulting, actuarial services, and MI counterparty risk 
analysis.
 
zIngenuity Dispute and Resolution Services (ZIN DRS) focuses on defending lender and servicer clients 
against representation and warranty repurchase demands, rescinded, cancelled, or denied mortgage 
insurance coverage, origination appraisal disputes, breaches of contract underwriting agreements, 
mortgage insurance claim payment audits, and litigation support. 
 
You may learn more about us on our website:  www.zIngenuity.com.

For information about our analytical or dispute resolution services please contact:  info@zingenuity.com or 
Bob Voll at 404-771-1927.

ABOUT  zIngenuity, inc.

The information contained herein was compiled primarily fr om MI carrier earnings calls, securities filings, 
annual statutory statements, and other publicly available sources.
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March 5, 2012 

 
Genworth mortgage insurance subsidiary receives waiver from North Carolina 

 
Rodger Nayak 

 
 Genworth Mortgage Insurance Corp., Genworth Financial Inc.'s primary U.S. mortgage insurance subsidiary, re-
ceived a revocable two-year waiver of compliance with risk-to-capital requirement in North Carolina, according to a 
Form 10-K filed Feb. 27. 
 
The waiver, issued by the North Carolina Department of Insurance, allows Genworth Mortgage Insurance to operate 
in the state even while its risk-to-capital exceeds 25-to-1. As of Dec. 31, 2011, its risk-to-capital ratio was 32.9-to-1. 
The waiver took effect Jan. 31. 
 
 Genworth Mortgage Insurance is eligible to write new business in 44 states as of the end of 2011. Of those, 34 states 
do not impose risk-to-capital requirements, and 12 states have granted waivers to Genworth Mortgage Insurance that 
allow it to continue to write new business. Two of those waivers are no longer in effect as of Dec. 31, 2011, because 
alternative risk-to-capital limitations took effect. 
 
 Genworth plans to write new business through Genworth Residential Mortgage Assurance Corp. in any state that 
prevents Genworth Mortgage Insurance from writing new business. This would be subject to the approval of regu-
lators and the government-sponsored enterprises and would depend upon Genworth Residential Mortgage Assurance, 
which has about a full year of new business capacity, satisfying its own regulatory requirements. 
 
 In a conference call Feb. 10, Genworth executives said the U.S. mortgage insurance segment could return to profit-
ability in 2013. 
 

 ---- INDEX REFERENCES ---  
 
COMPANY: GENWORTH RESIDENTIAL MORTGAGE ASSURANCE CORP; GENWORTH MORTGAGE 



3/5/12 SNLINSWKLH (No Page) Page 2

© 2014 Thomson Reuters. No Claim to Orig. US Gov. Works. 

INSURANCE CORP; GENWORTH FINANCIAL INC 
 
INDUSTRY: (Banking (1BA20); I.T. (1IT96); Retail Banking Services (1RE38); I.T. in Financial Services (1IT24); 
Insurance (1IN97); Insurance Products (1IN13); I.T. in Insurance (1IT17); Consumer Finance (1CO55); Mortgage 
Insurance (1MO34); I.T. Vertical Markets (1IT38); Financial Services (1FI37); Mortgage Banking (1MO85); In-
surance Software (1IN05); Alternative Insurance Products & Markets (1AL74)) 
 
REGION: (North America (1NO39); Americas (1AM92); North Carolina (1NO26); USA (1US73); U.S. Southeast 
Region (1SO88)) 
 
Language: EN 
 
KEYWORDS: (State Regulatory Activity) 
 
Word Count: 225 
3/5/12 SNLINSWKLH (No Page) 
END OF DOCUMENT 
 
 



 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
EXHIBIT 53 

2014-CFPB-0002     Document 108-53     Filed 04/22/2014     Page 1 of 3



 
4/9/13 SNLINSMA (No Page) Page 1

© 2014 Thomson Reuters. No Claim to Orig. US Gov. Works. 

4/9/13 SNL Ins. Mergers & Acquisitions (Pg. Unavail. Online) 
2013 WLNR 9042453 
Loaded Date: 04/13/2013 
 

SNL Insurance Mergers and Acquisitions 
Copyright 2013 SNL Financial  

 
April 9, 2013 

 
Genworth Financial executes mortgage insurance capital plan 

 
Maitree Sharma 

 
 Genworth Financial Inc. said April 1 that its previously announced U.S. mortgage insurance capital plan was fully 
implemented. 
 
The plan received all necessary approvals. The ownership transfer of the European mortgage insurance subsidiaries to 
Genworth Mortgage Insurance Corp. was completed Jan. 31. Additionally, the implementation of an internal legal 
entity reorganization, which created a new public holding company structure that removed the U.S. mortgage insur-
ance subsidiaries from the companies covered by the indenture governing Genworth's senior notes, was completed 
April 1. 
 
 Cash and highly liquid securities held by Genworth Holdings, the old parent that became a unit of Genworth Finan-
cial, are estimated to be approximately $950 million as of March 31. Subsequently, as part of the capital plan, Gen-
worth contributed $100 million to Genworth Mortgage Insurance on April 1. The company continues to expect to 
maintain holding company cash and highly liquid securities balances of 2x its annual debt service expense plus a $350 
million buffer. 
 
 Further, Genworth will continue to have an option, in the event of certain adverse conditions, to implement a 
"NewCo" type structure that would allow for the continued writing of new business in all 50 states. The company 
expects that the risk-to-capital ratio of Genworth Mortgage Insurance will be reduced by approximately 15 points and 
the combined risk-to-capital ratio of the U.S. mortgage insurance subsidiaries will be reduced by approximately 10 
points from the plan. 
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The U.S. mortgage insurance industry continues to face significant challenges, with capital pressures 
continuing to gr ow quarterly as underwriting losses continue.  While new business appears to be of higher 
quality and subsequently will pr oduce str ong pr ofits, pre-2009 insured loans continue to incur significant 
losses, putting stress on the thin capital positions of some industry participants.

Of the seven major mortgage insurers in existence before the current crisis started, three are now in runoff 
(i.e., no longer writing new policies) and paying partial claims under deferred payment obligation orders 
fr om their respective regulators.  Both PMI and RMIC are paying claims at 50 cents on the dollar, while Triad 
is paying at 60 cents on the dollar, with unpaid claim dollars deferred until there is more clarity on how much 
each MI will be able to distribute to policyholders.

Of the four players not yet in runoff, three are facing capital pressures to varying degrees.  Genworth, MGIC, 
and Radian are thr ough or appr oaching statutory capital limits.  Only United Guaranty, thanks to support 
fr om AIG, its parent, is capitalized at levels well below statutory limits.  (Essent Guaranty, which started writing 
business after the crisis hit, is still building up its book of business, and with most of its start-up capital unused, 
is well within regulatory limits.)

For the three insurers facing capital pressures, the next few quarters will be trying.  We recommend that 
originators and servicers with current or historical exposure to these MIs monitor the industry closely.

Like all insurers, the MIs collect premiums today in exchange for the pr omise to pay claims tomorr ow.  That 
pr omise is supported by capital.

The most observable capital constraint is the risk-to-capital ratio, which measures the amount of capital 
held against risk, and is therefore a measure of leverage.  As with any leverage ratio, the dynamics are such 
that the ratio can increase quickly as the denominator decreases.  This was seen with both PMI and RMIC, 
whose risk-to-capital ratios climbed dramatically fr om 24.4 to 58.1:1 (PMI) and 31.6 to 45.1:1 (RMIC) in just 
one quarter, 2011 Q1 to Q2.
   
For Genworth, MGIC, and Radian, their capital positions are as follows:

1

OVERVIEW

 

Figure 1:  Capital Positions

Risk-to-Capital Ratio

Total Capital

Genworth MGIC Radian

28.6:1 22.2:1 20.6:1

$780M $1,650M $950M

CAPITAL PRESSURES
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To put these numbers into perspective, for calendar year 2011, the main operating subsidiaries of Genworth, 
MGIC, and Radian lost $605M, $397M, and $545M on a statutory basis, respectively.  Absent capital 
additions, a repeat of 2011 in 2012 would likely force Genworth and Radian into runoff, and would put MGIC 
outside statutory limits in many states.

Losses in the MI industry usually come fr om new delinquencies, as reserves are established for expected 
claims that might arise fr om those delinquencies.  As delinquencies work their way thr ough the loss 
mitigation pr ocess, some are cured, while others become paid claims.  The MI industry uses historical 
experience on cures and defaults to try to set accurate reserves up fr ont when delinquencies first occur.

However, losses can also arise fr om changes in reserve assumptions.  This poses a significant risk to the legacy 
MIs given the large delinquency inventories acr oss the participants and the unprecedented delays in 
resolving delinquencies.   Besides their overall size, delinquency inventories are far more aged than in the 
past, and the ultimate outcome of those delinquencies is far less certain.  Delinquencies that are several 
years old are in some cases curing due to government sponsored modification pr ograms, and MIs are 
building these cures into their assumptions.

Delinquency inventory levels and reserves held against those delinquencies as of 3/31/12 are as follows 
(primary insurance only):

Given the large size of the delinquency inventories, small changes in reserve assumptions can mean large 
swings in reserves, and thus income and capital levels.  As mentioned, reserve assumptions can be 
especially difficult to estimate given the unprecedented envir onment where the majority of delinquencies 
have missed 12 or more payments.  Traditionally, these borr owers would cure very infrequently.  In recent 
years, due to government intervention, very seriously delinquent borr owers often cure thr ough modification 
pr ograms (and often become seriously delinquent to gain access to modification pr ograms).
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Figure 2:  Delinquency Inventory Levels

Delinquencies

Reserves (000s)

Average per Delinquency

         Genworth              MGIC              Radian

            79,474          160,473           103,027

$2,320,000 $3,985,000 $2,867,501

     $29,192      $24,833      $27,833
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The aging of primary inventories can be seen below:

Given the age of the delinquency inventories, reserves are highly dependent on loan modification
pr ograms and the success each MI has in rescinding or denying claims, as modifications and 
rescissions/denials are the two primary ways claims can be avoided on seriously delinquent loans.  Small 
changes in the effectiveness of these initiatives can have a large impact on pr ofits and capital.  Going 
forward, counterparties should pay careful attention to the assumptions built into each MI’s reserves, both 
relative to other participants and on an absolute basis in light of modification and foreclosure activity 
occurring in the industry.
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Figure 3:  Aging of Primary Inventories

3 or fewer

Payments Missed

4 - 11

12 +

         Genworth              MGIC              Radian

         17,260      33,579    16,178

         24,137      45,539    26,408

        38,077      81,355    42,684

   17,757Pending Claims

There is considerable uncertainty regarding what Genworth’s parent company will decide to do with the US 
MI company.  The parent company is searching for a new CEO, so it is unlikely any action will be taken until 
that search has concluded, but what action a new CEO will take is unknown.  The fate of the US MI 
company lies largely with the decisions made by the parent.

Of the remaining carriers writing new business, Genworth appears to be in the weakest capital position.  
However, not all is as it seems.  As can be seen in Figure 3 above, Genworth has a higher average reserve 
per primary delinquency than its peers MGIC and Radian.  Some of this is due to Genworth’s lower 
assumptions on rescission and denial activity, and some due to their assumptions regarding 
delinquency-to-claim transitions.  As one example, for loans that have missed 4-11 payments, Genworth is 
reserved for 60% of their coverage on these delinquencies.  Radian, in contrast, assumes that only 48% of 
those will go to claim and will only pay claims on 43% of them.  Granted, each company is somewhat 
different in its loss mitigation, rescission, and denial activity.  However, it makes comparing Genworth’s 
financial condition to Radian’s (or MGIC’s) difficult without some adjustments.

MI CARRIER KEY OBSERVATIONS

Genworth

NA* NA*

*Not applicable since pending claims are included in delinquency counts.
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Essent appears to be gaining traction in writing new business. As of March 31, 2012,  it has a combined $1B 
in insured risk with Fannie and Freddie, up fr om $600M on December 31, 2011.  Making some assumptions 
about average coverage levels and runoff, this translates into r oughly $1.5B of NIW in 2012 Q1, or about half 
the $3B reported by Genworth, which is fourth in market share among the remaining four original MI 
participants.
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Essent

With the largest delinquency inventory in the industry, MGIC faces the most uncertainty ar ound the ultimate 
fate of its delinquencies.  Small changes in reserve assumptions can drive large changes in MGIC’s 
pr ofitability and capital.  For every $1,000 change in reserves per delinquency (only a 4% change), MGIC’s 
pr ofitability and capital changes by $160M.

Besides the risk surr ounding reserve assumptions, MGIC is in a dispute with Freddie Mac over the 
interpretation of a pool insurance deal.  At dispute is the interpretation on a stop loss limit, where MGIC is 
claiming the stop loss is $535M lower than Freddie Mac claims.  Without an opinion on the relative merits of 
each parties’ argument, we note that the dispute appears to be one where, barring a settlement, there will 
be a clear winner (i.e., the stop loss is either in line with MGIC’s interpretation or Freddie’s interpretation), 
and $535M is r oughly 1/3 of MGIC’s current capital base, so the outcome and timing of the resolution of this 
dispute is of extreme importance to MGIC’s financial condition.

MGIC

As a testament to the strength of the business being insured currently by the MI industry, a new mortgage 
insurance entity, National Mortgage Insurance, has been capitalized in excess of $500M and is waiting for 
GSE appr oval to begin writing new business.

As noted, PMI is in runoff and paying claims at 50 cents on the dollar under a deferred payment obligation.  
Valuing the ultimate payoff fr om these DPOs is difficult and requires considerable modeling and 
assumptions.
 
On the regulatory fr ont, the Arizona Department of Insurance has been appointed the receiver for PMI and 
has retained a financial advisor to liquidate the assets of PMI in an attempt to maximize payouts to 
policyholders.

Beginning last summer, as disclosed in regulatory filings and discussed on earnings calls, Radian instituted a 
new pr ocess for reviewing filed claims.  Servicers should be aware that this pr ocess may affect them 
materially.

While Radian’s rescission activity has declined in line with other industry participants, its claim denial activity 
has ramped up considerably.  

National Mortgage Insurance Corporation

PMI

Radian
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Below is a table of rescission and denial activity for the past several quarters:

Assuming an industry-average of $50,000 per filed claim, last quarters’ new claim denials represents over 
$167M of denied claims.  Had Radian paid, rather than denied those claims, it would have had a material 
impact on their remaining $950M capital base.
 
As a servicer, it is important to respond to this claim denial activity in an efficient and timely manner.  Besides 
the activities of one carrier, the larger risk to servicers is that other mortgage insurers find large scale claims 
denial activities to be an attractive way to manage income and capital, and decide to pursue denials 
aggressively.  This makes it all the more imperative as a servicer to have pr oper pr ocesses and pr ocedures 
in place to respond.
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Figure 4:  Radian Rescission & Denial Activity

New Denials

Reinstated Denials

Net Denials

         2011 Q1       2011 Q2              2011 Q3

         1,477      1,347    1,148

         1,454         799       633

             23         548       515

             2011 Q4

   1,398

      386

   1,012

            2012 Q1

   3,344

      746

   2,596

New Rescissions

Reinstated Rescissions

Net Rescissions

         1,470      1,812    1,521

         175         168       250

             1,295       1,644       1,271

      976

      334

      642

      855

      179

      676

Like PMI, RMIC is also in a deferred payment obligation plan, paying 50 cents on every claim dollar and 
deferring the remainder.  As with PMI, valuing the ultimate claims payout is a complex task.

RMIC’s parent, Old Republic International, recently announced its intentions to spinoff RMIC and related 
mortgage insurance entities, then later reversed this decision in response to “stakeholder” objections.  
Although the parent company claims it cannot be forced to support RMIC in runoff, this reversal puts that 
claim into question in our opinion.  It appears that some entity convinced Old Republic to keep the MI 
entities in the corporate fold, presumably to pr ovide support of some kind.

Triad also continues making partial claim payments.  With $802M in remaining invested assets and premium 
income of r oughly $40M a quarter, versus a deferred payment obligation of $674M and 
zIngenuity-estimated remaining losses in excess of $1.5B, it is unlikely claims will be honored in full. 

RMIC

Triad

2014-CFPB-0002     Document 108-54     Filed 04/22/2014     Page 7 of 10



INSIGHTS
zIngenuity, inc.

MORTGAGE INSURANCE INDUSTRY  JULY 2012

UGI’s parent, AIG, noted in its recent 10Q that UGI has sent requests to its servicers on over 20,000 seriously 
delinquent loans to file a claim where a loss is likely, even where foreclosure pr oceedings had not been 
finalized.  UGI reports that rescissions and denials on the claims they received due to this request were higher 
than previously experienced.  Under UGI’s master policies, servicers have up to 12 months to respond to this 
request or insurance coverage will be cancelled.

UGI’s actions highlights again why servicers need to ensure both that their claim submission pr ocesses as 
well as their pr ocesses for responding to claims denials are r obust.  It is also important for servicers to be 
prepared for such requests fr om other mortgage insurers if they have not already been received.

In light of the weakening financial conditions of some of the current mortgage insurance companies, it will 
be important for originators, servicers, and insureds to monitor the state of the mortgage insurance industry 
in the coming quarters.  The financial condition of some players, and the actions they take in light of those 
conditions, will certainly have an impact on counterparties.  The industry currently has three MIs paying a 
deferred payment obligation, and there is a risk that others will be placed into that situation absent capital 
infusions.  Valuing the ultimate payoff fr om these DPOs is difficult and requires complex modeling.  Fr om a 
loss and reserve forecasting perspective, there should be cause for concern not just on current pr oduction, 
but historical exposure both in pr oduction sold to others and, more importantly, loans held in portfolio.  
zIngenuity can help in these areas and we look forward to working with our clients to help them find the best 
solutions for managing their credit risk.
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United Guaranty

Final Thoughts

zIngenuity, Inc. is a boutique mortgage consulting firm that pr ovides solutions exclusively to lenders and 
servicers on mortgage finance related issues. Our primary services include mortgage pool analytics, 
business-to-business resolution of rescissions / repurchase demands, expert advice, reports and testimony, 
and contract underwriting services.

Today, lenders’ operational models are challenged with new regulations, and our clients rely on us as 
subject matter experts in managing credit risk thr ough mortgage performance analytics, dispute resolution, 
and contract underwriting services.

zIngenuity Analytics and Reporting Services (ZIN ARS) focuses on mortgage portfolio quantitative analysis, 
loss and reserve forecasting, captive reinsurance consulting, actuarial services, and MI counterparty risk 
analysis. 

zIngenuity Dispute and Resolution Services (ZIN DRS) focuses on defending lender and servicer clients 
against representation and warranty repurchase demands, rescinded, cancelled, or denied mortgage 
insurance coverage, origination appraisal disputes, breaches of contract underwriting agreements, 
mortgage insurance claim payment audits, and litigation support.  

About zIngenuity, Inc.
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zIngenuity Mortgage Origination Services (ZIN MOS) focuses on long-term and interim contract underwriting 
fulfillment, custom fit to lenders’ guidelines. 
 
You may learn more about us on our website:  www.zIngenuity.com.

For information about our analytic, dispute resolution, or mortgage origination services please contact:  

info@zingenuity.com or Bob Voll at 404-771-1927.

This edition of zIngenuity zInsights™ is intended to convey general information about the mortgage insurance industry.  This content is pr ovided for informational purposes only and may not 

be relied upon for any purpose.  Your use of this information is at your own risk.  The content is pr ovided “as is” and without warranties of any kind, either express or implied.  zIngenuity disclaims 

all warranties, including any implied warranties of merchantability or fitness for a particular purpose.  The content of this report does not constitute accounting, investment, legal, or tax

pr ofessional advice. 

All pr oprietary content within this document is copyrighted by, and is the pr operty of, zIngenuity. zInsights™ is a trademark of zIngenuity, Inc.

All uses of the contents of this document, other than personal uses, are pr ohibited.  You may not use the content of this document for commercial purposes.

Copyright© 2012 zIngenuity, Inc.

 

Intellectual Property

General

LEGAL NOTICES & DISCLAIMERS
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Radian seeking risk-to-capital ratio waivers from 15 states 

 
Adam Cancryn 

 
 Radian Group Inc. has asked 15 states for waivers allowing the company to temporarily write business above their 
risk-to-capital ratio limits, CFO Carl Quint said during a Nov. 29 presentation. 
 
So far, three states have granted Radian permission to exceed their maximum risk-to-capital ratio requirement, while 
one state has rejected the request. The firm is still waiting to hear back from the 11 others. 
 
 Most of the 16 states that provide waivers require companies to keep their risk-to-capital ratio below 25-to-1, Quint 
said at the FBR Fall Investor Conference. Radian's ratio currently sits at about 21.4-to-1, but that figure is expected to 
widen soon. 
 
 For the rest of the states that do not have a waiver system, Radian is seeking government-sponsored enterprise ap-
proval for unit Radian Mortgage Assurance Inc. Should it receive the go-ahead, Quint said the additional operations 
would increase the company's flexibility. 
 

 ---- INDEX REFERENCES ---  
 
COMPANY: RADIAN MORTGAGE ASSURANCE INC; RADIAN GROUP INC 
 
INDUSTRY: (Healthcare (1HE06); Construction (1CO11); Healthcare Regulatory (1HE04); Tools (1TO28); U.S. 
National Healthcare Reform (1US09)) 
 
Language: EN 
 
OTHER INDEXING: (Carl Quint)  
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INDEPENDENT AUDITORS REPORT

To the Board of Directors

Atrium Insurance Corporation

New York New York

We have audited the accompanying statutory statements of admitted assets liabilities capital and surplus of

Atrium Insurance Corporation the Company as of December 31 2001 and 2000 and the related statutory

statements of operations changes in capital and surplus and cash flows for the years then ended These financial

statements are the responsibility of the Company s management Our responsibility is to express an opinion on

these financial statements based on our audits

We conducted our audits in accordance with auditing standards generally accepted in the United States of

America Those standards require that we plan and perform the audit to obtain reasonable assurance about

whether the financial statements are free of material misstatement An audit includes examining on a test basis

evidence supporting the amounts and disclosures in the financial statements An audit also includes assessing the

accounting principles used and significant estimates made by management as well as evaluating the overall

financial statement presentation We believe that our audits provide a reasonable basis for our opinion

As described in Note 1 to the statutory financial statements the Company has prepared these financial statements

in conformity with the accounting practices prescribed or permitted by the Insurance Department of the State of

New York which is a comprehensive basis of accounting other than accounting principles generally accepted in

the United States of America The effects on such financial statements of the differences between the accounting

practices prescribed or permitted by the Insurance Department of the State of New York and accounting

principles generally accepted in the United States of America are also described in Note 1

In our opinion because of the effects of the differences between the two bases of accounting referred to in the

preceding paragraph such financial statements do not present fairly in conformity with accounting principles

generally accepted in the United States of America the assets liabilities capital and surplus of Atrium Insurance

Corporation as of December 31 2001 and 2000 or the results of its operations or its cash flows for the years then

ended

However in our opinion such financial statements present fairly in all material respects the admitted assets

liabilities capital and surplus of Atrium Insurance Corporation as of December 31 2001 and 2000 and the

results of its operations and its cash flows for the years then ended on the basis of accounting described in Note

1

As discussed in Note 1 to the statutory financial statements the Company has changed certain accounting

practices as a result of the adoption with certain modifications by the Insurance Department of the State of New
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York of the National Association of Insurance Commissioners Accounting Practices and Procedures

Manual Version effective January 1 2001

Our 2001 audit was conducted for the purpose of forming an opinion on the basic 2001 statutory financial

statements taken as a whole The supplemental summary investment schedule and the supplemental schedule of

investment risk interrogatories as of and for the year ended December 31 2001 are presented for complying with

the National Association of Insurance Commissioners instructions to Annual Audited Financial Reports and are

not a required part of the basic 2001 statutory financial statements This additional information is the

responsibility of the Company s management Such information has been subjected to the auditing procedures

applied in our audit of the basic 2001 statutory financial statements and in our opinion is fairly stated in all

material respects when considered in relation to the basic 2001 statutory financial statements taken as a whole

May 17 2002
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ATRIUM INSURANCE CORPORATION

STATUTORY STATEMENTS OF ADMITTED ASSETS LIABILITIES

CAPITAL AND SURPLUS

DECEMBER 31 2001 and 2000

2001 2000

ADMITTED ASSETS
Cash and cash equivalents 788 887 6 126 384

Restricted short term investments 128 427 528 80 637 786

Premiumsin course of collection 15 701 035 10 723 095

Interest due and accrued 931 336 926 490

Total admitted assets 145 848 786 98 413 755

LIABILITIES CAPITAL AND SURPLUS

LIABILITIES

Losses 11 801 916 7 146 487

Statutory contingency reserves 61 355 889 38 518 510

Commissions payable contingent commissions and other similar charges 2 799 266 1 976 696

Unearned premiums 622 277 438 072

Other expenses 61 997

Federal income taxes payable to parent 36 208 403 22 256 951

Total liabilities 112 849 748 70 336 716

COMMITMENTS AND CONTINGENCIES See Note 10

CAPITAL AND SURPLUS

Common capital stock 1 000 par value 1 000 shares authorized

issued and outstanding 1 000 000 1 000 000

Gross paid in and contributed surplus 28 600 000 25 600 000

Unassigned funds 3 399 038 1 477 039

Total capital and surplus 32 999 038 28 077 039

TOTAL LIABILITIES CAPITAL AND SURPLUS 145 848 786 98 413 755

See notes to statutory statements
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ATRIUM INSURANCE CORPORATION

STATUTORY STATEMENTS OF OPERATIONS

YEARS ENDED DECEMBER 31 2001 AND 2000

2001 2000

INCOME
Premiums earned 45 674 758 34 587 948

Net investment income 4 556 153 3 946 164

Total income 50 230 911 38 534 112

EXPENSES

Losses incurred 4 655 429 3 411 951

Commissions 6 879 518 6 155 024

Payroll expenses 111 432 111 431

Other expenses 178 933 110 609

Total expenses 11 825 312 9 789 015

INCOME BEFORE INCOME TAXES 38 405 599 28 745 097

FEDERAL INCOME TAXES INCURRED 13 646 221 10 368 054

NET INCOME 24 759 378 18 377 043

See notes to statutory statements

4
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ATRIUM INSURANCE CORPORATION

STATUTORY STATEMENTS OF CHANGES IN CAPITAL AND SURPLUS

YEARS ENDED DECEMBER 31 2001 AND 2000

2001 2000

CAPITAL AND SURPLUS BEGINNING OF YEAR 28 077 039 9 993 970

NET INCOME 24 759 378 18 377 043

INCREASE IN CONTINGENCY RESERVE 22 837 379 17 293 974

CAPITAL CONTRIBUTION FROM PARENT 3 000 000 17 000 000

INCREASE IN CAPITAL AND SURPLUS 4 921 999 18 083 069

CAPITAL AND SURPLUS END OF YEAR
32 999 038 28 077 039

See notes to statutory statements
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ATRIUM INSURANCE CORPORATION

STATUTORY STATEMENTS OF CASH FLOWS

YEARS ENDED DECEMBER 31 2001 and 2000

2001 2000

PREMIUMS COLLECTED NET OF REINSURANCE 40 881 023 32 749 019

OTHER UNDERWRITING EXPENSE 6 285 316 6 102 687

NET INVESTMENT INCOME 4 551 307 3 368 440

STATE INCOME TAX REFUND 305 231

Net cash from operations 39 452 245 30 014 772

CAPITAL AND SURPLUS PAID IN 3 000 000 17 000 000

NET INCREASE IN CASH AND CASH EQUIVALENTS AND
RESTRICTED SHORT TERM INVESTMENTS 42 452 245 47 014 772

CASH AND CASH EQUIVALENTS AND RESTRICTED

SHORT TERM INVESTMENTS BEGINNING OF YEAR 86 764 170 39 749 398

CASH AND CASH EQUIVALENTS AND RESTRICTED

SHORT TERM INVESTMENTS END OF YEAR 129 216 415 86 764 170

See notes to statutory statements

6
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ATRIUM INSURANCE CORPORATION

NOTES TO STATUTORY STATEMENTS

YEARS ENDED DECEMBER 31 2001 AND 2000

1 SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Nature of Operations Atrium Insurance Corporation the Company is incorporated under the laws of

the State of New York The Company is an indirect wholl y owned subsidiary of PHH Corporation

Parent which is a wholly owned subsidiary of Cendant Corporation The Company began insurance

operations on November 9 1995

The Company assumes mortgage insurance reinsurance wherein the ceding company is indemnified subject

to a specified limit against the amount of loss in excess of a predetermined limit with respect to

accumulation of losses

Basis of Presentation The Company s statutory financial statements are presented on the basis of

accounting practices prescribed or permitted by the Insurance Department of the State of New York

IDSNY Effective January 1 2001 the IDSNY required that insurance companies domiciled in the

State of New York prepare their statutory financial statements in accordance with the National Association

of Insurance Commissioners NAIC Accounting Practices and Procedures Manual Version effective

January 1 2001 NAIC SAP with certain modifications Accordingly the Company s statutory

statements of admitted assets liabilities capital and surplus as of December 31 2001 and the statutory

statements of operations and the statutory statements of cash flows for the year then ended have been

determined in accordance with the new accounting principles The Company s adoption of NAIC SAP as

modified by the State of New York did not have a maeterial impact on the Company s statutory capital and

surplus at January 1 2001 In addition the Commissioner of the IDSNY has the right to permit other

specific practices that m ay deviate from prescribed practices The Company had no such permitted

practices during the years ended December 31 2001 and 2000

Accounting practices and procedures of the NAIC as prescribed or permitted by the IDSNY comprise a

comprehensive basis of accounting other than accounting principles generally accepted in the United States

of America GAAP The more significant differences are as follows

_ Assets are reported under NAIC SAP at admitted asset value and non admitted assets are excluded

through a charge against surplus while under GAAP nonadmitted assets are reinstated to the balance

sheet net of any valuation allowance

_ A predetermined percentage of net premiums written must be reserved i e contingency reserve

_ Comprehensive income and its components are not presented in the statutory basis financial statements

_ Prior to January 1 2001 a federal income tax provision was made only on a current basis for statutory

accounting while under GAAP a provision was also made for deferred taxes on temporary differences

between the financial reporting and tax bases of assets and liabilities Subsequent to January 1 2001

NAIC SAP requires an amount to be recorded for deferred taxes however there are limitations as to the

7
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ATRIUM INSURANCE CORPORATION

NOTES TO STATUTORY STATEMENTS

YEARS ENDED DECEMBER 31 2001 AND 2000

amount of deferred tax assets that may be reported as admitted assets The State of New York has not

adopted this requirement See Note 4

1 SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES Continued

_ Investments in bonds are generally carried at amortized cost while under GAAP they are carried at

either amortized cost or fair value based on their classification according to the Company s ability and

intent to hold or trade the securities

Cash and Cash Equivalents Marketable securities with original maturities of three months or less are

included in cash equivalents

Restricted Short Term Investments Debt securities are stated at statement value which based on the

NAIC designation of the security is either amortized cost or a market value prescribed by the NAIC

Short term investments have original maturities of one year or less See also Notes 2 and 6

Recognition of Premium Revenues Premiums are recognized as revenue on a pro rata basis over the

policy term generally one year The portion of premiums that will be earned in the future are deferred and

reported as unearned premiums

Recognition of Investment Income Interest on investments is accrued as earned

Insurance Liabilities The liability for loss reserves represents an estimate of losses Such liability is

necessarily based on estimates and while ma nagement believes that the amount is adequate the ultimate

liability may be in excess of or less than the amount provided The methods for making such estimates and

for establishing the resulting liability are continually reviewed and any adjustments are reflected in earnings

currently

The change in the contingency reserve reflects 50 of earned premium which accumulates for ten years in

accordance with NAIC SAP

Income Taxes The Company is included in the consolidated federal income tax return of Cendant

Corporation The Company files separate state income tax returns The tax charge or tax refund to the

Company under the tax sharing agreement represents an amount that would have been paid or received if it

had filed on a separate return basis w ith the Internal Revenue Service The ultimate settlement of this

liability is dependent upon the ultimate settlement of Cendant Corporation s tax liability with the Internal

Revenue Service

Expense Service Allocation The Company is party to an Expense Allocation Agreement and a Service

Allocation Agreement wherein certain goods and services are allocated among Cendant Corporation

subsidiaries Substantially all payroll and other general and administrative expenses paid were subject to

these agreements Payroll expense is allocated based upon actual time Cendant Corporation employees

spend performing services for the Company

8
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ATRIUM INSURANCE CORPORATION

NOTES TO STATUTORY STATEMENTS

YEARS ENDED DECEMBER 31 2001 AND 2000

1 SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES Concluded

Fair Value of Financial Instruments Cash and cash equivalents and restricted short term investments

are carried at an amount that approximates fair value There are no financial instruments owned by the

Company that are not disclosed on the financial statements

Use of Estimates The preparation of financial statements i n conformity with the NAIC SAP requires

management to make certain estimates and assumptions that affect the reported amounts of admitted assets

and liabilities and disclosure of contingent assets and liabilities at the date of the financial statements andthe

reported amounts of revenues and expenses during the period Actual results could differ from those

estimates

Reclassifications Certain 2000 amounts have been reclassified to conform to the 2001 presentation

2 RESTRICTED SHORT TERM INVESTMENTS

At December 31 restricted short term investments consisted of the following

2001 2000

Amortized Fair Amortized Fair

Investment Cost Value Cost Value

6 Month Treasury Bills 122 363 675 122 363 675 80 636 047 80 636 047

Money Market Fund 6 063 114 6 063 114

Principal Cash in Trust 739 739 1 739 1 739

128 427 528 128 427 528 80 637 786 80 637 786

The Money Market Fund invests in short term treasury securities that generally maintain a dollar weighted

average maturity of sixty days or less In accordance with NAIC guidance the Company s money market

fund is classified as an unaffiliated equity investment on the Supplemental Schedule of Investments All of

the Company s short term investments are restricted See Note 6 for further details

3 REINSURANCE ACTIVITY

The Company does not write any direct insurance The Company is a reinsurer of a portion of the ultimate

net losses on mortgage insurance polices underwritten by third parties At December 31 2001 and 2000

premiums receivable were 15 701 035 and 10 723 095 respectively The Company assumes premiums

under an excess of loss agreement at the rate of 25 of gross written premiums for policies with effective

dates of October 1993 through March 1997 and a rate of 45 less a ceding

9
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ATRIUM INSURANCE CORPORATION

NOTES TO STATUTORY STATEMENTS

YEARS ENDED DECEMBER 31 2001 AND 2000

3 REINSURANCE ACTIVITY Concluded

commission of 19 for policies with effective dates from April 1997 through December 1999 For policies

with effective dates of January 2000 and forward the Company assumes premiums under an excess of loss

agreement at the rate of 45 less a ceding commission of 11 1

4 INCOME TAXES

The provisions for incurred income taxes on earnings for the years ended December 31 are

2001 2000

Federal 13 646 221 10 368 054

Foreign

Federal and foreign income taxes incurred 13 646 221 10 368 054

The following are income taxes incurred in the current and prior years that will be available for recoupment

in the event of future net losses

2001 13 646 221

2000 10 368 054

1999 7 469 137

The provision for federal income taxes incurred is different from that which would be obtained by applying

the statutory Federal income tax rate to income before income taxes The significant items causing this

difference are as follows

2001 2000

Income tax expense at statutory rate 35 00 35 00

Discounted loss reserves 0 47 0 99

Other 0 06 0 08

Income tax expense incurred 35 53 36 07

10
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ATRIUM INSURANCE CORPORATION

NOTES TO STATUTORY STATEMENTS

YEARS ENDED DECEMBER 31 2001 AND 2000

4 INCOME TAXES Continued

The Company is included in the consolidated federal income tax return of Cendant The Company files

separate state income tax returns The tax charge or tax refund to the Company under the tax sharing

agreement represents an amount that would have been paid or received if it had filed on a separate return

basis with the Internal Revenue Service The ultimate settlement of this liability is dependent upon the

ultimate settlement of Cendant Corporation s tax liability with the Internal Revenue Service

The Company is included in the consolidated federal income tax return of Cendant Corporation which also

includes the following affiliated entities

4509 Corporation Cendant Car Holdings Inc

Advance Ross Corporation Cendant Car Rental Inc

Advance Ross Electronics Corporation Cendant Corporation

Advance Ross Intermediate Corporation Cendant Data Services Inc

Advance Ross Steel Company Cendant Finance Holding Corp

Advance Ross Sub Company Cendant Global Services Inc

AFL Management Services Inc Cendant Membership Services Inc

AFS Mortgage Inc Cendant Intermediate Holdings Inc

American Western Mortgage Company of Colorado Cendant Internet Group Inc

American Western Mortgage Company of Texas Cendant Latin America Holdings Inc

Amerihost Franchise Systems Inc Cendant Membership Insurance Services Inc

Apex Marketing Inc Cendant Membership Services Holdings Subsidiary Inc

Apollo Galileo USA Cendant Membership Services Holdings Inc

Apollo Galileo USA Sub I Inc Cendant Mobility Financial Corporation

Apollo Galileo USA Sub II Inc Cendant Mobility Services Corp

Apple Ridge Services Corporation Cendant Mortgage Corporation

Aston Hotels Resorts International Inc Cendant Operations Inc

Atlantic Marketing Realty Inc Cendant Payroll Services Inc

Atrium Insurance Corporation Cendant Perfume Ltd

Autovantage Com Inc Cendant Publishing Inc

Avis Capital Corporation Cendant Refund Holdings Inc

Avis Fleet Leasing Management Corporation Cendant Restaurant Services Inc

Axiom Financial Inc Cendant Stock Corporation

Benefit Consultants Membership Inc Cendant Supplier Services Inc

Benefit Consultants Inc Cendant Transportation Corp

Book Stacks Unlimited Inc Cendant Travel Inc

Cable JV Sub Inc Cendant Vacation Holdco Inc

Cardwell Agency Inc CendantCom Inc

CCS International Inc Century 21 Mortgage Corporation

Cendant Asia Pacific Finance Inc Century 21 Real Estate Corporation

Cendant Auto Services Inc CGRN Inc

11
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ATRIUM INSURANCE CORPORATION

NOTES TO STATUTORY STATEMENTS

YEARS ENDED DECEMBER 31 2001 AND 2000

4 INCOME TAXES Continued

Cheap Tickets Inc Family Protection Network Inc

Cleveland Financial Services Group Family Software Club Inc

Coldwell Banker Canada Partners Inc Family Value Account Inc

Coldwell Banker Corporation FISI Madison Financial Corporation

Coldwell Banker Mortgage Corporation FISI Madison Financial Corporation of Kentucky Inc

Coldwell Banker Mortgage Partners Inc FISI Madison Holdings Inc

Coldwell Banker Real Estate Corp Galileo Asia Ltd

Coldwell Banker Real Estate Holdings Inc Galileo BA Inc

Comp U Card Services Inc Galileo Brazil Ltd

Continental Development Corporation Galileo International Services Inc

Cornish Carey Residential Inc Galileo International Inc

Credentials Services International Inc Galileo Technologies Inc

CUC Asia Holdings Getko Direct Response Ltd

Days Inns Worldwide Inc GTKY Printing Mailing Corp

Dealers Holding Inc Haddonfield Holding Corporation

Distribution Systems Inc Hamera Corporation

Edenton Motors Inc Hebdo Mag Overseas Holdings Inc

ERA Franchise Systems Inc Henry S Miller Investments Inc

ERA General Agency Corporation Henry S Miller Residential Group Inc

ERA General Agency of New Jersey Inc Henry S Miller Residential Services Corp

ERA Mortgage Corporation Hewfant Inc

FAH Company Inc HFS Car Rental Holdings Inc

Fairfield Acceptance Corporation HFS Gaming Corp

Fairfield Bay Inc HFS Licensing Inc

Fairfield Capital Corporation HFS New York Corp

Fairfield Flagstaff Realty Inc Highwire Inc

Fairfield Funding Corporation II Hotel Financing Inc

Fairfield Funding Corporation III HouseNet Inc

Fairfield Glade Inc Howard Johnson International Inc

Fairfield Homes Construction Company Ideon Group Inc

Fairfield Management Services Inc Imperial Life Insurance Company

Fairfield Mortgage Acceptance Corporation Instamortgage com Corporation

Fairfield Mortgage Corporation Intercambios Endless Vacation IEV Inc

Fairfield Mountains Inc IP Development Corp

Fairfield Myrtle Beach Inc Jackson Hewitt Inc

Fairfield Pagosa Realty Inc Jon Douglas Company

Fairfield Receivables Corporation Joseph J Murphy Realty Inc

Fairfield Resorts Inc King Thompson Holzer Wollam Inc

Fairfield Sapphire Valley Inc Knights Franchise Systems Inc

Fairfield Vacation Resorts Inc Long Term Preferred Care Insurance Services of Nevada Inc

Fairfield Virgin Islands Inc Long Term Preferred Care Insurance Services of North Carolina Inc

12
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ATRIUM INSURANCE CORPORATION

NOTES TO STATUTORY STATEMENTS

YEARS ENDED DECEMBER 31 2001 AND 2000

4 INCOME TAXES Continued

Magellan Technologies Inc PHH St Paul Leasing Inc

McGarvey Clark Realty Inc PHH Title Services Corporation

MCM Group Ltd PHH VMS Subsidiary Corporation

MetroRent Inc Podley Doan Inc

Metro Financial Services Inc Preferred Care Agency Inc

Metro Real Estate Services Inc Privacyguard Com inc

Mortgagesave Com Corporation Property Resources Group Inc

Move Com Mortgage Inc Property Resources Group Holdings Inc

Move Com Operations Inc Providence Title Company

Move Com Inc Quantitude Services Inc

N A Sapunar Realty Inc Quantitude Inc

National Library of Poetry Corp Ramada Franchise Systems Inc

NetMarket Group Inc RCI Argentina Inc

Netmarket Inc RCI Asia Pacific PTE Ltd

NGI Holdings Inc RCI Canada Inc

Nisbet Corporation RCI Chile Inc

Numa Corporation RCI Colombia Inc

Ocean Ranch Development Inc RCI Consulting Inc

Pacesetter Nevada Inc RCI General Holdco 2 Inc

Pacific Preferred Properties Inc RCI Korea Inc

Palm Resort Group Inc RCI Malaysia Inc

Perry Butler Realty Inc RCI Resort Management Inc

PHH Auto Finance Corporation RCI Technology Corp

PHH Broker Partner Corporation RCI Thailand Inc

PHH Broker Partner II Corporation Referral Associates International Inc

PHH Canadian Holdings Inc RentNet Inc

PHH Commercial Leasing Inc Resort Connections Inc

PHH Continental Leasing Inc Resorts Title Inc

PHH Corner Leasing Inc RMR Financial

PHH Corporation Roadsmith Inc

PHH Deutschland Inc S D Shepherd Systems Inc

PHH Financial Services Inc Safecard Services Inc

PHH Holdings Corporation Safecard Services Insurance Company

PHH Market Leasing Inc Sea Gardens Beach and Tennis Resort Inc

PHH Mexico Corporation Serenity Yacht Club Inc

PHH Milford Leasing Inc Seville Properties Inc

PHH Mortgage Services Corporation Shirley Realty Company

PHH National Leasing Inc Shoppers Advantage Inc

PHH Page Leasing Inc Speedy Title Appraisal Review Services Corporation

PHH Personalease Corporation Suntree Development Company

PHH Power Leasing Inc Super 8 Motels Inc

13
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ATRIUM INSURANCE CORPORATION

NOTES TO STATUTORY STATEMENTS

YEARS ENDED DECEMBER 31 2001 AND 2000

4 INCOME TAXES Concluded

Tam Bay Realty Inc Vacation Break Resorts at Star Island Inc

The Florida Companies Vacation Break Resorts Inc

The Pacesetter Group Inc Vacation Break U S A Inc

The Residency Clubs Corporation Vacation Break Welcome Centers Inc

THMN Inc Vacation Care Israel Inc

TM Acquisition Corp Villager Franchise Systems Inc

Travel Industries Inc VMS Holdings Inc

Travel Portal Inc Welcome Wagon International Inc

Travelers Advantage Com Inc West Shell Indiana Inc

Travelodge Hotels Inc West Shell Kentucky Inc

Trip Com Inc West Shell Inc

United Bank Club Assoc Inc Whitfield Bernhardt Inc

U S Title Guaranty Company Inc Williamsburg Motors Inc

U S Title Guaranty Co of St Charles Inc Wingate Inns International Inc

Vacation Break Management Inc Wings of Freedom Service Corporation

Vacation Break at Ocean Ranch Inc Wizard Co Inc

Vacation Break Resorts at Palm Aire Inc Wizcom International Ltd

The IDSNY has not adopted the deferred income tax assets and deferred income tax liabilities requirements

of NAIC SAP These components are therefore not reported on the Company s statutory statements of

admitted assets liabilities capital and surplus

A reconciliation of the Company s capital and surplus at December 31 2001 between accounting practices

prescribed by the IDSNY and NAIC SAP is as follows

Statutory capital and surplus IDSNY 32 999 038

Deferred tax assets 598 133

Statutory capital and surplus NAIC SAP 33 597 171

14
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ATRIUM INSURANCE CORPORATION

NOTES TO STATUTORY STATEMENTS

YEARS ENDED DECEMBER 31 2001 AND 2000

5 BENEFIT PLANS

Employees of the Company are participants in two benefit plans a defined benefit plan of the Parent and a

defined contribution plan of Cendant Corporation Effective July 1 1997 new participation was terminated

in the Parent s defined benefit plan therefore only those pension participants prior to July 1 1997 remain in

the plan Accumulated plan benefit data is not available for the individual companies participating in the

defined benefit plan Benefit plan expenses are not separately calculated for the Company but are included

in payroll expense per the Service Allocation Agreement

6 TRUST ACCOUNT

Under the terms of the Company s reinsurance agreements the Company is required to maintain a trust

account for the benefit of each c eding company With one cedent the capital fund portion of the trust

account must be maintained at an amount of the greater of i ceded risk multiplied by 20 119 547 118

or ii the contingency reserve For the other cedent the capital fund portio n of the trust account must be

maintained at an amount of the greater of i 10 of the aggregate risk exposure 7 011 134 or ii the

contingency reserve At December 31 2001 and 2000 128 427 528 and 72 785 786 respectively was

held in the trust These amounts are recorded in restricted shortterm investments on the statutory statements

of admitted assets liabilities capital and surplus The Company believes that its trust account balance at

December 31 2001 is sufficient to maintain its reinsurance agreement

7 LOSSES

2001 2000

Balance January 1 7 146 487 3 734 536

Incurred related to

Current year 1 162 480 757 401

Prioryears 3 492 949 2 654 550

Total incurred 4 655 429 3 411 951

Paid related to

Current year

Prioryears

Total paid

Balance December 31 11 801 916 7 146 487

Reinsurance expense for prior years increased by a total of 3 492 949 in 2001 and 2 654 550 in 2000 because

of anticipated claims costs

15
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ATRIUM INSURANCE CORPORATION

NOTES TO STATUTORY STATEMENTS

YEARS ENDED DECEMBER 31 2001 AND 2000

8 LEASES

The Company leases office space at a monthly rent expense of 2 125 included in other expenses on the

statutory statements of operations The lease terms are month to month with a thirty day written notice of

cancellation required

9 DIVIDEND RESTRICTIONS

The Company is required by law to maintain certain minimum statutory surplus and is subject to regulations

under which payment of a dividend from statutory surplus may require prior approval of the IDSNY The

Company s Reinsurance Agreement prohibits the payment of any dividends until January 1 2005

10 RECONCILIATION TO ANNUAL STATEMENT

2001 2000

Total capital and surplus per

annual statement 33 811 126 28 663 205

Change in income taxes payable to parent 812 088 586 166

Total capital and surplus per

statutory financial statements 32 999 038 28 077 039

11 COMMITMENTS AND CONTINGENCIES

Cendant Corporation Class Action Litigation and Government Irregularities

Cendant Corporation is involved in litigation asserting claims associated with the accounting irregularities

discovered in other formerbusiness units outsideof the principal common stockholder class action litigation

Cendant Corporation does not believe that it is feasible to predict or determine the final outcome or

resolution of these unresolved proceedings However Cendant Corporation does not believethat the impact

of such unresolved proceedings should result in a material liability to the Company in relation to its financial

position or liquidity

Other Pending Litigation

The Company is involved in pending litigation in the usual course of business In the opinion of

management such other litigation will not have a material adverse effect on the Company s statutory

financial position results of operations or cash flows

16

2014-CFPB-0002     Document 108-56     Filed 04/22/2014     Page 19 of 23



ATRIUM INSURANCE CORPORATION

SUPPLEMENTAL SCHEDULES OF SELECTED FINANCIAL DATA STATUTORY BASIS

SUMMARY INVESTMENT SCHEDULE

AS OF AND FOR THE YEAR ENDED DECEMBER 31 2001

Gross Admitted Assets

Investment as Reported in the

Investment Categories Holdings Annual Statement

Bonds

U S treasury securities

U S government agency and corporate obligations excluding mortgage backed securities

Issued by U S government agencies

Issued by U S government sponsored agencies

Foreign government including Canada excluding mortgage backed securities

Securities issued by states territories and possessions and political subdivisions in the U S

State territory and possession general obligations

Political subdivisions of states territories and possessions political subdivisions

general obligations

Revenue and assessment obligations

Industrial development and similar obligations

Mortgage backed securities includes residential and commercial MBS

Pass through securities

Guaranteed by GNMA

Issued by FNMA and FHLMC

Privately issued

CMOs and REMICs

Issued by FNMA and FHLMC

Privately issued and collateralized by MBS issued orguaranteed by GNMA FNMA FHLMC

All other privately issued

Other debt and other fixed income securities excluding short term

Unaffiliated domestic securities includes credit tenant loans rated by the SVO

Unaffiliated foreign securities

Affiliated securities

Equity interests

Investments in mutual funds

Preferred stocks

Affiliated

Unaffiliated

Publicly traded equity securities excluding preferred stocks

Affiliated

Unaffiliated 6 063 114 6 063 114

Other equity securities

Affiliated

Unaffiliated

Other equity interests including tangible personal property under lease

Affiliated

Unaffiliated

17
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ATRIUM INSURANCE CORPORATION

SUPPLEMENTAL SCHEDULES OF SELECTED FINANCIAL DATA STATUTORY BASIS

SUMMARY INVESTMENT SCHEDULE

AS OF AND FOR THE YEAR ENDED DECEMBER 31 2001

Gross Admitted Assets

Investment as Reported in the

Investment Categories Holdings Annual Statement

Mortgage Loans

Construction and land development

Agricultural

Single family residential properties

Multifamily residential properties

Commercial loans

Real Estate Investments

Property occupied by company

Property held for production of income

Property held for sale

Collateral loans

Policy loans

Receivables for securities

Cash and short term investments 123 153 301 123 153 301

Write in for invested assets

Total invested assets 129 216 415 129 216 415

Gross Investment Holdings as valued in compliance withNAIC Accounting Practices and Procedures Manual

18
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ATRIUM INSURANCE CORPORATION

SUPPLEMENTAL SCHEDULES OF SELECTED FINANCIAL DATA STATUTORY BASIS

INVESTMENT RISK INTERROGATORIES

AS OF AND FOR THE YEAR ENDED DECEMBER 31 2001

The Company s total admitted assets reported in the statutory statements of admitted assets liabilities capital and

surplus is 145 848 786 at December 31 2001

1 The 10 largest exposures to a single issuer borrower investment by investment category excluding i U S

government U S government agency securities and those U S Government money market funds listed in

the Appendix to the SVO Purposes and Procedures Manual as exempt ii property occupied by the

Company and iii policy loans at December 31 2001 is as follows None

2 The amounts and percentages of the Company s total admitted assets held in bonds by NAIC rating is as

follows None

3 The amounts and percentages of the Company s total admitted assets held in foreign investments regardless

of whether there is any foreign currency exposure and unhedged foreign currency exposure defined as the

statement value of investment denominated in foreign currencies which are not hedged by financial

instruments qualifying for hedge including i foreign currency denominated investments of 0 supporting

insurance liabi lities denominated in that same foreign currency of 0 and excluding ii Canadian

investments and currency exposure of 0 at December 31 2001 is as follows None

4 The amounts and percentages of the Company s total admitted assets held in Canadian in vestments and

unhedged Canadian currency exposure including Canadian currency denominated investments of 0

supporting Canadian denominated insurance liabilities of 0 at December 31 2001 are as follows None

5 The aggregate amounts and percentages of the reporting entity s total admitted assets held in investments

with contractual sales restrictions defined as investments having restrictions that prevent investments from

being sold within 90 days at December 31 2001 are as follows None

6 The amounts and percentages of admitted assets held in the largest 10 equity interest including investments

in the shares of mutual funds preferred stocks publicly traded equity securities and other equity securities

and excluding money market and bond mu tual funds listed in the Appendix to SVO Practices and

Procedures Manual as exempt of Class 1 at December 31 2001 are as follows

Institutional Money Market Fund 6 063 114 4 69

7 Nonaffiliated privately placed equities included in other equity securities and excluding securities eligible

for sale under i Securities Exchange Commission SEC Rule 144a or ii SEC Rule 144 without volume

restrictions at December 31 2001 totaled 0 which represents 0 of total admitted assets

8 The amounts and percentages of the reporting entity s total admitted assets held in general partnership

interests included in other equity securities at December 31 2001 are as follows None

9 The amounts and percentages of the reporting entity s total admitted assets held in mortgage loans at

December 31 2001 are as follows None
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ATRIUM INSURANCE CORPORATION

SUPPLEMENTAL SCHEDULES OF SELECTED FINANCIAL DATA STATUTORY BASIS

INVESTMENT RISK INTERROGATORIES

AS OF AND FOR THE YEAR ENDED DECEMBER 31 2001

10 The amounts and percentages of the reporting entity s total admitted assets held in each of the five largest

investments in one parcel or group of contiguous parcels of real estate excluding property occupied by the

Company at December 31 2001 are as follows None

11 The amounts and percentages of the reporting entity s total admitted assets subject to the following types of

agreements are as follow

Percentage

At Year end of Total At End of Each Quarter

Admitted 1st Quarter 2nd Quarter 3rd Quarter

Amount Assets Amount Amount Amount

Securities lending do not include assets

held as collateral for such transactions

Repurchase agreements

Reverse repurchase agreements

Dollar repurchase agreements

Dollar reverse repurchase agreements

12 The amounts and percentages of warrants not attached to other financial instruments options caps and

floors at December 31 2001 are as follows None

13 The amounts and percentages of potential exposure defined as the amount determined in accordance with

the NAIC Annual Statement Instructions for collars swaps and forwards at December 31 2001 are as

follows None

14 The amounts and percentages of potential exposure defined as the amount determined in accordance with

the NAIC Annual Statement Instructions for futures contracts at December 31 2001 are as follows None

15 The amounts and percentages of the 10 largest investments included in the Write ins for Invested Assets

category of the Summary Investment Schedule as of December 31 2001 are as follows None

20
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INDEPENDENT AUDITORS’ REPORT

To the Board of Directors

Atrium Insurance Corporation

New York New York

We have audited the accompanying statutory statements of admitted assets liabilities capital and surplus

of Atrium Insurance Corporation the “Company” as of December 31 2002 and 2001 and the related

statutory statements of operations changes in capital and surplus and cash flows for the years then ended

These financial statements are the responsibility of the Company’s management Our responsibility is to

express an opinion on these financial statements based on our audits

We conducted our audits in accordance with auditing standards generally accepted in the United States of

America Those standards require that we plan and perform the audit to obtain reasonable assurance

about whether the financial statements are free of material misstatement An audit includes examining

on a test basis evidence supporting the amounts and disclosures in the financial statements An audit also

includes assessing the accounting principles used and significant estimates made by management as well

as evaluating the overall financial statement presentation We believe that our audits provide a reasonable

basis for our opinion

As described more fully in Note 1 to the statutory financial statements the Company has prepared these

financial statements in conformity with the accounting practices prescribed or permitted by the Insurance

Department of the State of New York which is a comprehensive basis of accounting other than

accounting principles generally accepted in the United States of America The effects on such financial

statements of the differences between the accounting practices prescribed or permitted by the Insurance

Department of the State of New York and accounting principles generally accepted in the United States of

America are also described in Note 1

In our opinion because of the effects of the differences between the two bases of accounting referred to in

the preceding paragraph such financial statements do not present fairly in conformity with accounting

principles generally accepted in the United States of America the assets liabilities capital and surplus of

Atrium Insurance Corporation as of December 31 2002 and 2001 or the results of its operations or its

cash flows for the years then ended

In our opinion such financial statements present fairly in all material respects the admitted assets

liabilities capital and surplus of Atrium Insurance Corporation as of December 31 2002 and 2001 and

the results of its operations and its cash flows for the years then ended on the basis of accounting

described in Note 1
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As discussed in Note 1 to the statutory financial statements the Company has changed certain accounting

practices as a result of the adoption with certain modifications by the Insurance Department of the State

of New York of the National Association of Insurance Commissioners’ Accounting Practices and

Procedures Manual–Version effective January 1 2001 as modified by the Insurance Department of the

State of New York the “Department” Effective January 1 2002 the Company changed accounting

practices relating to deferred taxes as a result of amendments to prescribed practices adopted by the

Department

Our 2002 audit was conducted for the purpose of forming an opinion on the basic 2002 statutory financial

statements taken as a whole The supplemental summary investment schedule and the supplemental

schedule of investment risk interrogatories as of and for the year ended December 31 2002 are presented

for complying with the National Association of Insurance Commissioners’ instructions to Annual Audited

Financial Reports and are not a required part of the basic 2002 statutory financial statements This

additional information is the responsibilityof the Company’s management Such information has been

subjected to the auditing procedures applied in our audit of the basic 2002 statutory financial statements

and in our opinion is fairly stated in all material respects when considered in relation to the basic 2002

statutory financial statements taken as a whole

February 5 2003
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ATRIUM INSURANCE CORPORATION

STATUTORY STATEMENTS OF ADMITTED ASSETS LIABILITIES

CAPITAL AND SURPLUS

DECEMBER 31 2002 AND 2001

20022001ADMITTED
ASSETSCash

and cash equivalents2,310,847 788,887

Restricted short term investments154,874,477 128,427,528

Premiums in course of collection17,357,205 15,701,035

Interest due and accrued596,381 931,336

Deferred income taxes116,872
Total admitted assets175,255,782 145,848,786

LIABILITIES CAPITAL AND

SURPLUSLIABILITIES

Losses16,741,613 11,801,916

Statutory contingency reserves85,441,848 61,355,889

Commissions payable contingent commissions and other similarcharges3,022,239 2,799,266

Unearned premiums828,053 622,277

Other expenses103,850 61,997

Federal income taxes payable toparent17,628,849 36,208,403

Total liabilities123,766,452 112,849,748

COMMITMENTS AND CONTINGENCIES See Note11
CAPITAL AND SURPLUS

Commoncapital stock 1,000 par value 1,000 shares authorized

issued and outstanding 1,000,000 1,000,000

Gross paid in and contributed surplus46,100,000 28,600,000

Unassigned funds4,389,330 3,399,038

Total capital andsurplus51,489,330 32,999,038

TOTAL LIABILITIES CAPITAL AND SURPLUS175,255,782 145,848,786

See notes to statutory statements

3
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ATRIUM INSURANCE CORPORATION

STATUTORY STATEMENTS OF OPERATIONS
YEARS ENDED DECEMBER 31 2002 AND 2001

20022001INCOME
Premiums earned48,171,917 45,674,758

Net investment income2,655,358 4,556,153

Total income50,827,275 50,230,911

EXPENSES

Losses incurred4,939,697 4,655,429Commissions6,646,788 6,879,518

Payrollexpenses111,432 111,432

Other expenses312,643 178,933

Total expenses12,010,560 11,825,312

INCOME BEFORE INCOME TAXES38,816,715 38,405,599

FEDERAL INCOME TAXES INCURRED13,857,336 13,646,221

NET INCOME24,959,379 24,759,378

See notes to statutory statements

4
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ATRIUM INSURANCE CORPORATION

STATUTORY STATEMENTS OF CHANGES IN CAPITAL AND SURPLUS
YEARS ENDED DECEMBER 31 2002 AND 2001

20022001CAPITAL
AND SURPLUS BEGINNING OF YEAR32,999,038 28,077,039

NET INCOME24,959,379 24,759,378

INCREASE IN CONTINGENCY RESERVE 24,085,959 22,837,379

INCREASE IN DEFERRED TAX ASSET26,040
CUMULATIVE EFFECT OF CHANGE IN ACCOUNTING PRINCIPLE90,832

CAPITAL CONTRIBUTION FROM PARENT17,500,000 3,000,000

INCREASE IN CAPITAL AND SURPLUS18,490,292 4,921,999

CAPITAL AND SURPLUS END OF YEAR51,489,330 32,999,038

See notes to statutory statements

5

2014-CFPB-0002     Document 108-57     Filed 04/22/2014     Page 8 of 26



ATRIUM INSURANCE CORPORATION

STATUTORY STATEMENTS OF CASH FLOWS
YEARS ENDED DECEMBER 31 2002 AND 2001

20022001PREMIUMS
COLLECTED NET OFREINSURANCE46,721,522 40,881,023

OTHER UNDERWRITING EXPENSE 6,806,036 6,285,316

NET INVESTMENT INCOME2,990,313 4,551,307

STATE INCOME TAXREFUND 305,231

NET CASH FROM OPERATIONS42,905,799 39,452,245

CHANGE IN CAPITAL AND SURPLUS PAID IN PAID OUT 14,936,890 3,000,000

NET INCREASE IN CASH AND CASH EQUIVALENTS AND

RESTRICTED SHORT TERM INVESTMENTS27,968,909 42,452,245

CASH AND CASH EQUIVALENTS AND RESTRICTED

SHORT TERM INVESTMENTS BEGINNING OF YEAR129,216,415 86,764,170

CASH AND CASH EQUIVALENTS AND RESTRICTED

SHORT TERM INVESTMENTS END OFYEAR157,185,324 129,216,415

See notes to statutory statements

6
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ATRIUM INSURANCE CORPORATION

NOTES TO STATUTORY STATEMENTS
YEARS ENDED DECEMBER 31 2002 AND 2001

1 SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Nature of Operations –Atrium Insurance Corporation “ the Company” is incorporated under the laws

of the State of New York The Company is an indirect wholly owned subsidiary of PHH Corporation

“Parent” which is a wholly owned subsidiary of Cendant Corporation The Company began

insurance operations on November 9 1995

The Company assumes mortgage insurance reinsurance wherein the ceding company is indemnified

subject to a specified limit against the amount of loss in excess of a predetermined limit with respect to

accumulation of losses

Basis of Presentation – The Company’s statutory financial statements are presented on the basis of

accounting practices prescribed or permitted by the Insurance Department of the State of New York

“IDSNY” Effective January 1 2001 the IDSNY required that insurance companies domiciled in the

State of New York prepare their statutory financial statements in accordance with the National

Association of Insurance Commissioners’ “NAIC” Accounting Practices and Procedures Manual –

Version effective January 1 2001 “NAIC SAP” with certain modifications Accordingly the

Company’s statutory statements of admitted assets liabilities capital and surplus as of December 31

2001 and the statutory statements of operations and the statutory statements of cash flows for the year

then ended have been determined in accordance with the new accounting principles The Company’s

adoption of NAIC SAP as modified by the State of New York did not have a material impact on the

Company’s statutory capital and surplus at January 1 2002 In addition the Commissioner of the

IDSNY has the right to permit other specific practices that may deviate from prescribed practices The

Company had no such permitted practices during the years ended December 31 2002 and 2001

Accounting practices and procedures of the NAIC as prescribed or permitted by the IDSNY comprise a

comprehensive basis of accounting other than accounting principles generally accepted in the United

States of America “GAAP” The more significant differences are as follows

• Assets are reported under NAIC SAP at “admitted asset” value and “non admitted” assets are

excluded through a charge against surplus while under GAAP “non admitted assets” are reinstated

to the balance sheet net of any valuation allowance

• A predetermined percentage of net premiums written must be reserved i e contingency reserve

• Comprehensive income and its components are not presented in the statutory basis financial

statements

• Prior to January 1 2001 a federal income tax provision was made only on a current basis for

statutory accounting while under GAAP a provision was also made for deferred taxes on

temporary differences between the financial reporting and tax bases of assets and liabilities

Subsequent to January 1 2001 NAIC SAP requires an amount to be recorded for deferred taxes

however there are limitations as to the amount of deferred tax assets that may be reported as

“ admitted assets” The State of New York has adopted this requirement as of January 1 2002 See

Note 4 As a result an increase to surplus of 90,832 was made to reflect this adoption

7
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ATRIUM INSURANCE CORPORATION

NOTES TO STATUTORY STATEMENTS
YEARS ENDED DECEMBER 31 2002 AND 2001

1 SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES Continued

• Investments in bonds are generally carried at amortized cost while under GAAP they are carried at

either amortized cost or

f
a

ir

value based on their classification according to the Company’s ability

and intent to hold or trade the securities

Cash and Cash Equivalents –Marketable securities with original maturities of three months or less are

included in cash equivalents

Restricted ShortTerm Investments –Debt securities are stated at statement value which based on the

NAIC designation of the security is either amortized cost or a market value prescribed by the NAIC

Shortterm investments have original maturities of one year or less See also Notes 2 and 6

Recognition of Premium Revenues –Premiums are recognized as revenue on a pro rata basis over the

policy term generally one year The portion of premiums that will be earned in the future are deferred

and reported as unearned premiums

Recognition of Investment Income – Interest on investments is accrued as earned

Insurance Liabilities –The liability for loss reserves represents an estimate of losses Such liability is

necessarily based on estimates and while management believes that the amount is adequate the

ultimate liability may be in excess of or less than the amount provided The methods for making such

estimates and for establishing the resulting liability are continually reviewed and any adjustments are

reflected in earnings currently

The change in the contingency reserve reflects 50 of earned premium which accumulates for ten

years in accordance with NAIC SAP

Income Taxes –The Company is included in the consolidated federal income tax return of Cendant

Corporation The Company files separate state income tax returns The tax charge or tax refund to the

Company under the tax sharing agreement represents an amount that would have been paid or received

if it had filed on a separate return basis with the Internal Revenue Service The ultimate settlement of

this liability is dependent upon the ultimate settlement of Cendant Corporation’s tax liability with the

Internal Revenue Service

ExpenseService Allocation – The Company is party to an Expense Allocation Agreement and a

Service Allocation Agreement wherein certain goods and services are allocated among Cendant

Corporation subsidiaries Substantially all payroll and other general and administrative expenses paid

were subject to these agreements Payroll expense is allocated based upon actual time Cendant

Corporation employees spend performing services for the Company

8
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ATRIUM INSURANCE CORPORATION

NOTES TO STATUTORY STATEMENTS
YEARS ENDED DECEMBER 31 2002 AND 2001

1 SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES Concluded

Fair Value of Financial Instruments – Cash and cash equivalents and restricted shortterm

investments are carried at an amount that approximates fair value There are no financial instruments

owned by the Company that are not disclosed on the financial statements

Use of Estimates –The preparation of financial statements in conformity with the NAIC SAP requires

management to make certain estimates and assumptions that affect the reported amounts of admitted

assets and liabilities and disclosure of contingent assets and liabilities at the date of the financial

statements and the reported amounts of revenues and expenses during the period Actual results could

differ from those estimates

2 RESTRICTED SHORT TERM INVESTMENTS

At December 31 restricted shortterm investments consisted of the following

InvestmentAmortizedCostFairValueAmortizedCostFairValue6
Month Treasury Bills139,925,106

1
3
9
,9

2
5
,1

0
6

1
2
2
,3

6
3
,6

7
5

1
2
2
,3

6
3
,6

7
5

Money Market Fund14,948,830 14,948,830 6,063,114 6,063,114

Principal Cash inTrust541 541 739 739

1
5
4
,8

7
4
,4

7
7

1
5
4
,8

7
4
,4

7
7

1
2
8
,4

2
7
,5

2
8

1
2
8
,4

2
7
,5

2
8

20022001

The Money Market Fund invests in short term treasury securities that generally maintain a dollar

weighted average maturity of sixty days or less In accordance with NAIC guidance the Company’s

money market fund is classified as an unaffiliated equity investment on the Supplemental Schedule of

Investments All of the Company’s shortterm investments are restricted See Note 6 for further

details

3 REINSURANCE ACTIVITY

The Company does not write any direct insurance The Company is a reinsurer of a portion of the

ultimate net losses on mortgage insurance policies underwritten by third parties At December 31 2002

and 2001 premiums receivable were 17,357,205 and 15,701,035 respectively The Company

assumes premiums under an excess of loss agreement at the rate of 25 of gross written premiums for

policies with effective dates of October 1993 through March 1997 and a rate of 45 less a ceding

9

2014-CFPB-0002     Document 108-57     Filed 04/22/2014     Page 12 of 26



ATRIUM INSURANCE CORPORATION

NOTES TO STATUTORY STATEMENTS
YEARS ENDED DECEMBER 31 2002 AND 2001

3 REINSURANCE ACTIVITY Concluded

commission of 19 for policies with effective dates from April 1997 thorough December 1999 For

policies with effective dates of January 2000 and forward the Company assumes premiums under an

excess of loss agreement at the rate of 45 less a ceding commission of 11.1

4 INCOME TAXES

The IDSNY has adopted the deferred income tax asset and deferred income tax liability requirements of

NAIC SAP These components are therefore reported on the Company’s statutory statement of

admitted assets liabilities capital and surplus

The provisions for incurred income taxes on earnings for the years ended December 31 are

20022001Federal13,857,336
13,646,221Foreign

Federal and foreign income taxes incurred13,857,336 13,646,221

The following are income taxes incurred in the current and prior years that will be available for

recoupment in the event of future net losses

2002 13,857,336

2001 13,646,221

2000 10,368,054

The components of net deferred tax asset at December 31 2002 and January 1 2002 are as follows

December 31
2002January

12002Total
deferred tax assets869,619

5
9
8
,1

3
3

Total deferred tax liabilities
Net deferred taxassets869,619 598,133

Nonadmitted deferred taxassets752,747 507,301

Net admitted deferred tax asset116,872 90,832

Increase in nonadmitted deferred tax asset245,446

5
0
7
,3

0
1
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ATRIUM INSURANCE CORPORATION

NOTES TO STATUTORY STATEMENTS
YEARS ENDED DECEMBER 31 2002 AND 2001

4 INCOME TAXES Continued

The change in main components of deferred tax assets and deferred tax liabilities arising from

temporary differences are as follows

December 31
2002January

1

2002ChangeDeferred
Tax Assets

Loss Reserve752,747

5
0
7
,3

0
1

2
4
5
,4

4
6

Unearned Premiums116,872 90,832 26,040

Total deferred tax assets869,619 598,133 271,486

Nonadmitted deferred tax assets752,747 507,301 245,446

Net admitted deferred tax asset116,872 90,832 26,040

The provision for federal income taxes incurred is different from that which would be obtained by

applying the statutory federal income tax rate to income before income taxes The significant items

causing this difference are as follows

12312002Effective
Tax

RateProvision
computed at statutory rate13,585,850 35.00

Change in nonadmitted assets245,446 0.63

Total statutory income taxes13,831,296 35.63

Federal income taxes incurred13,857,336 35.70

Change in net deferred income taxes26,040 0.07

Total statutory income taxes13,831,296 35.63

11
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ATRIUM INSURANCE CORPORATION

NOTES TO STATUTORY STATEMENTS
YEARS ENDED DECEMBER 31 2002 AND 2001

4 INCOME TAXES Continued

The Company is included in the consolidated federal income tax return of Cendant The Company files

separate state income tax returns The tax charge or tax refund to the Company under the tax sharing

agreement represents an amount that would have been paid or received if it had filed on a separate

return basis with the Internal Revenue Service The ultimate settlement of this liability is dependent

upon the ultimate settlement of Cendant Corporation’s tax liability with the Internal Revenue Service

The Company is included in the consolidated federal income tax return of Cendant Corporation which

also includes the following affiliated entities

4509 Corporation Budget Rent A Car System Inc fka Cherokee Acquisition

Corporation

Advance Ross Corporation Burgdorff Referral Associates Inc

Advance Ross Electronics Corporation Burnet Insurance Corporation

Advance Ross Intermediate Corporation Burnet Realty Chicago Inc

Advance Ross Steel Company Burnet Realty Inc

Advance Ross Sub Company Burnet Title Inc

AFL Management Services Inc Burrows Closing Management Corporation

AFS Mortgage Inc Burrows Escrow Services Inc

Amerihost Franchise Systems Inc C C Home Center

Ann Blackham Company Inc CB Residential Real Estate Svcs of Wisconsin Inc

Apex Marketing Inc Cendant Auto Services Inc

Apollo Galileo USA Cendant Car Rental Inc

Apollo Galileo USA Sub I Inc Cendant Corporation

Apollo Galileo USA Sub II Inc Cendant Data Services Inc

Apple Ridge Services Corporation Cendant Finance Holding Corp

Associated Client Referral Corp Cendant Global Services Inc

Aston Hotels Resorts International Inc Cendant Intermediate Holdings Inc

Atlantic Marketing Realty Inc Cendant Internet Group Inc

Atrium Insurance Corporation Cendant Latin America Holdings Inc

Avis Capital Corporation Cendant Membership Services Holdings Subsidiary Inc

Avis CarHoldings Inc fka Cendant Car Holdings Inc Cendant Membership Services Holdings Inc

Avis CarRental Group Inc fka Cendant Car Rental Inc Cendant Membership Services Inc

Avis Fleet Leasing Management Corporation Cendant Mobility Financial Corporation

Axiom Financial Inc Cendant Mobility Governmental Financial Svcs Corp

Benefit Consultants Membership Inc Cendant Mobility Services Corp

Benefit Consultants Inc Cendant Mortgage Corporation

BFICP Corporation Cendant Operations Inc

BGI Leasing Inc Cendant Publishing Inc

Book Stacks Unlimited Inc Cendant Real Estate Holdings Inc

Boston Waterfront Realty Corporation Cendant Settlement Svcs Group fka NRT Settlement Services Inc

BSSP Acquisition Corporation Cendant Stock Corporation

Budget Funding Corporation Cendant Supplier Services Inc

12
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ATRIUM INSURANCE CORPORATION

NOTES TO STATUTORY STATEMENTS
YEARS ENDED DECEMBER 31 2002 AND 2001

4 INCOME TAXES Continued

Cendant Technology Holdings LLC Del Monte Realty Company

Cendant Transportation Corp Distribution Systems Inc

Cendant Travel Inc Douglas Jean Burgdorff Inc

Cendant Vacation Holdco Inc Drivershield Com FS Corporation

Central Florida Title Company EA Hill Company LTD

Central Penn MultiList Inc Eastern Resort Corporation

Century 21 Mortgage Corporation Edenton Morts Inc

Century 21 Real Estate Corporation EFI Development Funding Inc

CGRN Inc EFI Funding Company Inc

Cheap Tickets Inc Equity Title Company

Cleveland Financial Services Group Equivest Administration Services Inc

Coldwell Banker Canada Partners Inc Equivest Capital Inc

Coldwell Banker Corporation Equivest Club Inc

Coldwell Banker Mortgage Corporation Equivest Entertainment Services Inc

Coldwell Banker Real Estate Corp Equivest Finance Inc

Coldwell Banker Real Estate Holdings Inc Equivest Florida Inc

Coldwell Banker Real Estate Services Inc Equivest Louisiana Inc

Coldwell Banker Real Estate Inc Equivest Management Services Inc

Coldwell Banker Residential Brokerage Company Equivest Maryland Inc

Coldwell Banker Residential Brokerage Corporation Equivest Resorts Vacation Club Inc

Coldwell Banker Residential Brokerage Insurance Agency of Maine

Inc fka The Dewolf Ins Agency of Maine Inc

Equivest Texas Inc

Coldwell Banker Residential Brokerage Insurance Agency Inc fka

The Dewolf Ins Agency Inc
Equivest Vacation and Travel Club Inc fka Peppertree Resorts

Vacation Club

Coldwell Banker Residential Brokerage Pardoe Inc Equivest Vacation Club

Coldwell Banker Residential Brokerage Inc fka Pardoe Real Estate

Inc

Equivest Washington Inc fka Capital City Suites

Coldwell Banker Residential Real Estate Pardoe Inc ERA Franchise Systems Inc

Coldwell Banker Residential Real Estate Inc ERA General Agency Corporation

Coldwell Banker Residential Referral Network ERA General Agency of New Jersey Inc

Coldwell Banker Residential Referral Network Inc ERA Mortgage Corporation

Colonial Express Title Services Inc FAH Company Inc

CompUCard Services Inc Fairfield Acceptance Corporation

Continental Development Corporation Fairfield Bay Inc

Corcoran com Inc Fairfield Capital Corporation

Cornish Carey Residential Inc Fairfield Flagstaff Realty Inc

Corporate Real Estate Services Inc Fairfield Funding Corporation II

Credentials Services International Inc Fairfield Funding Corporation III

CUC Asia Holdings Fairfield Glade Inc

Days Inns Worldwide Inc Fairfield Homes Construction Company

De Wolfe Direct Inc Fairfield Management Services Inc

De Wolfe Realty Affiliates Inc Fairfield Mortgage Acceptance Corporation

De Wolfe Relocation Services Inc Fairfield Mortgage Corporation

De Wolfe com Inc Fairfield Mountains Inc

Dealers Holding Inc Fairfield Myrtle Beach Inc

13
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ATRIUM INSURANCE CORPORATION

NOTES TO STATUTORY STATEMENTS
YEARS ENDED DECEMBER 31 2002 AND 2001

4 INCOME TAXES Continued

Fairfield Pagosa Realty Inc Hunneman Mortgage Corporation

Fairfield Receivables Corporation Hunneman Residential Management Corp

Fairfield Resorts Inc Hunneman Security Services Inc

Fairfield Sapphire Valley Inc Ideon Group Inc

Fairfield Vacation Resorts Inc Imperial Life Insurance Company

Fairfield Virgin Islands Inc Instamortgagecom Corporation

Fairtide Insurance LTD Intercambios Endless Vacation IEV Inc

FISI Madison Financial Corporation Internetwork Publishing Corporation

FJS Corporation JW Riker Northern R I Inc

Florida's Preferred School of Real Estate Jack Gaughen Network Services Inc

Forest E Olsen Jack Gaughen Inc

Fox Realty Jackson Hewitt Inc

Fred Sands School of Real Estate Jambor Associates Inc

Galileo Asia Ltd Jon Douglas Company

Galileo BA Inc Joseph J Murphy Realty Inc

Galileo Brazil Ltd K T Realty Inc

Galileo International Services Inc Kahn Realty Companies

Galileo International Inc Kenosia Services Corporation

Galileo Technologies Inc King Thompson Holzer Wollam Inc

Gerwer Associates Inc Knights Franchise Systems Inc

Grey City Graphics Inc Kona Hawaiian Vacation Ownership LLC

Guardian Title Company Leisure Sciences Inc fka RCI Consulting Inc

Haddonfield Holding Corporation LMS Delaware Corporation

Hamera Corporation Long Term Preferred Care Insurance Services of Nevada Inc

Hebdo Mag Overseas Holdings Inc Long Term Preferred Care Insurance Services of North Carolina

Inc

Henry S Miller Investments Inc Long Term Preferred Care Inc

Henry S Miller Real Estate Institute Inc Long Wharf Marina Restaurant Inc

Henry S Miller Residential Group Inc Magellan Technologies Inc

Henry S Miller Residential Services Corp Mansell Commercial Real Estate Services Inc

Hewfant Inc Mark Stimson Associates

HFS Decar Funding Corporation Marshall L Miller Inc

HFS Licensing Inc McGarvey –Clark Realty Inc

HFS New York Corp MCM Group Ltd

HFS Truck Funding Corporation Metro Financial Services Inc

Higgins Health Inc Metro Real Estate Services Inc

Highwire Inc MidExchange Inc

Hillshire House Inc Mirror Lake Development Inc

Home Referral Network Inc Mirror Lake Realty Inc

Hotel Financing Inc Mortgagequestions com Corporation fka Mortgagesave com

Corporation

Howard Johnson International Inc MRG L Judgement Acquisition Corp Inc

Hunneman Commercial Management Corp Municipal Compliance Services

Hunneman Management Company Inc

14
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ATRIUM INSURANCE CORPORATION

NOTES TO STATUTORY STATEMENTS
YEARS ENDED DECEMBER 31 2002 AND 2001

4 INCOME TAXES Continued

NA Sapunar Realty Inc PHH Continental Leasing Inc

NE Moves Mortgage Corporation fka DeWolfe Mortgage Services

Inc

PHH Corner Leasing Inc

NetMarket Group Inc PHH Corporation

Netmarket Inc PHH Financial Services Inc

NGI Holdings Inc PHH Holdings Corporation

Nisbet Corporation PHH Market Leasing Inc

NRT Colorado Inc PHH Milford Leasing Inc

NRT Columbus Inc PHH Mortgage Services Corporation

NRT Commercial Inc PHH National Leasing Inc

NRT Commercial Utah Inc PHH Page Leasing Inc

NRT Incorporated PHH Personalease Corporation

NRT Mid Atlantic Inc PHH Power Leasing Inc

NRT Missouri Referral Network Inc PHH St Paul Leasing Inc

NRT Missouri Inc PHH Title Services Corporation

NRT Mortgage Service Inc PHH VMS Subsidiary Corporation

NRT New England fka Hunneman Real Estate Corporation Podley Doan Inc

NRT New York Inc Preferred Care Agency Inc

NRT Settlement Services of Missouri Inc Preferred Mortgage Group Inc

NRT Settlement Services of Texas Inc Progeny Marketing Innovations Holdings Inc fka FISI Madison

Holdings Inc

NRT Sunshine Inc Progeny Marketing Innovations of Kentucky Inc fka FISI

Madison Financial Corporation of Kentucky

NRT Texas Real Estate Services Inc fka Rigg Real Estate Progeny Marketing Innovations Inc fka Benefit Consultants Inc

NRT Texas Inc Progressive Title Company Inc

NRT Utah Inc DE Property Resources Group Holdings Inc

NRT Utah Inc UT Property Resources Group Inc

Ocean City Coconut Malorie Resort Providence Title Company

Ocean Ranch Development Inc Quantitude Services Inc

O'Conor Piper Flynn Inc Quantitude Inc

PA Lethridge Co Raccoon Acquisition Corp

Pacesetter Nevada Inc Ramada Franchise Systems Inc

Pacesetter Properties Inc RCI Argentina Inc

Pacific Preferred Properties Inc RCI Asia Pacific PTE Ltd

Palm Resort Group Inc RCI Canada Inc

PAR Services Inc Beierle RCI Chile Inc

Peppertree Acquisition II Corp RCI Columbia Inc

Peppertree Resort Villas Inc RCI General Holdco 2 Inc

Peppertree Resorts Ltd RCI Holiday Network Inc

Peppertree Resorts Management Inc RCI Korea Inc

Perry Butler Realty Inc RCI Malaysia Inc

PHH Auto Finance Corporation RCI Resort Management Inc

PHH Broker Partner Corporation RCI Technology Corp

PHH Canadian Holdings Inc RCI Thailand Inc

PHH Commercial Leasing Inc Real Estate Referral Inc

15
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ATRIUM INSURANCE CORPORATION

NOTES TO STATUTORY STATEMENTS
YEARS ENDED DECEMBER 31 2002 AND 2001

4 INCOME TAXES Continued

Real Estate Referral Inc Team Fleet Financing Corporation

Real Estate Referrals Inc Terramar Guaranty Title Trust Inc

Real Estate Services of Pennsylvania Inc DE The Corcoran Group Downtown Inc

Real Estate Services of Pennsylvania Inc PA The Corcoran Group Eastside Inc

Real Estate Services Inc The Corcoran Group Rental Inc

Referral Associates International The Corcoran Group West Side Inc

Referral Associates of California Inc The De Wolfe Companies Inc

Referral Associates of Florida Inc The De Wolfe Company Inc

Referral Associates of Illinois Inc The Florida Companies

Referral Associates of New England Inc The Pacesetter Group Inc

Referral Network Inc The Residency Clubs Corporation

Relocation Chicago The Sunshine Group Florida LTD Corporation

Resolution Credit Corporation TM Acquisition Corp

Resort Connections Inc TM Acquisition Sub Inc

Resort Marketing Services Inc Travel Industries Inc

Resorts Title Inc Travel Rewards Inc

RMR Financial Travelodge Hotels Inc

Roadsmith Inc Trendwest Funding I Inc

S L M Properties Inc Trendwest Leasing LLC

SD Shepherd Systems Inc Trendwest Real Estate Inc

Safecard Services Inc Trendwest Resorts Inc

Sea Gardens Beach and Tennis Resort Inc Tri Funding II Inc

Secured Land Transfers Inc Tri Funding III Inc

Serenity Yacht Club Inc Tri Funding IV Inc

Seville Properties Realty Inc Tri Funding V Inc

Seville Properties Inc Trip ComInc

Shirley Realty Company Trust International Hotel Reservation Services Inc

Shoppers Advantage Inc TW Holdings II Inc

Sierra Deposit LLC fka Sierra Receivables Company LLC TW Holdings III Inc

Sierra Receivables Funding Company LLC fka Sierra Funding

Company LLC
TWH Funding I Inc

Signature Properties Inc United Bank Club Assoc Inc

Soleil Florida Corporation US Title Guaranty Company Inc

Speedy Title Appraisal Review Services Corporation US Title Guaranty Co of St Charles Inc

St Joe Title Services Inc Vacation Break at Ocean Ranch Inc

St Augustine Resort Development Group Inc Vacation Break Management Inc

St Joe Real Estate Services Inc Vacation Break Resorts at Palm Aire Inc

Sunbelt Lending Services Inc fka Arvida Mortgage Svcs Inc Vacation Break Resorts at Star Island Inc

Sunshine Group LTD Vacation Break Resorts Inc

Suntree Development Company Vacation Break USA Inc

Super 8 Motels Inc Vacation Break Welcome Centers Inc

TamBay Realty Inc Vacation Care Israel Inc

Tax Services of America Inc Valley of California Inc
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ATRIUM INSURANCE CORPORATION

NOTES TO STATUTORY STATEMENTS
YEARS ENDED DECEMBER 31 2002 AND 2001

4 INCOME TAXES Concluded

Van Zandt Associates Inc WhitfieldBernhardt Inc

Villager Franchise Systems Inc Williamsburg Motors Inc

VMS Holdings Inc Wingate Inns International Inc

Warranty Escrow Company Wings of Freedom Service Corporation

West Coast Escrow Wizard Co Inc

West Shell Indiana Inc Wizcom International Ltd

West Shell Kentucky Inc Wright Express Financial Services Corporation

West Shell Inc

5 BENEFIT PLANS

Employees of the Company are participants in two benefit plans a defined benefit plan of the Parent and

a defined contribution plan of Cendant Corporation Effective July 1 1997 new participation was

terminated in the Parent’s defined benefit plan therefore only those pension participants prior to July 1
1997 remain in the plan Accumulated plan benefit data is not available for the individual companies

participating in the defined benefit plan Benefit plan expenses are not separately calculated for the

Company but are included in payroll expense per the Service Allocation Agreement

6 TRUST ACCOUNT

Under the terms of the Company’s reinsurance agreements the Company is required to maintain a trust

account for the benefit of each ceding company With one cedent the capital fund portion of the trust

account must be maintained at an amount of the greater of i ceded risk multiplied by 20
138,644,668 or ii the contingency reserve For the other cedent the capital fund portion of the trust

account must be maintained at an amount of the greater of i 10 of the aggregate risk exposure

17,098,044 or ii the contingency reserve At December 31 2002 and 2001 154,874,477 and

128,427,528 respectively was held in the trust These amounts are recorded in restricted short term

investments on the statutory statements of admitted assets liabilities capital and surplus The Company

believes that its trust account balance at December 31 2002 is sufficient to maintain its reinsurance

agreement
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ATRIUM INSURANCE CORPORATION

NOTES TO STATUTORY STATEMENTS
YEARS ENDED DECEMBER 31 2002 AND 2001

7 LOSSES

20022001Balance
January 111,801,916

7
,1

4
6

,4
8

7

Incurred related to

Current year622,296 1,162,480

Prioryears4,317,401 3,492,949

Total incurred4,939,697 4,655,429

Paid related to

Currentyear
Prioryears
Totalpaid

Balance December 3116,741,613

1
1
,8

0
1
,9

1
6

Reinsurance expense for prior years increased by a total of 4,317,401 in 2002 and 3,492,949 in 2001

because of anticipated claims costs

8 LEASES

The Company leases office space at a monthly rent expense of 1,882 included in other expenses on the

statutory statements of operations The lease terms are month tomonth with a thirty day written notice

of cancellation required

9 DIVIDEND RESTRICTIONS

The Company is required by law to maintain certain minimum statutory surplus and is subject to

regulations under which payment of a dividend from statutory surplus may require prior approval of the

IDSNY The Company’s Reinsurance Agreement prohibits the payment of any dividends until January

1 2005
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ATRIUM INSURANCE CORPORATION

NOTES TO STATUTORY STATEMENTS
YEARS ENDED DECEMBER 31 2002 AND 2001

10 RECONCILIATION TO ANNUAL STATEMENT

20022001Total
capital and surplus per

annual statement51,654,337

3
3
,8

1
1
,1

2
6

Change in income taxes payable toparent281,879 812,088

Change in net admitted deferred tax asset116,872
Total capital and surplus per

statutory financial statements51,489,330

3
2
,9

9
9
,0

3
8

11 COMMITMENTS AND CONTINGENCIES

Cendant Corporation Class Action Litigation and Government Irregularities

Cendant Corporation is involved in litigation asserting claims associated with the accounting

irregularities discovered in other acquired business units outside of the principal common stockholder

class action litigation Cendant does not believe that it is feasible to predict or determine the final

outcome or resolution of these unresolved proceedings An adverse outcome from such unresolved

proceedings could be material with respect to earnings in any given reporting period Cendant does not

believe that the impact of such unresolved proceedings should result in a material liability to Cendant in

relation to its financial position or liquidity

Other Pending Litigation

The Company is involved in litigation arising in the normal course of business Although the amount

of any ultimate liability arising from these matters cannot presently be determined the Company does

not anticipate that any such liability will have a material effect on the Company’s statutory financial

position results of operations or cash flows
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ATRIUM INSURANCE CORPORATION

SUPPLEMENTAL SCHEDULES OF SELECTED FINANCIAL DATA –STATUTORY BASIS

SUMMARY INVESTMENT SCHEDULE
AS OF AND FOR THE YEAR ENDED DECEMBER 31 2002

Investment
CategoriesGrossInvestment

Holdings

Admitted Assets as

Reported in the

AnnualStatementBonds
U S treasurysecurities

U S government agency and corporate obligations excluding mortgage backed securities

Issued by US government agencies

Issued by US government sponsored agencies

Foreign government including Canada excluding mortgage backed securities

Securities issued by states territories and possessions and political subdivisions in the U S
State territory and possession general obligations

Political subdivisions of states territories and possessions political subdivisions

general obligations

Revenue and assessment obligations

Industrial development and similar obligations

Mortgage backed securities includes residential and commercial MBS
Passthrough securities

Guaranteed by GNMA

Issued by FNMA and FHLMC

Privately issued

CMOs and REMICs

Issued by FNMA and FHLMC

Privately issued and collateralized by MBS issued orguaranteed by GNMA FNMA FHLMC

All other privately

issuedOther
debt and other fixed income securities excluding short term

Unaffiliated domestic securities Includes credit tenant loans rated bythe SVO

Unaffiliated foreign securities

Affiliated

securitiesEquity
interests

Investments in mutual funds

Preferred stocks

Affiliated

Unaffiliated

Publicly traded equity securities excluding preferred stocks

AffiliatedUnaffiliated14,948,831 14,948,831

Other equity securities

Affiliated

Unaffiliated

Other equity interests including tangible personal property under lease

Affiliated

Unaffiliated
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ATRIUM INSURANCE CORPORATION

SUPPLEMENTAL SCHEDULES OF SELECTED FINANCIAL DATA –STATUTORY BASIS

SUMMARY INVESTMENT SCHEDULE
AS OF AND FOR THE YEAR ENDED DECEMBER 31 2002
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Investment
CategoriesGrossInvestment

Holdings

Admitted Assets as

Reported in the

AnnualStatementMortgage
Loans

Construction and land development

Agricultural

Single family residential properties

Multifamily residential properties

Commercial

loansReal
Estate Investments

Property occupied by company

Property held for production of income

Property held for

saleCollaterial

loansPolicy

loansReceivables
for

securitiesCash
and shortterminvestments142,236,493142,236,493Write
in for invested assets

Total investedassets157,185,324 157,185,324

Gross Investment Holdings as valued in compliance with NAIC Accounting Practices and Procedures Manual
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ATRIUM INSURANCE CORPORATION

SUPPLEMENTAL SCHEDULES OF SELECTED FINANCIAL DATA –STATUTORY BASIS

INVESTMENT RISK INTERROGATORIES
AS OF AND FOR THE YEAR ENDED DECEMBER 31 2002

The Company’s total admitted assets reported in the statutory statements of admitted assets liabilities capital

and surplus is 175,138,910 at December 31 2002

1 The 10 largest exposures to a single issuerborrower investment by investment category excluding i

US government US government agency securities and those US Government money market funds

listed in the Appendix to the SVO Purposes and Procedures Manual as exempt ii property occupied by

the Company and iii policy loans at December 31 2002 is a follows None

2 The amounts and percentages of the Company’s total admitted assets held in bonds by NAIC rating is as

follows None

3 The amounts and percentages of the Company’s total admitted assets held in foreign investments

regardless of whether there is any foreign currency exposure and unhedged foreign currency exposure

defined as the statement value of investment denominated in foreign currencies which are not hedged by

financial instruments qualifying for hedge including i foreigncurrency denominated investments of 0

supporting insurance liabilities denominated in that same foreign currency of 0 and excluding ii

Canadian investments and currency exposure of 0 at December 31 2002 is as follows None

4 The amounts and percentages of the Company’s total admitted assets held in Canadian investments and

unhedged Canadian currency exposure including Canadiancurrency denominated investments of 0

supporting Canadian denominated insurance liabilities of 0 at December 31 2002 are as follows None

5 The aggregate amounts and percentages of the reporting entity’s total admitted assets held in investments

with contractual sales restrictions defined as investments having restrictions that prevent investments

from being sold within 90 days at December 31 2002 are as follows None

6 The amounts and percentages of admitted assets held in the largest 10 equity interest including

investments in the shares of mutual funds preferred stocks publicly traded equity securities and other

equity securities and excluding money market and bond mutual funds listed in the Appendix to SVO

Practices and Procedures Manual as exempt of Class 1 at December 31 2002 are as follows

Institutional Money Market Fund 14,948,831 9.51

7 Nonaffiliated privately placed equities included in other equity securities and excluding securities

eligible for sale under i Securities Exchange Commission SEC Rule 144a or ii SEC Rule 144

without volume restrictions at December 31 2002 totaled 0 which represents 0 of total admitted

assets

8 The amounts and percentages of the reporting entity’s total admitted assets held in general partnership

interests included in other equity securities at December 31 2002 are as follows None

9 The amounts and percentages of the reporting entity’s total admitted assets held in mortgage loans at

December 31 2002 are as follows None

22
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SUPPLEMENTAL SCHEDULES OF SELECTED FINANCIAL DATA –STATUTORY BASIS

INVESTMENT RISK INTERROGATORIES
AS OF AND FOR THE YEAR ENDED DECEMBER 31 2002
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10 The amounts and percentages of the reporting entity’s total admitted assets held in each of the five largest

investments in one parcel or group of contiguous parcels of real estate excluding property occupied by

the Company at December 31 2002 are as follows None

11 The amounts and percentages of the reporting entity’s total admitted assets subject to the following types

of agreements are as follows

At YearendPercentage
of

TotalAmountAdmittedAssets1st
Quarter

Amount2nd
Quarter

Amount3rd
Quarter

AmountSecurities
lending do not include assets

held as collaterial for suchtransactions
Repurchaseagreements
Reverse repurchaseagreements
Dollar repurchaseagreements
Dollar reverse repurchaseagreements

At End of Each Quarter

12 The amounts and percentages of warrants not attached to other financial instruments options caps and

floors at December 31 2002 are as follows None

13 The amounts and percentages of potential exposure defined as the amount determined in accordance

with the NAIC Annual Statement Instructions for collars swaps and forwards at December 31 2002 are

as follows None

14 The amounts and percentages of potential exposure defined as the amount determined in accordance with

the NAIC Annual Statement Instructions for futures contracts at December 31 2002 are as follows

None

15 The amounts and percentages of the 10 largest investments included in the Write ins for Invested Assets

category of the Summary Investment Schedule as of December 31 2002 are as follows None
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INDEPENDENT AUDITORS REPORT

The Board of Directors of

Atrium Insurance Corporation

New York New York

We have audited the accompanying statutory basis statements of admitted assets liabilities capital and surplus of Atrium

Insurance Corporation the Company as of December 31 2003 and 2002 and the related statutorybasis statements of

operations changes in capital and surplus and cash flows for the years then ended These financial statements are the

responsibility of the Company's management Our responsibility is to express an opinion on these financial statements

based on our audits

We conducted our audits in accordance with auditing standards generally accepted in the United States of America Those

standards require that we plan and perform the audit to obtain reasonable assurance about whether the financial statements

are free of material misstatement An audit includes examining on a test basis evidence supporting the amounts and

disclosures in the financial statements An audit also includes assessing the accounting principles used and significant

estimates made by management as well as evaluating the overall financial statement presentation We believe that our

audits provide a reasonable basis for our opinion

As described more fully in Note 1 to the financial statements these financial statements were prepared in conformity with

accounting practices prescribed or permitted by the Insurance Department of the State of New York which is a

comprehensive basis of accounting other than accounting principles generally accepted in the United States of America

In our opinion such statutory basis financial statements present fairly in all material respects the admitted assets

liabilities and surplus of Atrium Insurance Corporation as of December 31 2003 and 2002 and the results of its operations

and its cash flows for the years then ended on the basis of accounting described in Note 1

As discussed in Note 1 to the statutory basis financial statements effective January 1 2002 the Company changed the

method of accounting for deferred income taxes as a result of amendments to prescribed practices adopted by the

Insurance Department of the State of New York

Our 2003 audit was conducted for the purpose of forming an opinion on the basic 2003 statutorybasis financial statements

taken as a whole The supplemental summary of investment schedule and the supplemental schedule of investment risk

interrogatories as of and for the year ended December 31 2003 are presented for complying with the National Association

of Insurance Commissioners’ instructions to Annual Audited Financial Reports and are not a required part of the basic

2003 statutory basis financial statements This additional information is the responsibility of the Company’s management

Such information has been subjected to the auditing procedures applied in our audit of the basic 2003 statutory basis

financial statements and in our opinion is fairly stated in all material respects when considered in relation to the basic

2003 statutorybasis financial statements taken as a whole

This report is intended solely for the information and use of the board of directors and management of Atrium Insurance

Corporation and for filing with the Insurance Department of the state of New York and other state insurance departments

to whose jurisdiction the Company is subject and is not intended to be and should not be used by anyone other than these

specified parties

February 13 2004
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ATRIUM INSURANCE CORPORATION

STATUTORY BASIS STATEMENTS OF ADMITTED ASSETS LIABILITIES

CAPITAL AND SURPLUS

DECEMBER 31 2003 AND 2002

20032002ADMITTED
ASSETSCash

and cash equivalents2,062,925 2,310,847

Restricted short term investments181,843,232 154,874,477

Premiums in course of collection9,440,502 17,357,205

Interest due andaccrued441,441 596,381

Deferred income taxes1,021,291 116,872

Total admitted assets194,809,391 175,255,782

LIABILITIES CAPITAL AND

SURPLUSLIABILITIES

Loss reserves5,778,000 16,741,613

Statutory contingency reserves103,783,935 85,441,848

Commissions payable contingent commissions and other similar charges1,127,617 3,022,239

Unearned premiums685,385 828,053

Other liabilities76,912 103,850

Federal income taxes payable toparent20,285,232 17,628,849

Total liabilities131,737,081 123,766,452

COMMITMENTS AND CONTINGENCIES See Note11
CAPITAL AND SURPLUS

Common capital stock 1,000 par value 1,000 shares authorized

issued and outstanding 1,000,000 1,000,000

Gross paid in and contributed surplus46,100,000 46,100,000

Unassigned funds15,972,310 4,389,330

Total capital and surplus63,072,310 51,489,330

TOTAL LIABILITIES CAPITAL AND SURPLUS194,809,391 175,255,782

See accompanying notes to statutory basis financial statements

2
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ATRIUM INSURANCE CORPORATION

STATUTORY BASIS STATEMENTS OF OPERATIONS
YEARS ENDED DECEMBER 31 2003 AND 2002

20032002INCOME
Premiumsearned36,684,175 48,171,917

Net investment income1,942,783 2,655,358

Total income38,626,958 50,827,275

EXPENSES

LossProvision10,963,613 4,939,697Commissions3,669,721 6,646,788

Payrollexpenses111,419 111,432

Other expenses249,218 312,643

Totalexpenses 6,933,255 12,010,560

INCOME BEFORE INCOME TAXES45,560,213 38,816,715

FEDERAL INCOME TAXES INCURRED16,539,564 13,857,336

NET INCOME29,020,649 24,959,379

See accompanying notes to statutory basis financial statements

3
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ATRIUM INSURANCE CORPORATION

STATUTORY BASIS STATEMENTS OF CHANGES IN CAPITAL AND SURPLUS
YEARS ENDED DECEMBER 31 2003 AND 2002

20032002CAPITAL
AND SURPLUS BEGINNING OF YEAR51,489,330 32,999,038

NET INCOME29,020,649 24,959,379

INCREASE IN CONTINGENCY RESERVE 18,342,088 24,085,959

INCREASE IN DEFERRED TAX ASSET592,770 271,486

DECREASE INCREASE IN NON ADMITTED DEFERRED TAX ASSET311,649 245,446

CUMULATIVE EFFECT OF CHANGE IN ACCOUNTING PRINCIPLE 90,832

CAPITAL CONTRIBUTION FROMPARENT 17,500,000

INCREASE IN CAPITAL AND SURPLUS11,582,980 18,490,292

CAPITAL AND SURPLUS END OF YEAR63,072,310 51,489,330

See accompanying notes to statutory basis financial statements

4
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ATRIUM INSURANCE CORPORATION

STATUTORY BASIS STATEMENTS OF CASH FLOWS
YEARS ENDED DECEMBER 31 2003 AND 2002

20032002PREMIUMS
COLLECTED NET OF REINSURANCE44,458,211 46,721,522

OTHER UNDERWRITING EXPENSE 5,835,049 6,806,036

NET INVESTMENT INCOME2,097,724 2,990,313

NET CASH FROM OPERATIONS40,720,886 42,905,799

CHANGE IN CAPITAL AND SURPLUS PAIDOUT 14,000,053 14,936,890

NET INCREASE IN CASH AND CASH EQUIVALENTS AND

RESTRICTED SHORT TERM INVESTMENTS26,720,833 27,968,909

CASH AND CASH EQUIVALENTS AND RESTRICTED

SHORT TERM INVESTMENTS BEGINNING OF YEAR157,185,324 129,216,415

CASH AND CASH EQUIVALENTS AND RESTRICTED

SHORT TERM INVESTMENTS END OF YEAR183,906,157 157,185,324

See accompanying notes to statutory basis financial statements

5
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ATRIUM INSURANCE CORPORATION

NOTES TO STATUTORY BASIS STATEMENTS
YEARS ENDED DECEMBER 31 2003 AND 2002

1 SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Nature of Operations –Atrium Insurance Corporation “ the Company” is incorporated under the laws

of the State of New York The Company is an indirect wholly owned subsidiary of PHH Corporation

“Parent” which is a wholly owned subsidiary of Cendant Corporation The Company began

insurance operations on November 9 1995

The Company assumes mortgage insurance reinsurance wherein the ceding company is indemnified

subject to a specified limit against the amount of loss in excess of a predetermined limit with respect to

accumulation of losses

Basis of Presentation – The Company’s statutory financial statements are presented on the basis of

accounting practices prescribed or permitted by the Insurance Department of the State of New York

“IDSNY” Effective January 1 2001 the IDSNY required that insurance companies domiciled in the

State of New York prepare their statutory financial statements in accordance with the National

Association of Insurance Commissioners’ “NAIC” Accounting Practices and Procedures Manual –

Version effective January 1 2001 “NAIC SAP” with certain modifications The Company’s

adoption of NAIC SAP as modified by the State of New York did not have a material impact on the

Company’s statutory capital and surplus at January 1 2002 In addition the Commissioner of the

IDSNY has the right to permit other specific practices that may deviate from prescribed practices The

Company had no such permitted practices during the years ended December 31 2003 and 2002

Accounting practices and procedures of the NAIC as prescribed or permitted by the IDSNY comprise a

comprehensive basis of accounting other than accounting principles generally accepted in the United

States of America “GAAP” The more significant differences are as follows

• Assets are reported under NAIC SAP at “admitted asset” value and “non admitted” assets are

excluded through a charge against surplus while under GAAP “non admitted assets” are reinstated

to the balance sheet net of any valuation allowance

• A predetermined percentage of net premiums written must be reserved i e contingency reserve

• Comprehensive income and its components are not presented in the statutory basis financial

statements

• Prior to January 1 2001 a federal income tax provision was made only on a current basis for

statutory accounting while under GAAP a provision was also made for deferred taxes on

temporary differences between the financial reporting and tax bases of assets and liabilities

Subsequent to January 1 2001 NAIC SAP requires an amount to be recorded for deferred taxes

however there are limitations as to the amount of deferred tax assets that may be reported as

“ admitted assets” The State of New York has adopted this requirement as of January 1 2002 See

Note 4 – Income Taxes As a result an increase to surplus of 90,832 was made to reflect this

adoption

6
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ATRIUM INSURANCE CORPORATION

NOTES TO STATUTORY BASIS STATEMENTS
YEARS ENDED DECEMBER 31 2003 AND 2002

1 SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES Continued

• Investments in bonds are generally carried at amortized cost while under GAAP they are carried at

either amortized cost or

f
a

ir

value based on their classification according to the Company’s ability

and intent to hold or trade the securities

Cash and Cash Equivalents –Marketable securities with original maturities of three months or less are

included in cash equivalents

Restricted ShortTerm Investments –Debt securities are stated at statement value which based on the

NAIC designation of the security is either amortized cost or a market value prescribed by the NAIC

Shortterm investments have original maturities of one year or less See also Note 2 – Restricted

Shortterm Investments and Note 6 –Trust Accounts

Recognition of Premium Revenues –Premiums are recognized as revenue on a pro rata basis over the

policy term generally one year The portion of premiums that will be earned in the future are deferred

and reported as unearned premiums

Recognition of Investment Income – Interest on investments is recognized as earned

Insurance Liabilities – The liability for loss reserves represents an estimate of mortgage credit losses

Such liability is based on estimates and while management believes that the amount is adequate the

ultimate liability may be in excess of or less than the amount provided The methods for making such

estimates and for establishing the resulting liability are continually reviewed and any adjustments are

reflected in earnings currently

The change in the contingency reserve reflects 50 of earned premium which accumulates for ten

years in accordance with NAIC SAP

Income Taxes –The Company is included in the consolidated federal income tax return of Cendant

Corporation The Company files separate state income tax returns The tax charge or tax refund to the

Company under the tax sharing agreement represents an amount that would have been paid or received

if it had filed on a separate return basis with the Internal Revenue Service The ultimate settlement of

this liability is dependent upon the ultimate settlement of Cendant Corporation’s tax liability with the

Internal Revenue Service

ExpenseService Allocation – The Company is party to an Expense Allocation Agreement and a

Service Allocation Agreement wherein certain goods and services are allocated among Cendant

Corporation subsidiaries Substantially all payroll and other general and administrative expenses paid

were subject to these agreements Payroll expense is allocated based upon actual time Cendant

Corporation employees spend performing services for the Company

7
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ATRIUM INSURANCE CORPORATION

NOTES TO STATUTORY BASIS STATEMENTS
YEARS ENDED DECEMBER 31 2003 AND 2002

1 SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES Concluded

Fair Value of Financial Instruments – Cash and cash equivalents and restricted shortterm

investments are carried at an amount that approximates fair value There are no financial instruments

owned by the Company that are not disclosed on the financial statements

Use of Estimates –The preparation of financial statements in conformity with the NAIC SAP requires

management to make certain estimates and assumptions that affect the reported amounts of admitted

assets and liabilities and disclosure of contingent assets and liabilities at the date of the financial

statements and the reported amounts of revenues and expenses during the period Actual results could

differ from those estimates

2 RESTRICTED SHORT TERM INVESTMENTS

The Company’s restricted shortterm investments consisted of the following

The Money Market Fund invests in short term treasury securities that generally maintain a dollar

weighted average maturity of sixty days or less In accordance with NAIC guidance the Company’s

money market fund is classified as an unaffiliated equity investment on the Supplemental Schedule of

Investments All of the Company’s shortterm investments are restricted See Note 6 –Trust Accounts

for further details

InvestmentAmortizedCostFairValueAmortizedCostFairValue6
Month Treasury Bills155,185,310

1
5
5
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Money Market Fund26,657,922 26,657,922 14,948,830 14,948,830

Principal Cash inTrust 541 541
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7
4
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December 31 2003December 31 2002

3 REINSURANCE ACTIVITY

The Company does not write any direct insurance The Company is a reinsurer of a portion of the

ultimate net losses on mortgage insurance policies underwritten by third parties At December 31 2003

and 2002 premiums receivable were 9,440,502 and 17,357,205 respectively The Company

assumes premiums under an excess of loss agreement at the rate of 25 of gross written premiums for

policies with effective dates of October 1993 through March 1997 and a rate 45 less a ceding

8
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ATRIUM INSURANCE CORPORATION

NOTES TO STATUTORY BASIS STATEMENTS
YEARS ENDED DECEMBER 31 2003 AND 2002

3 REINSURANCE ACTIVITY Concluded

commission of 19 for policies with effective dates from April 1997 thorough December 1999 For

policies with effective dates of January 2000 and forward the Company assumes premiums under an

excess of loss agreement at the rate of 45 less a ceding commission of 11.1

4 INCOME TAXES

The IDSNY has adopted the deferred income tax asset and deferred income tax liability requirements of

NAIC SAP These components are therefore reported on the Company’s statutory statement of

admitted assets liabilities capital and surplus

The provisions for incurred income taxes on earnings are as follows

December 31
2003December

31

2002Federal
income taxes incurred16,539,564 13,857,336

The following are income taxes incurred in the current and prior years that will be available for

recoupment in the event of future net losses

2003 16,539,564

2002 13,857,336

2001 13,646,221

The components of net deferred tax asset are as follows

December 31
2003December

312002Total
deferred tax assets1,462,389 869,619

Nonadmitted deferred tax assets441,098 752,747

Net admitted deferred tax asset1,021,291 116,872

Decrease increase in nonadmitted deferred taxasset311,649 245,446

9
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ATRIUM INSURANCE CORPORATION

NOTES TO STATUTORY BASIS STATEMENTS
YEARS ENDED DECEMBER 31 2003 AND 2002

4 INCOME TAXES Continued

The change in main components of deferred tax assets and deferred tax liabilities arising from

temporary differences are as follows

The provision for federal income taxes incurred is different from that which would be obtained by

applying the statutory federal income tax rate to income before income taxes The significant items

causing this difference are as follows

December 31
2003December

31

2002ChangeDeferredTax Assets

Loss Reserve441,098 752,747

3
1

1
,6

4
9

Unearned Premiums1,021,291 116,872 904,419

Total deferred tax assets1,462,389 869,619 592,770

Nonadmitted deferred tax assets441,098 752,747 311,649

Net admitted deferred tax asset1,021,291 116,872

9
0
4
,4

1
9

Statutory income before income

taxes45,560,213

3
8
,8

1
6
,7

1
5

Income tax statutory rate15,946,794 35.00 13,585,850 35.00Other 0.00 0.00

Total statutory income taxes15,946,794 35.00

1
3
,5

8
5
,8

5
0

35.00

Federal income taxes incurred16,539,564 36.30

1
3
,8

5
7
,3

3
6

35.70

Change in deferred income taxes592,770 1.30 271,486 0.70

Total income taxes incurred15,946,794 35.00

1
3
,5

8
5
,8

5
0

35.00

20032002
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ATRIUM INSURANCE CORPORATION

NOTES TO STATUTORY BASIS STATEMENTS
YEARS ENDED DECEMBER 31 2003 AND 2002

4 INCOME TAXES Continued

The Company is included in the consolidated federal income tax return of Cendant The Company files

separate state income tax returns The tax charge or tax refund to the Company under the tax sharing

agreement represents an amount that would have been paid or received if it had filed on a separate

return basis with the Internal Revenue Service The ultimate settlement of this liability is dependent

upon the ultimate settlement of Cendant Corporation’s tax liability with the Internal Revenue Service

The Company is included in the consolidated federal income tax return of Cendant Corporation which

also includes the following affiliated entities

Cendant Corporation Avis Lube Inc

4509 Corporation Avis Management Services Ltd

A Market Place Inc Avis Rent A Car System Inc

Advance Ross Corporation Avis Service Inc

Advance Ross Electronics Corporation Axiom Financial Inc

Advance Ross Intermediate Corporation Baker Car And Truck Rental Inc

Advance Ross Steel Company Benefit Consultants Membership Inc

Advance Ross Sub Company BFICP Corporation

Aesop Leasing Corporation BGI Leasing Inc

Afl Management Services Inc Book Stacks Unlimited Inc

AFS Mortgage Inc Boston Waterfront Realty Corp

Amerihost Franchise Systems Inc BSSP Acquisition Corporation

Ann Blackham Company Inc Budget Funding Corporation

Apex Marketing Inc Budget Rent A Car System Inc

Apollo Galileo USA Burgdorff Referral Associates Inc

Apollo Galileo USA Sub I Inc Burnet Insurance Corporation

Apollo Galileo USA Sub Ii Inc Burnet Realty Chicago Inc

Apple Ridge Services Corporation Burnet Realty Inc

Arac Management Services Inc Burnet Realty Inc

Associated Client Referral Corp Burnet Title Inc

Aston Hotels Resorts International Inc Burrow Closing Management Corporation

Atlantic Marketing Realty Inc Burrow Escrow Services Inc

Atrium Insurance Corporation Cable JV Sub Inc

Avis Asia And Pacific Limited CB Residential Real Estate Svcs Of Wisconsin Inc

Avis Capital Corporation Cendant Auto Services Inc

Avis Car Holdings Inc Cendant Car Rental Group Inc

Avis Car Rental Group Inc Cendant Car Rental Operations Support Inc

Avis Caribbean Limited Cendant Data Services Inc

Avis Enterprises Inc Cendant Finance Holding Corporation

Avis Fleet Leasing And Management Corporation Cendant Global Services Inc

Avis Group Holdings Inc Cendant Hotel Group International East Inc

Avis International Ltd Cendant Hotel Group International Inc

Avis Leasing Corporation Cendant Hotel Group Inc

11
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ATRIUM INSURANCE CORPORATION

NOTES TO STATUTORY BASIS STATEMENTS
YEARS ENDED DECEMBER 31 2003 AND 2002

4 INCOME TAXES Continued

Cendant Incentives Incorporated Coldwell Banker Residential Brokerage Insurance

Agency Inc

Cendant Intermediate Holdings Inc Coldwell Banker Residential Brokerage Pardoe Inc

Cendant Internet Group Inc Coldwell Banker Residential Brokerage Inc

Cendant Latin America Holdings Inc Coldwell Banker Residential Real Estate Inc

Cendant Membership Services Holdings Subsidiary Inc Coldwell Banker Residential Referral Network

Cendant Membership Services Holdings Inc Coldwell Banker Residential Referral Network Inc

Cendant Membership Services Inc Colonial Express Title Services Inc

Cendant Mobility Financial Corporation ComUCard Services Inc

Cendant Mobility Governmental Financial Svcs Corp Constellation Reinsurance Company Limited

Cendant Mobility Services Corp Continental Development Corporation

Cendant Mortgage Corporation Cook Pony Farm Real Estate Inc

Cendant Operations Inc CorcoranCom Inc

Cendant Publishing Inc Cornish Carey Residential Inc

Cendant Real Estate Holdings Inc Corporate Real Estate Services Inc

Cendant Settlement Svcs Group Cosby Tipton Real Estate Inc

Cendant Stock Corporation Credentials Services International Inc

Cendant Suppliers Services Inc CSSG Holdings Inc

Cendant Technology Holdings LLC Days Inns Worldwide Inc

Cendant Transportation Corp DeWolfe Realty Affiliates Inc

Cendant Travel Distribution Services Group Inc DeWolfe Relocation Services Inc

Cendant Vacation Holdco Inc DeWolfe Com Inc

Cendant Vacation Holdco Subsidiary LLC Dealers Holding Inc

Cendant Travel Inc DelMonte Realty Company

Central Florida Title Company Distribution Systems Inc

Century 21 Mortgage Corporation Douglas Jean Burgdorff Inc

Century 21 Real Estate Corporation Drivershield Com FS Corporation

Century 21 Zittel Realtors EA Hill Company Ltd

CGRN Inc Eastern Resort Corporation

Cheap Tickets Inc Edenton Motors

Cleveland Financial Services Group EFI Development Funding Inc

Coldwell Banker Canada Partners Inc EFI Funding Company Inc

Coldwell Banker Corporation Equity Title Company

Coldwell Banker Mortgage Corporation Equity Title Messenger Service Holding Company

Coldwell Banker Real Estate Corporation Equivest Administration Services Inc

Coldwell Banker Real Estate Holdings Inc Equivest Capital Inc

Coldwell Banker Real Estate Services Inc Equivest Entertainment Services Inc

Coldwell Banker Real Estate Inc Equivest Finance Inc

Coldwell Banker Residential Brokerage Company Equivest Florida Inc

Coldwell Banker Residential Brokerage Corporation Equivest Louisiana Inc

Coldwell Banker Residential Brokerage Insurance

Agency of Maine

Equivest Management Services Inc

12
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ATRIUM INSURANCE CORPORATION

NOTES TO STATUTORY BASIS STATEMENTS
YEARS ENDED DECEMBER 31 2003 AND 2002

4 INCOME TAXES Continued

Equivest Maryland Inc Grey City Graphics Inc

Equivest Resorts Vacation Club Inc Guardian Title Company

Equivest Texas Inc Haddonfield Holding Corporation

Equivest Vacation and Travel Club Inc Hamera Corporation

Equivest Washington Inc Hebdo Mag Overseas Holdings Inc

ERA Franchise Systems Inc Henry S Miller Investments Inc

ERA General Agency Corporation Henry S MillerReal Estate Institute Inc

ERA General Agency of New Jersey Inc Henry S MillerResidential Group Inc

ERA Mortgage Corporation Henry S Miller Residential Services Corp

FAH Company Inc Hewfant Inc

Fairfield Acceptance Corporation HFS Decar Funding Corporation

Fairfield Bay Inc HFS Licensing Inc

Fairfield Capital Corporation HFS Truck Funding Corporation

Fairfield Flagstaff Realty Inc Highwire Inc

Fairfield Funding Corporation II Hillshire House Inc

Fairfield Funding Corporation III Home Referral Network Inc

Fairfield Glade Inc Hotel Financing Inc

Fairfield Homes Construction Company Howard Johnson International Inc

Fairfield Management Services Inc Hunneman Commercial Management Corp

Fairfield Mortgage Acceptance Corporation Hunneman Management Company Inc

Fairfield Mortgage Corporation Hunneman Mortgage Corporation

Fairfield Mountains Inc Hunneman Residential Management Corp

Fairfield Myrtle Beach Inc Hunneman Security Services Inc

Fairfield Pagosa Realty Inc Ideon Group Inc

Fairfield Receivables Corporation Imperial Life Insurance Company

Fairfield Resorts Inc Instamortgage ComCorporation

Fairfield Sapphire Valley Inc Intercambios Endless Vacation IEV Inc

Fairfield Vacation Resorts Inc Internetwork Publishing Corporation

Fairfield Virgin Islands Inc J W Riker Northern R I Inc

Fairtide Insurance Ltd Jack Gaughen Network Services Inc

FJS Corporation Jack Gaughen Inc

Florida Preferred School of Real Estate Jackson Hewitt Inc

Forest E Olsen Jon Douglas Company

Fox Realty Joseph J Murphy Realty Inc

Fred Sands School of Real Estate Kahn Realty Companies

Galileo BA Inc King Thompson HolzerWillam Inc

Galileo Brasil Ltd Knights Franchise Systems Inc

Galileo International Services Inc Leisure Sciences Inc

Galileo International Inc LMS Delaware Corporation

Galileo Technologies Inc Long Term Preferred Care Insurance Services Of NV
Inc

Gerwer Associates Inc Long Term Preferred Care Of North Carolina Inc

13
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ATRIUM INSURANCE CORPORATION

NOTES TO STATUTORY BASIS STATEMENTS
YEARS ENDED DECEMBER 31 2003 AND 2002

4 INCOME TAXES Continued

Long Term Preferred Care Inc NRT Utah Inc

Long Wharf Marina Restaurant Inc Numa Corporation

Magellan Technologies Inc Ocean City Coconut Malorie Resort Inc

Mansell Commercial Real Estate Services Inc Ocean Ranch Development Inc

Mark Stimson Associates O'Conor Piper Flynn Inc

Marshall L Miller Inc PA Lethridge Co

McGarvey Clark Realty Inc Pacesetter Nevada Inc

MCM Group Ltd Pacific Preferred Properties Inc

Metro Financial Services Inc Palm Resort Group Inc

Metro Real Estate Services Inc Par Services Inc

MidExchange Inc Pathfinder Insurance Company

Mirror Lake Development Inc Peppertree Acquisition Ii Corp

Mirror Lake Realty Inc Peppertree Resort Villas Inc

Mortgagequestions ComCorporation Peppertree Resorts Ltd

Motorent Inc Peppertree Resorts Management Inc

MRG LJudgment Acquisition Corporation Perry Butler Realty Inc

Municipal Compliance Services Pf Claims Management Ltd

NA Sapunar Realty Inc PHH Auto Finance Corporation

NE Moves Mortgage Corporation PHH Broker Partner Corporation

Neat Group Corporation PHH Canadian Holdings Inc

Netmarket Group Inc PHH Commercial Leasing Inc

Netmarket Inc PHH Continental Leasing Inc

NGI Holdings Inc PHH Corner Leasing Inc

Nisbet Corporation PHH Corporation

NRT Colorado Inc PHH Financial Services Inc

NRT Columbus Inc PHH Holdings Corporation

NRT Commercial Inc PHH Market Leasing Inc

NRT Commercial Utah Inc PHH Milford Leasing Inc

NRT Incorporated PHH Mortgage Services Corporation

NRT MidAtlantic Inc PHH National Leasing Inc

NRT Missouri Referral Network Inc PHH Page Leasing Inc

NRT Missouri Inc PHH Personalease Corp

NRT Mortgage Service Inc PHH Power Leasing Inc

NRT New England Inc PHH St Paul Leasing Inc

NRT New York Inc PHH Title Services Corporation

NRT Settlement Services Of Missouri Inc PHH VMS Subsidiary Corporation

NRT Settlement Services Of Texas Inc Podley Doan Inc

NRT Sunshine Inc Preferred Care Agency Inc

NRT Texas Real Estate Services Inc Preferred Mortgage Group Inc

NRT Texas Inc Progeny Marketing Innovations Of Kentucky Inc

NRT The Condo Store Incorporated Progeny Marketing Innovations Inc fka Benefit

Consultants Inc

14
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ATRIUM INSURANCE CORPORATION

NOTES TO STATUTORY BASIS STATEMENTS
YEARS ENDED DECEMBER 31 2003 AND 2002

4 INCOME TAXES Continued

Progressive Title Company Inc Secured Land Transfers Inc

Property Resources Group Holdings Inc Serenity Yacht Club Inc

Property Resources Group Inc Seville Properties Inc

Providence Title Company Shirley Realty Company

Quantitude Services Inc Shoppers Advantage Inc

Quantitude Inc Signature Properties Inc

Ramada Franchise Systems Inc Soleil Florida Corporation

RCI Argentina Inc Speedy Title Appraisal Review Services Corp

RCI Asia Pacific Pte Ltd St Joe Title Services Inc

RCI Canada Inc St Augustine Resort Development Group Inc

RCI Chile Inc St Joe Real Estate Services Inc

RCI Colombia Inc Sunbelt Lending Services Inc

RCI General Holdco 2 Inc Suntree Development Company

RCI Holiday Network Inc Super 8 Motels Inc

RCI Korea Inc Tam Bay Realty Inc

RCI Malaysia Inc Tax Services of America Inc

RCI Resort Management Inc Team Fleet Financing Corporation

RCI Technology Corp Terramar Guaranty Title Trust Inc

RCI Thailand Inc The Corcoran Group downtown Inc

Real Estate Referral Inc The Corcoran Group Eastside Inc

Real Estate Referrals Inc The Corcoran Group Rental Inc

Real Estate Services Of Pennsylvania Inc The Corcoran Group West Side Inc

Real Estate Services Inc The DeWolfe Companies Inc

Referral Associates International Inc The DeWolfe Company Inc

Referral Associates Of California Inc The Florida Companies

Referral Associates Of Florida Inc The MillerGroup Inc

Referral Associates Of Illinois Inc The Pacesetter Group Inc

Referral Associates Of New England Inc The Residency Clubs Corp

Referral Network Inc The Sunshire Group Florida Ltd Corporation

Referral Network Inc The Sunshire Group Ltd

Relocation Chicago TM Acquisition Corp

Rent A Car Company Inc TM Acquisition Sub Inc

Reserve Claims Management Inc Travel Industries Inc

Resolution Credit Corporation Travel Rewards Inc

Resort connections Inc Travelodge Hotels Inc

Resort Marketing Services Inc Trendwest Funding I Inc

Resorts Title Inc Trendwest Funding II Inc

RMR Financial Services Inc Trendwest Real Estate Inc

S L M Properties Inc Trendwest Resorts Inc

SD Shepherd Systems Inc TRI Funding II Inc

Safecard Services Incorporated TRI Funding III Inc

Sea Gardens Beach and Tennis Resort Inc TRI Funding IV Inc

15
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ATRIUM INSURANCE CORPORATION

NOTES TO STATUTORY BASIS STATEMENTS
YEARS ENDED DECEMBER 31 2003 AND 2002

4 INCOME TAXES Concluded

TRI Funding V Inc Vacation Break USA Inc

Trip Network Inc Vacation Break Welcome Centers Inc

TripCom Inc Vacation Care Israel Inc

Trust International Hotel Reservation Services Inc Valley of California Inc

Trust of New England Inc Van Zandt Associates Inc

TW Holdings I Inc Villager Franchise Systems Inc

TW Holdings II Inc VMS Holdings Inc

TW Holdings III Inc Warranty Escrow Company

TWH Funding I Inc West Coast Escrow

United Bank Club Association Inc West Shell Indiana Inc

US Title Guaranty Company Inc West Shell Inc

US Title Guaranty of St Charles Inc Whitfield Bernhardt Inc

Vacation Break at Ocean Ranch Inc Williamsburg Motors Inc

Vacation Break Management Inc Wingate Inns International Inc

Vacation Break Resorts at Palm Aire Inc Wizard Co Inc

Vacation Break Resorts at Star Island Inc Wizcom International Ltd

Vacation Break Resorts Inc Wright Express Financial Services Corporation

5 BENEFIT PLANS

Employees of the Company are participants in two benefit plans a defined benefit plan of the Parent

and a defined contribution plan of Cendant Corporation Effective July 1 1997 new participation was

terminated in the Parent’s defined benefit plan therefore only those pension participants prior to

July 1 1997 remain in the plan Accumulated plan benefit data is not available for the individual

companies participating in the defined benefit plan Benefit plan expenses are not separately calculated

for the Company but are included inpayroll expense per the Service Allocation Agreement

6 TRUST ACCOUNTS

Under the terms of the Company’s reinsurance agreements the Company is required to maintain a trust

account for the benefit of each ceding company For one cedent the capital fund portion of the trust

account must be maintained at an amount of the greater of i ceded risk multiplied by 20
149,882,833 or ii the contingency reserve For the other cedent the capital fund portion of the

trust account must be maintained at an amount of the greater of i 10 of the aggregate risk exposure

27,578,392 or ii the contingency reserve At December 31 2003 and 2002 181,843,232 and

154,874,477 respectively was held in the trust These amounts are recorded in restricted shortterm

investments on the statutory basis statements of admitted assets liabilities capital and surplus The

Company believes that its trust account balance at December 31 2003 is sufficient to maintain its

reinsurance agreements

16
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ATRIUM INSURANCE CORPORATION

NOTES TO STATUTORY BASIS STATEMENTS
YEARS ENDED DECEMBER 31 2003 AND 2002

7 LOSS RESERVES

Reinsurance expense for prior years decreased by a total of 13,875,613 in 2003 and increased by a

total of 4,317,401 in 2002 The decrease in 2003 is attributable to the decrease in risk in the

Company’s reinsurance pools as a substantial amount of the underlying mortgages have been paid off

over the past year

20032002Balance
January 116,741,613

1
1
,8

0
1
,9

1
6

Incurred related to

Current year2,912,000 622,296

Prioryears13,875,613 4,317,401

Total incurred10,963,613 4,939,697

Paid related to

Currentyear
Prioryears
Totalpaid

Balance December 315,778,000

1
6
,7

4
1
,6

1
3

8 LEASES

The Company leases office space at a monthly rent expense of 1,882 included in other expenses on the

statutory basis statements of operations The lease terms are monthtomonth with a thirty day written

notice of cancellation required

9 DIVIDEND RESTRICTIONS AND CAPITAL AND SURPLUS

The Company is required by law to maintain certain minimum statutory surplus and is subject to

regulations under which payment of a dividend from statutory basis surplus may require prior approval

of the IDSNY The Company’s Reinsurance Agreement prohibits the payment of any dividends until

January 1 2005

The portion of unassigned funds surplus represented or reduced by each item below as of

December 31 2003 and 2002 is as follows

17
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ATRIUM INSURANCE CORPORATION

NOTES TO STATUTORY BASIS STATEMENTS
YEARS ENDED DECEMBER 31 2003 AND 2002

9 DIVIDEND RESTRICTIONS AND CAPITAL AND SURPLUS Concluded

20032002ContingencyReserve103,783,935

8
5
,4

4
1
,8

4
8

Deferred Tax Asset1,462,389 869,619

Non Admitted Assets441,098 752,747

10 RECONCILIATION TO ANNUAL STATEMENT

20032002Total
capital and surplus per

annual statement63,001,634

5
1
,6

5
4
,3

3
7

Change in income taxes payable to parent511,774 281,879

Change in net deferred taxasset441,098 116,872

Total capital and surplus per

statutory financial statements63,072,310

5
1
,4

8
9
,3

3
0

11 COMMITMENTS AND CONTINGENCIES

Cendant Corporation Class Action Litigation and Government Irregularities

Cendant Corporation is involved in litigation asserting claims associated with the accounting

irregularities discovered in other acquired business units outside of the principal common stockholder

class action litigation Cendant does not believe that it is feasible to predict or determine the final

outcome or resolution of these unresolved proceedings An adverse outcome from such unresolved

proceedings could be material with respect to earnings in any given reporting period Cendant does not

believe that the impact of such unresolved proceedings should result in a material liability to Cendant in

relation to its financial position or liquidity

Other Pending Litigation

The Company is involved in litigation arising in the normal course of business Although the amount

of any ultimate liability arising from these matters cannot presently be determined the Company does

not anticipate that any such liability will have a material effect on the Company’s statutory basis

financial position results of operations or cash flows

18
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ATRIUM INSURANCE CORPORATION

SUPPLEMENTAL SCHEDULES OF SELECTED FINANCIAL DATA –STATUTORY BASIS

SUMMARY INVESTMENT SCHEDULE
AS OF AND FOR THE YEAR ENDED DECEMBER 31 2003

19

Investment
CategoriesGrossInvestment

Holdings

Admitted Assets as

Reported in the

AnnualStatementBonds
U S treasurysecurities

U S government agency and corporate obligations excluding mortgage backed securities

Issued by US government agencies

Issued by US government sponsored agencies

Foreign government including Canada excluding mortgage backed securities

Securities issued by states territories and possessions and political subdivisions in the U S
State territory and possession general obligations

Political subdivisions of states territories and possessions political subdivisions

general obligations

Revenue and assessment obligations

Industrial development and similar obligations

Mortgage backed securities includes residential and commercial MBS
Passthrough securities

Guaranteed by GNMA

Issued by FNMA and FHLMC

Privately issued

CMOs and REMICs

Issued by FNMA and FHLMC

Privately issued and collateralized by MBS issued orguaranteed by GNMA FNMA FHLMC

All other privately

issuedOther
debt and other fixed income securities excluding short term

Unaffiliated domestic securities Includes credit tenant loans rated bythe SVO

Unaffiliated foreign securities

Affiliated

securitiesEquity
interests

Investments in mutual funds

Preferred stocks

Affiliated

Unaffiliated

Publicly traded equity securities excluding preferred stocks

AffiliatedUnaffiliated26,657,922 26,657,922

Other equity securities

Affiliated

Unaffiliated

Other equity interests including tangible personal property under lease

Affiliated

Unaffiliated
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ATRIUM INSURANCE CORPORATION

SUPPLEMENTAL SCHEDULES OF SELECTED FINANCIAL DATA –STATUTORY BASIS

SUMMARY INVESTMENT SCHEDULE
AS OF AND FOR THE YEAR ENDED DECEMBER 31 2003

20

Investment
CategoriesGrossInvestment

Holdings

Admitted Assets as

Reported in the

AnnualStatementMortgage
Loans

Construction and land development

Agricultural

Single family residential properties

Multifamily residential properties

Commercial

loansReal
Estate Investments

Property occupied by company

Property held for production of income

Property held for

saleCollaterial

loansPolicy

loansReceivables
for

securitiesCash
and shortterminvestments157,248,235157,248,235Write
in for invested assets

Total investedassets183,906,157 183,906,157

Gross Investment Holdings as valued in compliance with NAIC Accounting Practices and

Procedures Manual
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ATRIUM INSURANCE CORPORATION

SUPPLEMENTAL SCHEDULES OF SELECTED FINANCIAL DATA –STATUTORY BASIS

INVESTMENT RISK INTERROGATORIES
AS OF AND FOR THE YEAR ENDED DECEMBER 31 2003

The Company’s total admitted assets reported in the statutory statements of admitted assets liabilities capital

and surplus is 194,809,391 at December 31 2003

1 The 10 largest exposures to a single issuerborrower investment by investment category excluding

i US government US government agency securities and those US Government money market funds

listed in the Appendix to the SVO Purposes and Procedures Manual as exempt ii property occupied by

the Company and iii policy loans at December 31 2003 is a follows None

2 The amounts and percentages of the Company’s total admitted assets held in bonds by NAIC rating is as

follows None

3 The amounts and percentages of the Company’s total admitted assets held in foreign investments

regardless of whether there is any foreign currency exposure and unhedged foreign currency exposure

defined as the statement value of investment denominated in foreign currencies which are not hedged by

financial instruments qualifying for hedge including i foreigncurrency denominated investments of 0

supporting insurance liabilities denominated in that same foreign currency of 0 and excluding

ii Canadian investments and currency exposure of 0 at December 31 2003 is as follows None

4 The amounts and percentages of the Company’s total admitted assets held in Canadian investments and

unhedged Canadian currency exposure including Canadiancurrency denominated investments of 0

supporting Canadian denominated insurance liabilities of 0 at December 31 2003 are as follows None

5 The aggregate amounts and percentages of the reporting entity’s total admitted assets held in investments

with contractual sales restrictions defined as investments having restrictions that prevent investments

from being sold within 90 days at December 31 2003 are as follows None

6 The amounts and percentages of admitted assets held in the largest 10 equity interest including

investments in the shares of mutual funds preferred stocks publicly traded equity securities and other

equity securities and excluding money market and bond mutual funds listed in the Appendix to SVO

Practices and Procedures Manual as exempt of Class 1 at December 31 2003 are as follows

Institutional Money Market Fund 26,657,922 14.5

7 Nonaffiliated privately placed equities included in other equity securities and excluding securities

eligible for sale under i Securities Exchange Commission SEC Rule 144a or ii SEC Rule 144

without volume restrictions at December 31 2003 totaled 0 which represents 0 of total admitted

assets

8 The amounts and percentages of the reporting entity’s total admitted assets held in general partnership

interests included in other equity securities at December 31 2003 are as follows None

9 The amounts and percentages of the reporting entity’s total admitted assets held in mortgage loans at

December 31 2003 are as follows None

21
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ATRIUM INSURANCE CORPORATION

SUPPLEMENTAL SCHEDULES OF SELECTED FINANCIAL DATA –STATUTORY BASIS

INVESTMENT RISK INTERROGATORIES
AS OF AND FOR THE YEAR ENDED DECEMBER 31 2003

10 The amounts and percentages of the reporting entity’s total admitted assets held in each of the five largest

investments in one parcel or group of contiguous parcels of real estate excluding property occupied by

the Company at December 31 2003 are as follows None

11 The amounts and percentages of the reporting entity’s total admitted assets subject to the following types

of agreements are as follow

At YearEndPercentage
of

TotalAmountAdmittedAssets2nd
Quarter

Amount3rd
Quarter

Amount4th
Quarter

AmountSecurities
lending do not include assets

held as collaterial for such transactions
Repurchaseagreements
Reverse repurchaseagreements
Dollar repurchaseagreements
Dollar reverse repurchaseagreements

At End of Each Quarter

12 The amounts and percentages of warrants not attached to other financial instruments options caps and

floors at December 31 2003 are as follows None

13 The amounts and percentages of potential exposure defined as the amount determined in accordance

with the NAIC Annual Statement Instructions for collars swaps and forwards at December 31 2003 are

as follows None

14 The amounts and percentages of potential exposure defined as the amount determined in accordance with

the NAIC Annual Statement Instructions for futures contracts at December 31 2003 are as follows

None

15 The amounts and percentages of the 10 largest investments included in the Write ins for Invested Assets

category of the Summary Investment Schedule as of December 31 2003 are as follows None

22
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Independent Auditor’s Report

To the Board of Directors

Atrium Insurance Corporation

New York New York

We have audited the accompanying statutory basis balance sheets of Atrium Insurance

Corporation the Company as of December 31 2005 and 2004 and the related statutory basis statements

of operations changes in capital and surplus and cash flow for the years then ended These financial

statements are the responsibility of the Company’s management Our responsibility is to express an

opinion on these financial statements based on our audits

We conducted our audits in accordance with auditing standards generally accepted in the United

States of America Those standards require that we plan and perform the audit to obtain reasonable

assurance about whether the financial statements are free of material misstatement An audit includes

examining on a test basis evidence supporting the amounts and disclosures in the financial statements

An audit also includes assessing the accounting principles used and significant estimates made by

management as well as evaluating the overall financial statement presentation We believe that our audits

provide a reasonable basis for our opinion

As described more fully in Note 1 to the statutory basis financial statements these financial

statements were prepared using accounting practices prescribed or permitted by the Insurance Department

of the State of New York which is a comprehensive basis of accounting other than accounting principles

generally accepted in the United States of America

In our opinion the statutory basis financial statements referred to above present fairly in all

material respects the admitted assets liabilities and capital and surplus of the Company at December 31

2005 and 2004 and its results of operations and its cash flow for the years then ended in conformity with

accounting practices prescribed or permitted by the Insurance Department of the State of New York

Our audits were conducted for the purpose of forming an opinion on the statutory basis financial

statements taken as a whole The supplementary information included in the Summary Investment

Schedule and Investment Risk Interrogatories is presented for purposes of additional analysis and is not a

required part of the statutory basis financial statements Such information has been subjected to the

auditing procedures applied in the audits of the statutory basis financial statements and in our opinion is

fairly stated in all material respects in relation to the statutory basis financial statements taken as a whole

This report is intended solely for the information and use of the board of directors and

management of the Company and state insurance departments to whose jurisdiction the Company is

subject and is not intended to be and should not be used by anyone other than these specified parties

Beard Miller Company LLP

Harrisburg Pennsylvania

August 11 2006
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ATRIUM INSURANCE CORPORATION

STATUTORY BASIS BALANCE SHEETS
DECEMBER 31 2005 AND 2004

See accompanying notes to statutory basis financial statements

2005 2004

ADMITTED ASSETS

Cash and cash equivalents 14,793,508 1,801,048

Restricted short term investments 233,474,509 220,323,272

Premiums in course of collection 12,358,599 13,115,378

Other assets 2,012

Interest due and accrued 1,955,354 917,774

Deferred income taxes 34,206 98,110

TOTAL ADMITTED ASSETS 262,618,188 236,255,582

LIABILITIES CAPITAL AND SURPLUS

LIABILITIES

Loss reserves 15,121,303 10,415,688

Statutory contingency reserves 147,204,778 126,246,231

Ceding commissions payable 1,387,580 1,529,463

Unearned premiums 695,924 783,437

Other liabilities 140,980 158,508

Federal income taxes payable to parent 11,509,739 32,813,737

Total liabilities 176,060,304 171,947,064

CAPITAL AND SURPLUS

Common capital stock 1,000 par value 1,000 shares authorized

issued and outstanding 1,000,000 1,000,000

Grosspaid in and contributed surplus 80,816,005 46,100,000

Unassigned surplus 4,741,879 17,208,518

Total capital and surplus 86,557,884 64,308,518

TOTAL LIABILITIES CAPITAL AND SURPLUS 262,618,188 236,255,582
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ATRIUM INSURANCE CORPORATION

STATUTORY BASIS STATEMENTS OF OPERATIONS
YEARS ENDED DECEMBER 31 2005 AND 2004

See accompanying notes to statutory basis financial statements

2005 2004

INCOME

Premiums earned 41,989,503 44,924,592

Net investment income 6,909,083 2,530,613

Total income 48,898,586 47,455,205

EXPENSES

Loss provision 4,705,615 4,637,688

Ceding commissions 4,732,759 5,319,830

Payroll expenses 98,403 111,426

Other expenses 393,041 236,071

Total expenses 9,929,818 10,305,015

INCOME BEFORE INCOME TAXES 38,968,768 37,150,190

FEDERAL INCOME TAXES INCURRED 13,412,956 12,528,505

NET INCOME 25,555,812 24,621,685
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ATRIUM INSURANCE CORPORATION

STATUTORY BASIS STATEMENTS OF CHANGES IN CAPITAL AND SURPLUS
YEARS ENDED DECEMBER 31 2005 AND 2004

See accompanying notes to statutory basis financial statements

2005 2004

CAPITAL AND SURPLUS BEGINNING OF YEAR 64,308,518 63,072,310

Net income 25,555,812 24,621,685

Increase in contingency reserve 20,958,547 22,462,296

Increase decrease in deferred tax asset 226,113 474,061

Increase in non admitted deferred tax asset 290,017 449,120

Contributed surplus 34,716,005

Dividend to parent 17,000,000

Increase in capital and surplus 22,249,366 1,236,208

CAPITAL AND SURPLUS END OF YEAR 86,557,884 64,308,518
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ATRIUM INSURANCE CORPORATION

STATUTORY BASIS STATEMENTS OF CASH FLOW
YEARS ENDED DECEMBER 31 2005 AND 2004

See accompanying notes to statutory basis financial statements

2005 2004

CASH FROM OPERATIONS

Premiums collected 42,658,769 41,347,768

Other underwriting expenses 5,385,625 5,183,885

Cash from investment income 5,871,503 2,054,280

Taxes paid 950

NET CASHFROM OPERATIONS 43,143,697 38,218,163

CASH APPLIED TO FINANCING

Dividends paid to parent 17,000,000

Net increase in cash and cash equivalents and restricted short term investments 26,143,697 38,218,163

CASH AND CASH EQUIVALENTS AND RESTRICTED

SHORT TERM INVESTMENTS BEGINNING OF YEAR 222,124,320 183,906,157

CASH AND CASH EQUIVALENTS AND RESTRICTED

SHORT TERM INVESTMENTS END OF YEAR 248,268,017 222,124,320

NONCASH ITEM

Contributed surplus 34,716,005
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ATRIUM INSURANCE CORPORATION

NOTES TO STATUTORY BASIS STATEMENTS
YEARS ENDED DECEMBER 31 2005 AND 2004

6

1 SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Nature of Operations –Atrium Insurance Corporation “the Company” is incorporated under the laws

of the State of New York The Company began insurance operations on November 9 1995 The

Company is a wholly owned subsidiary of PHH Corporation “Parent” or “PHH” On January 31

2005 PHH began operating as a separate publicly traded company subsequent to a spinoff from

Cendant Corporation “Cendant” Cendant has no continuing ownership in PHH As a result of the

spinoff Cendant forgave the income taxes payable balances from PHH and its subsidiaries under

certain tax sharing agreements including the Company The forgiveness of income tax payable was

recorded as a capital contribution from the Company’s parent

The Company assumes mortgage insurance reinsurance wherein the ceding company is indemnified

subject to a specified limit against the amount of loss in excess of a predetermined limit with respect to

accumulation of losses The mortgage insurance assumed is primarily on mortgage loans originated by

affiliates of PHH

Basis of Presentation –The Company’s statutory basis financial statements are presented on the basis

of accounting practices prescribed or permitted by the Insurance Department of the State of New York

“IDSNY” Effective January 1 2001 the IDSNY required that insurance companies domiciled in the

State of New York prepare their statutory basis financial statements in accordance with the National

Association of Insurance Commissioners’ “NAIC” Accounting Practices and Procedures Manual with

certain modifications In addition the Commissioner of the IDSNY has the authority to permit other

specific practices that may deviate from prescribed practices The Company had no such permitted

practices during the years ended December 31 2005 and 2004

Accounting practices and procedures of the NAIC as prescribed or permitted by the IDSNY “SAP”
comprise a comprehensive basis of accounting other than accounting principles generally accepted in

the United States of America “GAAP” The more significant differences are as follows

Assets are reported under SAP at “admitted asset” value and “non admitted” assets are excluded

through a charge against surplus while under GAAP “non admitted assets” are reinstated to the

balance sheet net of any valuation allowance

A predetermined percentage of net premiums earned must be reserved as a contingency reserve under

SAP no such contingency reserve is required to be recorded under GAAP

Comprehensive income is not presented in the statutory basis financial statements as required by

Statement of Financial Accounting Standards No 130

Changes in deferred income taxes except for those relating to unrealized gains and losses on

investments impact earnings under GAAP versus surplus under SAP There are no specific

limitations on gross deferred tax assets under GAAP whereas limitations are specified under SAP
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ATRIUM INSURANCE CORPORATION

NOTES TO STATUTORY BASIS STATEMENTS
YEARS ENDED DECEMBER 31 2005 AND 2004

7

1 SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES Continued

Cash and Cash Equivalents –Marketable securities with original maturities of three months or less are

included in cash equivalents

Restricted ShortTerm Investments – Investments in short term securities are carried at original cost

Accrued interest is recorded using the straight line method The related amortization or accretion of

premiums or discounts is recognized on a straight line basis Investments in money market funds are

carried at original cost which approximates fair value See also Note 2 – Restricted ShortTerm

Investments and Note 6 –Trust Accounts

Premiums Earned –Premiums are recognized as revenue on a pro rata basis over the policy terms

generally one year The portion of premiums that will be earned in the future are deferred and reported

as unearned premiums Premiums in the course of collection represent premiums which have been

written and not yet received

Recognition of Investment Income –Interest on investments is recognized as earned

Insurance Liabilities – The liability for loss reserves represents an estimate of mortgage credit losses

The Company records its loss reserves based on actuarial assumptions using historical industry loss

experience adjusted for current trends and factors that would modify past experience The Company

believes that the liability for loss reserves is adequate to provide for the ultimate costs of losses but this

liability is based on estimates and the amount ultimately paid may vary significantly from such

estimates These estimates are subject to the effects of trends in loss severity and frequency This

liability is continually reviewed and changes in estimates are reflected in earnings currently Such

liability is based on estimates and while management believes that the amount is adequate the ultimate

liability may be different than the amount provided The methods for making such estimates and for

establishing the resulting liability are continually reviewed and any adjustments are reflected in current

earnings

The change in the contingency reserve reflects 50 of earned premiums which accumulates for ten

years in accordance with SAP

Income Taxes –The Company is included in the consolidated federal income tax return of PHH The

Company files separate state income tax returns The tax charge or tax refund to the Company under

the tax sharing agreement represents an amount that would have been paid or received if it had filed on

a separate return basis with the Internal Revenue Service The ultimate settlement of this liability is

dependent upon the ultimate settlement of PHH’s tax liability with the Internal Revenue Service

ExpenseService Allocation – The Company is party to an Expense Allocation Agreement and a

Service Allocation Agreement wherein certain goods and services are allocated among PHH
subsidiaries Substantially all payroll and other general and administrative expenses paid were subject

to these agreements Payroll expense is allocated based upon estimated time PHH employees spend

performing services for the Company

2014-CFPB-0002     Document 108-59     Filed 04/22/2014     Page 10 of 19



ATRIUM INSURANCE CORPORATION

NOTES TO STATUTORY BASIS STATEMENTS
YEARS ENDED DECEMBER 31 2005 AND 2004

8

1 SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES Concluded

Fair Value of Financial Instruments – Cash and cash equivalents and restricted shortterm

investments are carried at an amount that approximates fair value There are no financial instruments

owned by the Company that are not disclosed in the financial statements

Use of Estimates – The preparation of financial statements in conformity with the SAP requires

management to make certain estimates and assumptions that affect the reported amounts of admitted

assets and liabilities and disclosure of contingent assets and liabilities at the date of the financial

statements and the reported amounts of revenues and expenses during the period Actual results could

differ from those estimates

2 RESTRICTED SHORT TERM INVESTMENTS

The Company’s restricted shortterm investments consisted of the following

The Money Market Fund invests in short term treasury securities that generally maintain a dollar

weighted average maturity of sixty days or less In accordance with NAIC guidelines the Company’s

Money Market Fund is classified as an unaffiliated equity investment on the Supplemental Schedule of

Investments All of the Company’s short term investments are restricted See Note 6 –Trust Accounts

for further details

3 REINSURANCE ACTIVITY

The Company does not write any direct insurance The Company is a reinsurer of a portion of the

ultimate net losses on mortgage insurance policies underwritten by third parties At December 31 2005

and 2004 premiums receivable were 12,358,599 and 13,115,378 respectively The Company

assumes premiums from a total of three cedents For the first cedent the Company assumes premiums

under an excess of loss agreement at the rate of 25 of gross written premiums for policies with

effective dates of October 1993 through March 1997 and a rate of 45 less a ceding commission of

19 for policies with effective dates from April 1997 through December 1999 and a rate of 45 of

gross written premiums for policies with effective dates of January 2000 and forward less a ceding

commission of 11.1 The Company assumes premiums from the second cedent under an excess of

Investment Original Cost Fair Value Original Cost Fair Value

6 Month US Treasury Bills 184,475,369 184,475,369 176,603,208 176,603,208

Money Market Fund 48,999,140 48,999,140 43,720,064 43,720,064

233,474,509 233,474,509 220,323,272 220,323,272

December 31 2005 December 31 2004
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ATRIUM INSURANCE CORPORATION

NOTES TO STATUTORY BASIS STATEMENTS
YEARS ENDED DECEMBER 31 2005 AND 2004

9

3 REINSURANCE ACTIVITY Concluded

loss agreement at the rate of 45 of gross written premiums for policies with effective dates of January

2000 and forward less a ceding commission of 11.1 The Company assumes premiums from the

third cedent under an excess of loss agreement at a net rate of 40 of the gross written premium for

policies with effective dates from July 2004

4 INCOME TAXES

The Company had no permanent differences between pretax book income and taxable income per the

tax returns for the years ended December 31 2005 and 2004

The following are federal income taxes incurred in the current and prior years that will be available for

recoupment in the event of future net losses

2005 13,412,956

2004 12,528,505

The components of net deferred tax assets are as follows

The change in main components of deferred tax assets and deferred tax liabilities arising from

temporary differences are as follows

December 31

2005

December 31

2004

Total deferred tax assets 1,214,441 988,328

Nonadmitted deferred tax assets 1,180,235 890,218

Net admitted deferred tax assets 34,206 98,110

Increase in nonadmitted deferred tax assets 290,017 449,120

December 31

2005

December 31

2004 Change

Deferred tax assets

Discounting of unpaid losses 1,109,680 890,218 219,462

Unearned premiums 104,761 98,110 6,651

Total deferred tax assets 1,214,441 988,328 226,113

Non admitted deferred tax assets 1,180,235 890,218 290,017

Net admitted deferred tax assets 34,206 98,110 63,904
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ATRIUM INSURANCE CORPORATION

NOTES TO STATUTORY BASIS STATEMENTS
YEARS ENDED DECEMBER 31 2005 AND 2004

10

4 INCOME TAXES Concluded

Prior to the spinoff the Company was included in the consolidated federal income tax return of

Cendant along with other Cendant subsidiaries After the spinoff the Company is included in the

consolidated federal income tax return of PHH along with other PHH subsidiaries The tax charge or

tax refund to the Company under the tax sharing agreement represents an amount that would have been

paid or received if it had filed on a separate return basis with the Internal Revenue Service The

ultimate settlement of this liability is dependent upon the ultimate settlement of PHH tax liability with

the Internal Revenue Service

5 BENEFIT PLANS

Employees of the Company are participants in two benefit plans a defined benefit plan and a defined

contribution plan of PHH Effective July 1 1997 new participation was terminated in the Parent’s

defined benefit plan therefore only those pension participants prior to July 1 1997 remain in the plan

Accumulated plan benefit data is not available for the individual companies participating in the defined

benefit plan Benefit plan expenses are not separately calculated for the Company but are included in

payroll expense per the Service Allocation Agreement

6 TRUST ACCOUNTS

Under the terms of the Company’s reinsurance agreements the Company is required to maintain a trust

account for the benefit of each of the three ceding companies For one cedent the capital fund portion

of the trust account must be maintained at an amount equal to or greater than i ceded risk multiplied

by 20 176,633,101 at December 31 2005 or ii the contingency reserve For the second cedent

the capital fund portion of the trust account must be maintained at an amount of the greater of i 10
of the aggregate risk exposure 35,541,734 at December 31 2005 or ii the contingency reserve For

the third cedent the capital fund portion of the trust account must be at least equal to the sum of i 10
of the risk in force assumed by the reinsurer 5,847,499 at December 31 2005 plus ii loss reserves

and unearned premium reserves required by Atrium’s statutory accounting guidelines At December

31 2005 and 2004 233,474,509 and 220,323,272 respectively was held in the trust accounts These

amounts are recorded in restricted shortterm investments on the statutory basis balance sheets The

Company believes that its trust account balances at December 31 2005 and 2004 are sufficient to

maintain its reinsurance agreements

2014-CFPB-0002     Document 108-59     Filed 04/22/2014     Page 13 of 19



ATRIUM INSURANCE CORPORATION

NOTES TO STATUTORY BASIS STATEMENTS
YEARS ENDED DECEMBER 31 2005 AND 2004

11

7 LOSS RESERVES

Activity in the loss reserves in 2005 and 2004 is as follows

As the Company incurred no losses in 2004 and prior years the prior years’ loss reserves were reversed

out in the current year in 2005 and 2004 respectively

8 LEASES

The Company leases office space at a monthly rent expense of 2,012 included in other expenses on the

statutory basis statements of operations The lease terms are monthtomonth with a ninety day written

notice of cancellation required

9 DIVIDEND RESTRICTIONS AND CAPITAL AND SURPLUS

The Company is required by law to maintain a minimum statutory surplus of at least 500,000 and is

subject to regulations under which payment of a dividend from statutory basis surplus may require prior

approval of the IDSNY The Company’s Reinsurance Agreement prohibited the payment of any

dividends until January 1 2005

The portion of unassigned surplus represented or reduced by each item below as of December 31 2005

and 2004 is as follows

2005 2004

Contingency reserve 147,204,778 126,246,231

Deferred tax asset 1,214,441 988,328

Non admitted assets 1,180,235 890,218

2005 2004

Balance January 1 10,415,688 5,778,000

Incurred related to

Current year 15,121,303 10,415,688

Prior years 10,415,688 5,778,000

Total incurred 4705,615 4,637,688

Paid related to

Current year

Prior years

Total paid

Balance December 31 15,121,303 10,415,688
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ATRIUM INSURANCE CORPORATION

NOTES TO STATUTORY BASIS STATEMENTS
YEARS ENDED DECEMBER 31 2005 AND 2004

12

10 RECONCILIATION TO ANNUAL STATEMENT

The Company’s parent does not allocate tax amounts back to its subsidiaries until after the annual

statement is filed thus creating differences between the annual statements and the auditedstatutorybasis
financial statements

11 RELATED PARTY TRANSACTIONS

PHH Mortgage Corporation “PHH Mortgage” a wholly owned subsidiary of PHH provides

management and administrative services to the Company Expenses paid to PHH Mortgage under

Expense and Service Allocation Agreements for these services were 98,403 and 111,426 for the

years ended December 31 2005 and 2004 respectively The Company is included in the consolidated

tax return of PHH The tax charge or refund under the tax sharing agreements represents the amount

that would have been paid or received if it had filed a separate tax return Federal income taxes payable

to PHH and Cendant were 11,509,739 and 32,813,737 as of December 31 2005 and 2004

respectively

During the year ended December 31 2005 the Company paid dividends to PHH in the amount of

17,000,000

12 COMMITMENTS AND CONTINGENCIES

The Company is involved in litigation arising in the normal course of business Although the amount

of any ultimate liability arising from these matters cannot presently be determined the Company does

not anticipate that any such liability will have a material effect on the Company’s statutorybasis

financial position results of operations or cash flow

13 SUBSEQUENT EVENT

During March 2006 the Company withdrew 12,300,000 of excess funds from its trust accounts and

paid a dividend of 12,439,115 to PHH

2005 2004

Total capital and surplus per statutory statements 85,606,401 64,687,682

Change in income taxes payable to parent 2,131,718 511,054

Change in net nonadmitted deferred tax assets 1,180,235 890,218

Total capital and surplus per the audited statutory basis

financial statements 86,557,884 64,308,518
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ATRIUM INSURANCE CORPORATION

SUMMARY INVESTMENT SCHEDULE
FOR THE YEAR ENDED DECEMBER 31 2005

13

Investment Categories Gross Investment Holdings

Bonds

U S treasurysecurities

U S government agency and corporate obligations excluding

mortgage backed securities

Issued byU S government agencies

Issued byU S government sponsored agencies

Foreign government including Canada excluding mortgage backed

securities

Securities issued by states territories and possessions and political

subdivisions in the US

State territory and possession general obligations

Political subdivisions of states territories and possessions political

subdivisions general obligations

Revenue and assessment obligations

Industrial development and similar obligations

Mortgage backed securities includes residential and commercial MBS
Passthrough securities

Guaranteed by GNMA

Issued by FNMA and FHLMC

Privately issued

CMOs and REMICs

Issued by FNMA and FHLMC

Privately issued and collateralized by MBS issued orguaranteed

by GNMA FNMA FHLMC

All other privately issued

Other debt and other fixed income securities excluding short term

Unaffiliated domestic securities Includes credit tenant loans rated by

the SVO

Unaffiliated foreign securities

Affiliated securities

Admitted Assets as Reported in

the Annual Statement
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ATRIUM INSURANCE CORPORATION

SUMMARY INVESTMENT SCHEDULE
FOR THE YEAR ENDED DECEMBER 31 2005

14

Gross Investment Holdings as valued in compliance with NAIC Accounting Practices and

Procedures Manual

Investment Categories

Equity interests

Investments in mutual funds

Preferred stocks

Affiliated

Unaffiliated

Publicly traded equity securities excluding preferred stocks

Affiliated

Unaffiliated 48,999,140 20 48,999,140 20
Other equity securities

Affiliated

Unaffiliated

Other equity interests including tangible personal property under

lease

Affiliated

Unaffiliated

Mortgage loans

Construction and land development

Agricultural

Single family residential properties

Multifamily residential properties

Commercial loans

Real Estate Investments

Property occupied by company

Property held for production of income

Property held for sale

Collaterial loans

Policy loans

Receivables for securities

Cash and Short term Investments 199,268,877 80 199,268,877 80
Write in for Invested Assets

Total Invested Assets 248,268,017 100 248,268,017 100

Admitted Assets as Reported

Gross Investment Holdings in the Annual Statement
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ATRIUM INSURANCE CORPORATION

INVESTMENT RISK INTERROGATORIES
FOR THE YEAR ENDED DECEMBER 31 2005

15

1 The Company’s total admitted assets reported in the statutory statements of admitted assets liabilities

capital and surplus is 262,618,188 at December 31 2005

2 The 10 largest exposures to a single issuerborrower investment by investment category excluding i

US government US government agency securities and those US Government money market funds

listed in the Appendix to the SVO Purposes and Procedures Manual as exempt ii property occupied by

the Company and iii policy loans at December 31 2005 is a follows None

3 The amounts and percentages of the Company’s total admitted assets held in bonds and preferred stocks

by NAIC rating is as follows None

4 The amounts and percentages of the Company’s total admitted assets held in foreign investments

regardless of whether there is any foreign currency exposure and unhedged foreign currency exposure

defined as the statement value of investment denominated in foreign currencies which are not hedged by

financial instruments qualifying for hedge including i foreigncurrency denominated investments of 0

supporting insurance liabilities denominated in that same foreign currency of 0 and excluding ii

Canadian investments and currency exposure of 0 at December 31 2005 is as follows None therefore

detail not required for interrogatories 510

11 The amounts and percentages of the Company’s total admitted assets held in Canadian investments and

unhedged Canadian currency exposure including Canadiancurrency denominated investments of 0

supporting Canadian denominated insurance liabilities of 0 at December 31 2005 are as follows None

12 The aggregate amounts and percentages of the reporting entity’s total admitted assets held in investments

with contractual sales restrictions defined as investments having restrictions that prevent investments

from being sold within 90 days at December 31 2005 are as follows None

13 The amounts and percentages of admitted assets held in the largest 10 equity interest including

investments in the shares of mutual funds preferred stocks publicly traded equity securities and other

equity securities and excluding money market and bond mutual funds listed in the Appendix to SVO

Practices and Procedures Manual as exempt of Class 1 at December 31 2005 are as follows None

14 Nonaffiliated privately placed equities included in other equity securities and excluding securities

eligible for sale under i Securities Exchange Commission SEC Rule 144a or ii SEC Rule 144

without volume restrictions at December 31 2005 totaled 0 which represents 0 of total admitted

assets

15 The amounts and percentages of the reporting entity’s total admitted assets held in general partnership

interests included in other equity securities at December 31 2005 are as follows None

16 The amounts and percentages of the reporting entity’s total admitted assets held in mortgage loans at

December 31 2005 are as follows None therefore detail not required for interrogatories 16 and 17
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ATRIUM INSURANCE CORPORATION

INVESTMENT RISK INTERROGATORIES
FOR THE YEAR ENDED DECEMBER 31 2005

16

18 The amounts and percentages of the reporting entity’s total admitted assets held in each of the five largest

investments in one parcel or group of contiguous parcels of real estate excluding property occupied by

the Company at December 31 2005 are as follows None

19 The amounts and percentages of the reporting entity’s total admitted assets subject to securities lending

repurchase agreements reverse repurchase agreements dollar repurchase agreements and dollar reverse

repurchase agreements are as follow None

20 The amounts and percentages of warrants not attached to other financial instruments options caps and

floors at December 31 2005 are as follows None

21 The amounts and percentages of potential exposure for collars swaps and forwards at December 31

2005 are as follows None

22 The amounts and percentages of potential exposure for futures contracts at December 31 2005 are as

follows None

23 The amounts and percentages of the entity’s total admitted assets held in mezzanine real estate loans

None
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Independent Auditor’s Report

To the Board of Directors

Atrium Insurance Corporation

New York New York

We have audited the accompanying statutory balance sheets of Atrium Insurance Corporation the

Company as of December 31 2007 and 2006 and the related statutory statements of operations changes

in capital and surplus and cash flow for the years then ended These statutory financial statements are the

responsibility of the Company’s management Our responsibility is to express an opinion on these

statutory financial statements based on our audits

We conducted our audits in accordance with auditing standards generally accepted in the United

States of America Those standards require that we plan and perform the audit to obtain reasonable

assurance about whether the statutory financial statements are free of material misstatement An audit

includes examining on a test basis evidence supporting the amounts and disclosures in the statutory

financial statements An audit also includes assessing the accounting principles used and significant

estimates made by management as well as evaluating the overall financial statement presentation We
believe that our audits provide a reasonable basis for our opinion

As described more fully in Note 1 to the statutory financial statements these statutory financial

statements were prepared using accounting practices prescribed or permitted by the New York State

Insurance Department which is a comprehensive basis of accounting other than accounting principles

generally accepted in the United States of America The effects on the statutory financial statements of

the variances between accounting principles prescribed or permitted by the New York State Insurance

Department and accounting principles generally accepted in the United States of America although not

reasonably determinable are presumed to be material

In our opinion because of the effects of the matter discussed in the preceding paragraph the

statutory financial statements referred to above do not present fairly in conformity with accounting

principles generally accepted in the United States of America the financial position of Atrium Insurance

Corporation as of December 31 2007 and 2006 or the results of its operations or its cash flow for the

years then ended

However in our opinion such statutory financial statements referred to above present fairly in

all material respects the admitted assets liabilities and capital and surplus of the Company at

December 31 2007 and 2006 and its results of operations and its cash flow for the years then ended on

the basis of accounting described in Note 1
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2

Our audits were conducted for the purpose of forming an opinion on the basic statutory financial

statements taken as a whole The supplementary information included in the Summary Investment

Schedule Investment Risk Interrogatories and the General Reinsurance Risks Interrogatories is presented

for purposes of additional analysis and is not a required part of the 2007 statutory financial statements

Such information has been subjected to the auditing procedures applied in the audits of the 2007 statutory

financial statements and in our opinion is fairly stated in all material respects in relation to the 2007

statutory financial statements taken as a whole

Beard Miller Company LLP

Harrisburg Pennsylvania

May 20 2008
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3

ATRIUM INSURANCE CORPORATION

STATUTORY BALANCE SHEETS
DECEMBER 31 2007 AND 2006

See accompanying notes to statutory financial statements

2007 2006

ADMITTED ASSETS

Cash and cash equivalents 65,575,000 25,833,629

Restricted shortterm investments 220,876,891 253,350,939

Premiums in course of collection 10,626,767 11,724,716

Other assets 11,776 11,517

Interest due and accrued 2,259,707 2,816,365

Deferred tax asset 41,122 67,148

TOTAL ADMITTED ASSETS 299,391,263 293,804,314

LIABILITIES CAPITAL AND SURPLUS

LIABILITIES

Loss reserves 32,280,240 16,862,768

Statutory contingency reserves 178,832,098 164,602,987

Ceding commissions payable 1,122,097 1,306,029

Unearned premiums 587,452 618,940

Other liabilities 48,568 134,818

Federal income taxes payable to parent 4,178,151 15,197,771

Total liabilities 217,048,606 198,723,313

CAPITAL AND SURPLUS

Common capital stock 1,000 par value 1,000 shares authorized

issued and outstanding 1,000,000 1,000,000

Paidin and contributed surplus 80,816,004 80,816,004

Unassigned surplus 526,653 13,264,997

Total capital and surplus 82,342,657 95,081,001

TOTAL LIABILITIES CAPITAL AND SURPLUS 299,391,263 293,804,314
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4

ATRIUM INSURANCE CORPORATION

STATUTORY STATEMENTS OF OPERATIONS
YEARS ENDED DECEMBER 31 2007 AND 2006

See accompanying notes to statutory financial statements

2007 2006

INCOME

Premiums earned 32,475,586 36,180,041

Net investment income 13,467,047 12,207,884

Total income 45,942,633 48,387,925

EXPENSES

Loss provision 15,417,472 1,741,465

Ceding commissions 3,460,728 4,047,583

Payroll expenses 101,341 101,341

Other expenses 383,112 429,017

Total expenses 19,362,653 6,319,406

INCOME BEFORE FEDERAL INCOME TAXES 26,579,980 42,068,519

FEDERAL INCOME TAXES INCURRED 8,563,187 16,180,135

NET INCOME 18,016,793 25,888,384
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ATRIUM INSURANCE CORPORATION

STATUTORY STATEMENTS OF CHANGES IN CAPITAL AND SURPLUS
YEARS ENDED DECEMBER 31 2007 AND 2006

See accompanying notes to statutory financial statements

2007 2006

CAPITAL AND SURPLUS BEGINNING OF YEAR 95,081,001 86,557,884

Net income 18,016,793 25,888,384

Increase in statutory contingency reserves 14,229,111 17,398,209

Decrease increase in deferred tax asset 750,346 492,869

Decrease increase in non admitted deferred tax asset 724,320 459,927

Dividend to parent 16,500,000

Decrease increase in capital and surplus 12,738,344 8,523,117

CAPITAL AND SURPLUS END OF YEAR 82,342,657 95,081,001
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ATRIUM INSURANCE CORPORATION

STATUTORY STATEMENTS OF CASH FLOW
YEARS ENDED DECEMBER 31 2007 AND 2006

See accompanying notes to statutory financial statements

2007 2006

CASH FLOW FROM OPERATING ACTIVITIES

Premiums collected 33,542,047 36,736,940

Other underwriting expenses 4,215,622 4,675,159

Cash from investment income 14,023,705 11,346,873

Taxes paid 19,582,807 12,492,103

NET CASH FLOWS FROM OPERATING ACTIVITIES 23,767,323 30,916,551

CASH FLOW APPLIED TO FINANCING ACTIVITIES

Dividend paid to parent 16,500,000

Net increase in cash and cash equivalents and restricted short terminvestments 7,267,323 30,916,551

CASH AND CASH EQUIVALENTS AND RESTRICTED

SHORT TERM INVESTMENTS BEGINNING OF YEAR 279,184,568 248,268,017

CASH AND CASH EQUIVALENTS AND RESTRICTED

SHORT TERM INVESTMENTS END OF YEAR 286,451,891 279,184,568
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ATRIUM INSURANCE CORPORATION

NOTES TO STATUTORY STATEMENTS
YEARS ENDED DECEMBER 31 2007 AND 2006

7

1 SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Nature of Operations –Atrium Insurance Corporation “the Company” is incorporated under the laws

of the State of New York The Company began insurance operations on November 9 1995 The

Company is a wholly owned subsidiary of PHH Corporation “Parent” or “PHH” On January 31

2005 PHH began operating as a separate publicly traded company subsequent to a spinoff from

Cendant Corporation “Cendant” Cendant has no continuing ownership in PHH

The Company assumes mortgage insurance premiums under the terms of reinsurance agreements

wherein the ceding company is indemnified subject to a specified limit against the amount of loss in

excess of a predetermined limit with respect to accumulation of losses The mortgage insurance

assumed is primarily on mortgage loans originated by affiliates of PHH

On March 15 2007 PHH entered into a definitive agreement the “Merger Agreement” with General

Electric Capital Corporation “GE” and its wholly owned subsidiary Jade Merger Sub Inc to be

acquired the “Merger” In conjunction with the Merger GE entered into an agreement the “Mortgage

Sale Agreement” to sell the mortgage operations of PHH the “Mortgage Sale” to Pearl Mortgage

Acquisition 2 LLC “Pearl Acquisition” an affiliate of The Blackstone Group “Blackstone” a

global investment and advisory firm

On September 26 2007 the Merger and the Merger Agreement were approved by the PHH’s

stockholders

On January 1 2008 PHH gave a notice of termination to GE pursuant to the Merger Agreement

because the Merger was not completed by December 31 2007 On January 2 2008 PHH received a

notice of termination from Pearl Acquisition pursuant to the Mortgage Sale Agreement

Basis of Presentation – The Company’s statutory financial statements are presented on the basis of

accounting practices prescribed or permitted by the New York State Insurance Department “IDSNY”
Effective January 1 2001 the IDSNY required that insurance companies domiciled in the State of New

York prepare their statutory financial statements in accordance with the National Association of

Insurance Commissioners’ “NAIC” Accounting Practices and Procedures Manual with certain

modifications In addition the Commissioner of the IDSNY has the authority to permit other specific

practices that may deviate from prescribed practices The Company had no such permitted practices

during the years ended December 31 2007 and 2006

Statutory accounting practices and procedures of the NAIC as prescribed or permitted by the IDSNY

“SAP” comprise a comprehensive basis of accounting other than accounting principles generally

accepted in the United States of America “GAAP” The more significant differences are as follows

Assets are reported under SAP at “admitted asset” value and “non admitted” assets are excluded

through a charge against surplus while under GAAP “non admitted assets” are reinstated to the

balance sheet net of any valuation allowance

A predetermined percentage of net premiums earned must be reserved as a contingency reserve under

SAP no such contingency reserve is required to be recorded under GAAP
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Comprehensive income is not presented in the statutory financial statements as required by Statement

of Financial Accounting Standards No 130

Ceding commissions are expensed as incurred under SAP while under GAAP ceding commissions

are deferred and amortized over the life of the contracts

Changes in deferred income taxes except for those relating to unrealized gains and losses on

investments impact earnings under GAAP versus unassigned surplus under SAP There are no

specific limitations on gross deferred tax assets under GAAP whereas limitations are specified under

SAP

Cash and Cash Equivalents –Marketable securities with original maturities of three months or less are

included in cash equivalents

Restricted ShortTerm Investments – Investments in short term securities are carried at original cost

Accrued interest is recorded using the straight line method Investments in money market funds are

carried at original cost which approximates fair value See also Note 2 – Restricted ShortTerm

Investments and Note 6 –Trust Accounts

Premiums Earned –Premiums are recognized as revenue on a pro rata basis over the policy terms

generally one year The portion of premiums that will be earned in the future are deferred and reported

as unearned premiums Premiums in the course of collection represent premiums which have been

written and not yet received

Recognition of Investment Income –Interest on investments is recognized as earned

Insurance Liabilities – The liability for loss reserves represents an estimate of mortgage credit losses

The Company records its loss reserves based on actuarial assumptions using historical industry loss

experience adjusted for current trends and factors that would modify past experience The Company

believes that the liability for loss reserves is adequate to provide for the ultimate costs of losses but this

liability is based on estimates and the amount ultimately paid may vary significantly from such

estimates These estimates are subject to the effects of trends in loss severity and frequency This

liability is continually reviewed and changes in estimates are reflected in earnings currently Such

liability is based on estimates and while management believes that the amount is adequate the ultimate

liability may be different than the amount provided The methods for making such estimates and for

establishing the resulting liability are continually reviewed and any adjustments are reflected in current

earnings

The change in the contingency reserve reflects 50 of earned premiums which accumulates for ten

years in accordance with SAP

Income Taxes –The Company is included in the consolidated federal income tax return of PHH The

Company files separate state income tax returns The tax charge or tax refund to the Company under

the tax sharing agreement represents an amount that would have been paid or received if it had filed on

a separate return basis with the Internal Revenue Service The ultimate settlement of this liability is

dependent upon the ultimate settlement of PHH’s tax liability with the Internal Revenue Service
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ExpenseService Allocation – The Company is party to an Expense Allocation Agreement and a

Service Allocation Agreement wherein certain goods and services are allocated among PHH

subsidiaries Substantially all payroll and other general and administrative expenses paid were subject

to these agreements Payroll expense is allocated based upon estimated time PHH employees spend

performing services for the Company

Fair Value of Financial Instruments – Cash and cash equivalents and restricted shortterm

investments are carried at an amount that approximates fair value

Use of Estimates – The preparation of financial statements in conformity with the SAP requires

management to make certain estimates and assumptions that affect the reported amounts of admitted

assets and liabilities and disclosure of contingent assets and liabilities at the date of the financial

statements and the reported amounts of revenues and expenses during the period Actual results could

differ from those estimates

2 RESTRICTED SHORT TERM INVESTMENTS

The Company’s restricted short term investments consisted of the following as of December 31 2007

and 2006

The Money Market Fund invests in short term treasury securities that generally maintain a dollar

weighted average maturity of sixty days or less In accordance with NAIC guidelines the Company’s

Money Market Fund is classified as an unaffiliated equity investment on the Supplemental Schedule of

Investments All of the Company’s short term investments are restricted See Note 6 –Trust Accounts

for further details

3 REINSURANCE ACTIVITY

The Company does not write any direct insurance The Company is a reinsurer of a portion of the

ultimate net losses on mortgage insurance policies underwritten by third parties At December 31 2007

and 2006 premiums receivable were 10,626,767 and 11,724,716 respectively

The Company assumes premiums from a total of four cedents For the first cedent the Company

assumes premiums under an excess of loss agreement at the rate of 25 of gross written premiums for

policies with effective dates of October 1993 through March 1997 and a rate of 45 less a ceding

commission of 19 for policies with effective dates from April 1997 through December 1999 and a

rate of 45 of gross written premiums for policies with effective dates of January 2000 and forward

Investment Original Cost Fair Value Original Cost Fair Value

6 Month US Treasury Bills 155,983,532 155,983,532 196,169,970 196,169,970

Money Market Fund 64,893,359 64,893,359 57,180,969 57,180,969

220,876,891 220,876,891 253,350,939 253,350,939

2007 2006
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less a ceding commission of 11.1 The Company assumes premiums from the second cedent under an

excess of loss agreement at the rate of 45 of gross written premiums for policies with effective dates

of January 2000 and forward less a ceding commission of 11.1 The Company assumes premiums

from the third cedent under an excess of loss agreement at a net rate of 40 of the gross written

premium for policies with effective dates from July 2004 and forward

During December 2006 the Company executed a reinsurance agreement with a fourth cedent under an

excess of loss agreement at a net rate of 25 of the gross written premium for policies with effective

dates from February 2006 and forward There were no premiums or losses recorded under this

agreement for the year ended December 31 2006

4 INCOME TAXES

The Company had no permanent differences between pretax book income and taxable income per the

tax returns for the years ended December 31 2007 and 2006

The following are federal income taxes incurred in the current and prior years that would be available

for recoupment in the event of future net losses

2007 8,563,187

2006 16,180,135

The components of net deferred tax assets at December 31 2007 and 2006 are as follows

2007 2006

Total deferred tax assets 956,964 1,707,310

Nonadmitted deferred tax assets 915,842 1,640,162

Net admitted deferred tax assets 41,122 67,148

Decrease increase in nonadmitted deferred tax assets 724,320 459,927
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The change in main components of deferred tax assets and deferred tax liabilities arising from

temporary differences at December 31 2007 and 2006 are as follows

Prior to the spinoff the Company was included in the consolidated federal income tax return of

Cendant along with other Cendant subsidiaries After the spinoff the Company is included in the

consolidated federal income tax return of PHH along with other PHH subsidiaries The tax charge or

tax refund to the Company under the tax sharing agreement represents an amount that would have been

paid or received if it had filed on a separate return basis with the Internal Revenue Service The

ultimate settlement of this liability is dependent upon the ultimate settlement of PHH tax liability with

the Internal Revenue Service

The Company received approval for a change in accounting method from the Internal Revenue Service

with respect to the Company’s calculation of premiums earned and discounted unpaid losses for the

year ended December 31 2007 The Company has recorded the effect of the adjustment of 856,672 in

the Company’s computation of the 2007 statutory federal income tax

5 BENEFIT PLANS

Employees of the Company are participants in two benefit plans a defined benefit plan and a defined

contribution plan of PHH Effective July 1 1997 new participation was terminated in the Parent’s

defined benefit plan therefore only those pension participants prior to July 1 1997 remain in the plan

Accumulated plan benefit data is not available for the individual companies participating in the defined

benefit plan Benefit plan expenses are not separately calculated for the Company but are included in

payroll expense per the Service Allocation Agreement

6 TRUST ACCOUNTS

Under the terms of the Company’s reinsurance agreements the Company is required to maintain a trust

account for the benefit of each of the four ceding companies For one cedent the capital fund portion

of the trust account was amended on February 1 2007 For policy years 2002 and later the capital fund

portion of the trust account must be maintained at an amount equal to or greater than i ceded risk

multiplied by 20 64,600,272 at December 31 2007 or ii the contingency reserve For policy

years 2001 and prior the capital fund portion of the trust account must be maintained at an amount

equal to the contingency reserve 89,034,907 at December 31 2007 For the second cedent the

capital fund portion of the trust account must be maintained at an amount of the greater of i 10 of

2007 2006 Change

Deferred tax assets

Discounting of loss reserves 915,842 1,640,162 724,320

Unearned premiums 41,122 67,148 26,026

Total deferred tax assets 956,964 1,707,310 750,346

Non admitted deferred tax assets 915,842 1,640,162 724,320

Net admitted deferred tax assets 41,122 67,148 26,026
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the aggregate risk exposure 47,147,881 at December 31 2007 or ii the contingency reserve For

the third cedent the capital fund portion of the trust account must be at least equal to the sum of i 10
of the risk in force assumed by the reinsurer 12,075,870 at December 31 2007 plus ii loss reserves

and unearned premium reserves required by Atrium’s statutory accounting guidelines For the fourth

cedent the capital fund portion of the trust account must be maintained at an amount of the greater of

i 10 of the risk in force assumed by the reinsurer 8,080,377 at December 31 2007 or ii the

required reserves which represent the sum of contingency reserves loss reserves and unearned

premium reserves At December 31 2007 and 2006 222,050,724 and 253,350,939 respectively was

held in the trust accounts These amounts are recorded in restricted shortterm investments on the

statutory balance sheets The Company believes that its trust account balances at December 31 2007

and 2006 are sufficient to maintain its reinsurance agreements

7 LOSS RESERVES

Activity in the Company’s loss reserves is as follows

As the Company paid no losses in 2006 and prior years the prior years’ loss reserves were reversed out

in the current year in 2007 and 2006 respectively

8 LEASES

The Company leases office space at a monthly rent expense of 2,302 included in other expenses on the

statutory statements of operations The lease terms are month tomonth with a ninety day written

notice of cancellation required

9 DIVIDEND RESTRICTIONS AND CAPITAL AND SURPLUS

The Company is required by law to maintain a minimum statutory surplus of at least 500,000 and is

subject to regulations under which payment of a dividend from statutory surplus may require prior

approval of the IDSNY The Company’s reinsurance agreement prohibited the payment of any

dividends until January 1 2005

2007 2006

Balance January 1 16,862,768 15,121,303

Incurred related to

Current year 32,280,240 16,862,768

Prior years 16,862,768 15,121,303

Total incurred 15,417,472 1741,465

Paid related to

Current year

Prior years

Total paid

Balance December 31 32,280,240 16,862,768

Year Ended December 31
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The portion of unassigned surplus represented or reduced by each item below as of December 31

2007 and 2006 is as follows

2007 2006

Contingency reserve 178,832,098 164,602,987

Deferred tax asset 956,964 1,707,310

Nonadmitted assets 915,842 1,640,162

10 RECONCILIATION TO ANNUAL STATEMENT

The Company’s parent does not allocate tax amounts back to its subsidiaries until after the annual

statement is filed thus creating differences between the annual statements and the audited statutory

financial statements The differences as of December 31 2007 and 2006 are as follows

11 RELATED PARTY TRANSACTIONS

PHH Mortgage Corporation “PHH Mortgage” a wholly owned subsidiary of PHH provides

management and administrative services to the Company Expenses paid to PHH Mortgage under

Expense and Service Allocation Agreements for these services were 101,341 for both years ended

December 31 2007 and 2006 The Company is included in the consolidated tax return of PHH The

tax charge or refund under the tax sharing agreements represents the amount that would have been paid

or received if it had filed a separate tax return Federal income taxes payable to PHH were 4,178,151

and 15,197,771 as of December 31 2007 and 2006 respectively

During the year ended December 31 2007 the Company paid dividends to PHH in the amount of

16,500,000 There were no dividends paid during 2006

2007 2006

Total capital and surplus per statutory financial statements 82,353,197 95,243,500

Decrease in income taxes payable to parent 10,540 158,712

Decrease in net nonadmitted deferred tax assets 3,787

Total capital and surplus per the audited statutory

financial statements 82,342,657 95,081,001
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12 COMMITMENTS AND CONTINGENCIES

From time to time the Company is involved in litigation arising from the normal course of business

The Company is not aware of any pending legal proceedings that it believes could have individually or

in the aggregate a material adverse effect on its business statutory financial position results of

operations or cash flows

In March and April 2006 several purported class actions were filed against PHH its Chief Executive

Officer and its former Chief Financial Officer in the US District Court for the District of New Jersey

The plaintiffs seek to represent an alleged class consisting of all persons other than the Company’s

officers and Directors and their affiliates who purchased PHH’s Common stock during certain time

periods beginning March 15 2005 in one case and May 12 2005 in the other cases and ending March

1 2006 The plaintiffs allege among other matters that the defendants violated Section 10b of the

Securities Exchange Act of 1934 as amended and Rule 10b5 thereunder Each of these purported class

actions has since been voluntarily dismissed by the plaintiffs Additionally two derivative actions were

filed in the US District Court for the District of New Jersey against the Company its former Chief

Financial Officer and each member of its Board of Directors Both of these derivative actions have

since been voluntarily dismissed by the plaintiffs

Following the announcement of the Merger in March 2007 two purported class actions were filed

against PHH and each member of its Board of Directors in the Circuit Court for Baltimore County

Maryland the “Court” The first of these actions also named GE and Blackstone as defendants The

plaintiffs sought to represent an alleged class consisting of all persons other than the Company’s

officers and Directors and their affiliates holding the PHH’s Common stock In support of their request

for injunctive and other relief the plaintiffs alleged among other matters that the members of the

Board of Directors breached their fiduciary duties by failing to maximize stockholder value in

approving the Merger Agreement On or about April 10 2007 the claims against Blackstone were

dismissed without prejudice On May 11 2007 the Court consolidated the two cases into one action

On July 27 2007 the plaintiffs filed a consolidated amended complaint This pleading did not name

GE or Blackstone as defendants It essentially repeated the allegations previously made against the

members of the Company’s Board of Directors and added allegations that the disclosures made in the

preliminary proxy statement filed with the SEC on June 18 2007 omitted certain material facts On

August 7 2007 the Court dismissed the consolidated amended complaint on the ground that the

plaintiffs were seeking to assert their claims directly whereas as a matter of Maryland law claims that

directors have breached their fiduciary duties can only be asserted by a stockholder derivatively The

plaintiffs have the right to appeal this decision
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Investment Categories Gross Investment Holdings

Bonds

U S treasurysecurities

U S government agency and corporate obligations excluding

mortgage backed securities

Issued by US government agencies

Issued by US government sponsored agencies

Foreign government including Canada excluding mortgage backed

securities

Securities issued by states territories and possessions and political

subdivisions in the US

State territory and possession general obligations

Political subdivisionsof states territories and possessions political

subdivisions general obligations

Revenue and assessment obligations

Industrial development and similar obligations

Mortgage backed securities includes residential and commercial MBS

Passthrough securities

Guaranteed by GNMA

Issued byFNMA and FHLMC

Privately issued

CMOs and REMICs

Issued byFNMA and FHLMC

Privately issued and collateralized by MBS issued orguaranteed

by GNMA FNMA FHLMC

All other privately issued

Other debt and other fixed incomesecurities excluding short term

Unaffiliated domestic securities Includes credit tenant loans rated

by the SVO

Unaffiliated foreign securities

Affiliated securities

Admitted Assets as Reported in

the Annual Statement
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Gross Investment Holdings as valued in compliance with NAIC Accounting Practices and Procedures

Manual

Investment Categories

Equity interests

Investments in mutual funds

Preferred stocks

Affiliated

Unaffiliated

Publicly traded equity securities excluding preferred stocks

Affiliated

Unaffiliated 64,893,359 23 6 4,893,359 23
Other equity securities

Affiliated

Unaffiliated

Other equity interests including tangible personal property under

lease

Affiliated

Unaffiliated

Mortgage loans

Construction and land development

Agricultural

Single family residential properties

Multifamily residential properties

Commercial loans

Real Estate Investments

Property occupied by company

Property held for production of income

Property held for sale

Collaterial loans

Policy loans

Receivables for securities

Cash and Short term Investments 2 21,558,532 77 221,558,532 77
Write in for Invested Assets

Total Invested Assets 286,451,891 100 286,451,891 100

Admitted Assets as Reported

Gross Investment Holdings in the Annual Statement
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1 The Company’s total admitted assets reported in the statutory balance sheet is 299,391,263 at December

31 2007

2 The 10 largest exposures to a single issuerborrower investment by investment category excluding i

US government US government agency securities and those US Government money market funds

listed in the Appendix to the SVO Purposes and Procedures Manual as exempt ii property occupied by

the Company and iii policy loans at December 31 2007 is a follows None

3 The amounts and percentages of the Company’s total admitted assets held in bonds and preferred stocks

by NAIC rating is as follows None

4 The amounts and percentages of the Company’s total admitted assets held in foreign investments

regardless of whether there is any foreign currency exposure and unhedged foreign currency exposure

defined as the statement value of investment denominated in foreign currencies which are not hedged by

financial instruments qualifying for hedge including i foreigncurrency denominated investments of 0

supporting insurance liabilities denominated in that same foreign currency of 0 and excluding ii

Canadian investments and currency exposure of 0 at December 31 2007 is as follows None therefore

detail not required for interrogatories 510

11 The amounts and percentages of the Company’s total admitted assets held in Canadian investments and

unhedged Canadian currency exposure including Canadiancurrency denominated investments of 0

supporting Canadian denominated insurance liabilities of 0 at December 31 2007 are as follows None

12 The aggregate amounts and percentages of the reporting entity’s total admitted assets held in investments

with contractual sales restrictions defined as investments having restrictions that prevent investments

from being sold within 90 days at December 31 2007 are as follows None

13 The amounts and percentages of admitted assets held in the largest 10 equity interest including

investments in the shares of mutual funds preferred stocks publicly traded equity securities and other

equity securities and excluding money market and bond mutual funds listed in the Appendix to SVO

Practices and Procedures Manual as exempt of Class 1 at December 31 2007 are as follows None

14 Nonaffiliated privately placed equities included in other equity securities and excluding securities

eligible for sale under i Securities Exchange Commission SEC Rule 144a or ii SEC Rule 144

without volume restrictions at December 31 2007 totaled 0 which represents 0 of total admitted

assets

15 The amounts and percentages of the Company’s total admitted assets held in general partnership interests

included in other equity securities at December 31 2007 are as follows None

16 The amounts and percentages of the Company’s total admitted assets held in mortgage loans at December

31 2007 are as follows None therefore detail not required for interrogatories 16 and 17
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18 The amounts and percentages of the Company’s total admitted assets held in each of the five largest

investments in one parcel or group of contiguous parcels of real estate excluding property occupied by

the Company at December 31 2007 are as follows None

19 The amounts and percentages of the Company’s total admitted assets subject to securities lending

repurchase agreements reverse repurchase agreements dollar repurchase agreements and dollar reverse

repurchase agreements are as follow None

20 The amounts and percentages of warrants not attached to other financial instruments options caps and

floors at December 31 2007 are as follows None

21 The amounts and percentages of potential exposure for collars swaps and forwards at December 31

2007 are as follows None

22 The amounts and percentages of potential exposure for futures contracts at December 31 2007 are as

follows None

23 The amounts and percentages of the Company’s total admitted assets held in mezzanine real estate loans

None
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7.1 Has the Company reinsured any risk with any other entity under a quota share

reinsurance contract that includes a provision that would limit the reinsurer’s

losses below the stated quota share percentage eg a deductible a loss ratio

corridor a loss cap an aggregate limit or any similarprovisions Yes No

7.2 The Company has no contracts containing such provisions described in

interrogatory 7.1 therefore detail not included for this interrogatory

7.3 The Company has no contracts containing such provisions described in

interrogatory 7.1 therefore detail not included for this interrogatory

8.1 Has the Company reinsured any risk with any other entity and agreed to release

such entity from liability in whole or in part from any loss that may occur on the

risk orportion thereof reinsured Yes No
8.2 If yes give full information

Atrium is a reinsurer of a portion of the ultimate net losses on mortgage insurance

policies underwritten by four third party ceding companies

9.1 Has the Company ceded any risk under any reinsurance contract or under

multiple contracts with the same reinsurer or its affiliates for which during the

period covered by the statement i it recorded a positive or negative

underwriting result greater than 5 of prior year end surplus as regards

policyholders or it reported calendar year written premium ceded or year end loss

and loss expense reserves ceded greater than 5 of prior year end surplus as

regards policyholders ii it accounted for that contract as reinsurance and not as

a deposit and iii the contract s contain one or more of the following features or

other features that would have similarresults

a A contract term longer than two years and the contract is noncancellable by

the reporting entity during the contract term

b A limited or conditional cancellation provision under which cancellation

triggers an obligation by the reporting entity or an affiliate of the reporting

entity to enter into a new reinsurance contract with the reinsurer or an affiliate

of the reinsurer

c Aggregate stop loss reinsurance coverage

d A unilateral right by either party or both parties to commute the

reinsurance contract whether conditional or not except for such provisions

which are only triggered by a decline in the credit status of the other party

e A provision permitting reporting of losses or payment of losses less

frequently than on a quarterly basis unless there is no activity during the

period or

f Payment schedule accumulating retentions from multiple years or any

features inherently designed to delay timing of the reimbursement to the ceding

entity Yes No
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9.2 Has the Company during the period covered by the statement ceded any risk

under any reinsurance contract or under multiple contracts with the same

reinsurer or its affiliates for which during the period covered by the statement it

recorded a positive or negative underwriting result greater than 5 of prioryearend
surplus as regards policyholders or it reported calendar year written premium

ceded or year end loss and loss expense reserves ceded greater than 5 of prior

yearend surplus as regards policyholders excluding cessions to approved pooling

agreements or to captive insurance companies that are directly or indirectly

controlling controlled by or under common control with i one or more

unaffiliated policyholders of the reporting entity or ii an association of which

one or more unaffiliated policyholders of the reporting entity is a member where

a The written premiumceded to the reinsurer by the reporting entity or its

affiliates represents fifty percent 50 or more of the entire direct and assumed

premium written by the reinsurer based on its most recently available financial

statement or

b Twenty five percent 25 or more of the written premium ceded to the

reinsurer has been retroceded back to the reporting entity or its affiliates in a

separate reinsurance contract Yes No

9.3 The Company has no contracts containing such provisions described in

interrogatory 9.1 and 9.2 therefore detail not included for this interrogatory

9.4 Except for transactions meeting the requirements of paragraph 30 of SSAP No
62 Property and Casualty Reinsurance has the Company ceded any risk under

any reinsurance contract or multiple contracts with the same reinsurer or its

affiliates during the period covered by the financial statement and either

a Accounted for that contract as reinsurance either prospective or retroactive

under statutory accounting principles “SAP” and as a deposit under generally

accepted accounting principles “GAAP” or

b Accounted for that contract as reinsurance under GAAP and as a deposit

under SAP Yes No

9.5 The Company has no contracts containing such provisions described in

interrogatory 9.4 therefore detail not included for this interrogatory

9.6 The Company is exempt from the Reinsurance Attestation Supplement under one

or more of the following criteria

a The entity does not utilize reinsurance or Yes No

b The entity only engages in a 100 quota share contract with an affiliate and

the affiliated or lead company has filed an attestation supplement or Yes No

c The entity has no external cessions and only participates in an intercompany

pool and the affiliated or lead company has filed an attestation supplement Yes No
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