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Executive Summary 
 
 
Premise for Risk Retention Model 
 
In business, the only certainty is change. Regardless of our current circumstances, we can expect 
them to change sometime, and to some extent. For large commercial insurance companies, 
change is constant; but with a large base of premiums and good spread of risk, the change can be 
managed with relatively little disruption. 
 
For smaller risk bearing entities (SRBE) like captives, pools, or trusts, change is not easy. SRBEs, 
by their very nature, do not accumulate significant surplus. They were not formed to make and 
accumulate profits. They are formed to bring stability and low cost to the risks of their parent 
company or members. Their spread of risk is limited by geography, regulation, and the risk 
appetite of their parent/owners. Thus, a change might be more volatile for the SRBE than for a 
large, multi-national insurance company. An unexpected claim settlement or a few days of bad 
weather could cause operating losses that could seriously impede the SRBE. 
 
Because a SRBE must manage change so carefully, and often on short notice, they have to 
carefully quantify the effect of the change and be nimble making their decisions. Forecasts of 
financial results, based on the imposed change are critical. The forecasts need to be done using a range of 
possibilities of the effect of change, not with just a single assumption. 
 
Regulation 
 
Regulation is a two edged sword. One of the reasons to form an SRBE is to avoid excessive, 
often onerous, regulation of rates, forms, and investments. However, since SRBEs have less 
regulation, managers can take financial risks that a licensed, admitted cannot. A pool board or 
the audit committee of a captive’s parent might not use IRIS ratios to govern the SRBE, but 
they can and should ask whether prudent business practice governs the manager’s decisions. 
Without the scrutiny of regulators or a board of directors, unacceptable risks can be assumed 
and, with adverse results, the damage can be immense. 
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The Need for Management Support 
 
The management of an SRBE; a risk manager, executive director of a pool, or the risk 
management committee of a hospital; needs tools to measure the volatility of new risk. As an 
ancillary benefit, this technique replaces the guidelines that would be imposed by regulators, but 
retains the flexibility sought when forming a SRBE. 
 
Mapping the Risk – The Risk Retention Model (RRM) 
 
SIGMA’s RRM answers the following questions: 
 

• How large is the risk brought by the change?: 
o Expected, or forecasted costs? 
o Reasonable range of the costs? 
o Unusual loss potential caused by the change—the nightmare scenarios? 

• What are the appropriate financial guidelines to self-govern the SRBE while: 
o Accomplishing the mission for the owners? , and 
o Maintaining the financial stability required to effectively transfer the risk of the 

owners/members? 
• How will the new risk affect the financial statements—not just for the next accounting period, but for the 

foreseeable future? 
 
Using the RRM as a Management Tool 
 

The following examples demonstrate the use of the RRM. The first is an opportunistic scenario. This 
case describes a captive considering whether and how to use accumulated surplus to assume 
more risk and lower the overall cost of risk for its parent company. 
 
The second is a crisis scenario. A pool has experienced unexpected, unfunded losses, and one of its 
reinsurers is insolvent. Can it recover? How long will it take? 
 
Opportunistic Scenario 
 
SIGMA has done a Risk Retention analysis for XYZ to determine whether XYZ can take 
additional risk in its workers compensation program through its captive insurance company 
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XYZInsCo. The incremental risk is caused by a required increase in XYZ’s retention from 
$250,000 to $750,000, due to current insurance market conditions. 
 
This analysis shows that XYZInsCo can take the incremental risk and still meet internally 
imposed measures of financial performance. This can be done even if the increased retention 
produces unexpected losses, provided that XYZ continues to fund its risk in a prudent manner 
and maintains the conservative financial structure of XYZInsCo. 
 
This study addresses the variability of the incremental risk and analyzes that effect of that risk on 
the financial statements of XYZInsCo through the 2010 fiscal year. 
 
Crisis Scenario 
 
SIGMA has done a Risk Retention analysis for BLI to measure the effects of alternative 
recovery programs. BLInsCo lost almost $7 million surplus in 2006 due to a combination of 
adverse claims settlements and insolvency of a reinsurer. 
 
The analysis indicates that BLInsCo needs to impose a 20% surcharge for the years 2007-09 to 
rebuild its surplus in three years. During that three year period, the lost surplus could be replaced 
by a conditional letter of credit, backed by BLInsCo’s parent. 
 
This study focused only on the necessary surcharge and its effect on surplus accumulation. No 
other changes were anticipated in key factors such as operating costs, cost of reinsurance, or 
primary loss ratio. These costs were assumed to be consistent with the years 2003-05. Any 
inconsistency in these costs could effect the surplus accumulation, so they need to be closely 
monitored during the recovery period. 
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Figure 2
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Figure 3

XYZ, Inc.

Risk Retention Analysis
Year-end Cash
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Figure 4
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However, when the retention was increased to $750,000, this goal could not be met without a 
significant surplus contribution. However, all other target ratios were met in each of the years 
2006-10. Because XYZ adequately funded the expected losses, XYZInsCo steadily build surplus 
and exceeded the 6:1 goal in 2008. When deciding whether to increase the retention without 
surplus contribution, XYZ will need to decide whether the 6:1 surplus to retention goal is an 
absolute requirement or whether the other acceptable ratios will give XYZ enough comfort to 
take the additional risk. 
 
• Will XYZInsCo’s cash reserves be sufficient to pay catastrophic losses within the retention, i.e., several claims 

that pay out sooner than normal workers compensation claims? 
 
The analyses indicate that XYZInsCo’s cash reserves will be more than sufficient to pay the 
largest cash outflow required in its history (2005 cash requirements), plus three additional losses 
of $500,000 each; paid in the calendar year in which they occurred. This is a very conservative 
scenario and indicates that the cash requirement can be met under very adverse circumstances. 
 
• Will XYZInsCo’s surplus growth be at least equal to the earning growth required of all other XYZ 

subsidiaries? 
 
XYZInsCo’s surplus growth ranges from 14-21% annually, in excess of the 15% earnings 
growth goal for other XYZ subsidiaries except in 2010. The surplus growth failed to meet the 
target in 2010 due to the conservative premium:surplus ratio. The rate of surplus growth 
decreases over the five year period because of the assumed funding for the losses excess of the 
$250,000 retention. The model assumed funding for these losses equal to the forecast for 
incremental losses at the expected level. The primary losses (those limited to $250,000 per 
occurrence) were funded at a loss ratio of about 70%. 
 
• Will additional capital be required to take the greater retention? 
 
XYZInsCo can meet all performance parameters except the 6:1 surplus to retention requirement 
in each of the years 2006-09. In the year 2008, even this requirement is satisfied. Thus, additional 
capital will not be required unless XYZ’s financial management strictly adheres to the 6:1 surplus 
to retention goal. 
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Summary 
 
Based on the forecasts in this study, XYZInsCo can take the $750,000 retention and meet all 
established measures of financial performance except the requirement that surplus be at least six 
times the per occurrence retention. This requirement is extremely conservative and based on 
these estimates would be attained in 2008. If the 6:1 surplus:retention is an absolute requirement, 
XYZ will need to make a capital contribution to XYZInsCo in order to take this retention. The 
forecasts indicate that the other goals for financial performance were met and exceeded in all 
years. If the strength of these measurements counters the 6:1 surplus to retention requirement, 
XYZInsCo can take the increased retention without a surplus contribution. 
 
Since loss patterns and insurance market conditions change over time, this forecast should be 
updated annually. The variability of losses, as measured by the probability distribution, is an 
important component of the decision making process and should be given considerable weight 
when contemplating changes in retentions. 
 
XYZInsCO’s ability to increase retention depends on several key issues. These include: 
 
• Forecasting the amount, and variability, of the risk. Actuarial estimates of expected 

losses and of the probability distributions around these forecasts should be done annually. 
• Adequately funding the expected losses. Funding should be conservative to offset the 

potential variability of the loss forecast – especially for losses in the excess years. 
• Reinsurance that is competitively priced and underwritten by financially stable 

companies. 
• Maintaining sufficient surplus and liquid assets in XYZInsCo to withstand 

unexpected losses. 
 
Preface to Additional Sections 
 
Section 4 contains all financial forecasts produced by the Risk Retention Model. All statistics 
discussed in the narrative were taken from these forecasts. 
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Risk Retention Analysis and Methodology – Crisis Scenario 
 
 
Introduction 
 
This risk retention analysis is prepared by SIGMA Actuarial Consulting Group, Inc. (SIGMA) 
for BLI Hospital Group (BLI). 
 
The purpose of this study is to establish a recovery plan for BLI’s captive for the next 
three years. 
 
This report is intended for the use of BLI. If released to any third party it should be released 
only in its entirety. Please advise the authors at SIGMA of the release of this report to any other 
parties. SIGMA reserves the right to supplement this report with additional explanations and 
qualifications as it deems appropriate for the particular user. 
 
Qualifying Statements 
 
1. We have relied without audit or verification on historical data and qualitative information 

supplied by BLI. It is our understanding we have been provided with all information 
which would materially affect the analysis, and that all information furnished to us has 
been accurate and complete. 

 
2. We have assumed there are no factors which would cause patterns in the financial 

statements provided to be unrepresentative of the current or future situation. 
 
3. We have utilized the separately completed actuarial report as the basis for the projection 

of losses within this analysis. 
 
This report should be released only in its entirety. SIGMA actuaries will be available for 
consultation should any individual reviewing this report have questions or require further 
analysis. 
 
Situation 
 
Bad Luck Insurance Company (BLInsCo), an offshore captive, writes the medical malpractice 
coverage for BLI, a not-for-profit hospital group. BLInsCo, formed in 2003, was very profitable 
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through 2005. During those three years, BLInsCo made over $3 million in operating profits and 
accumulated over $4.5 million in surplus. 
 
However, BLInsCo had several losses that exceeded the retained per occurrence limit and were 
ceded to its primary reinsurer, Wellness Re. Several of these claims were being litigated, but the 
reserves were considered adequate. Early in 2006, several of these lawsuits were decided, all in 
favor of the claimants; and the settlements were much more than the reserves. 
 
These claims, plus other adverse underwriting results, caused Wellness Re to declare bankruptcy 
in March 2006. Since Wellness Re was no longer an admitted reinsurer, BLInsCo had to expense 
$2,625,000 of claims previously ceded to Wellness Re. 
 
These judgments caused an increase in reported claims and an increase in reserves for 
outstanding claims for BLInsCo. This run of bad luck resulted in a 200% loss ratio for BLInsCo 
on the business written in 2006. 
 
The $2,625,000 expense for uncollectible reinsurance plus the 200% loss ratio resulted in a $6.9 
million decline in surplus. At the end of 2006, BLInsCo had a negative surplus of $2.4 million. 
 
BLInsCo management was faced with several crises in 2006: 
 
• Replacing the reinsurance 
 
Wellness Re was replaced retroactive to April 1, 2006 by Rescue Re, a seasoned reinsurer for 
med mal trusts. 
 
• Claims control 
 
The incidents that caused the large claims were of a similar nature and were corrected by clinical 
risk management. 
 
• Loss of surplus 
 
The management of BLInsCo had to either replace the surplus of close BLInsCo and rely on the 
commercial market for med mal cover. The commercial market for first dollar or low deductible 
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med mal has not been stable, so BLInsCo management decided instead to focus on improving 
operating results to make BLInsCo a stable entity. 
 
The Questions 
 
BLInsCo management was faced with two key questions in its rehabilitation of BLInsCo: 
 

• How would it measure the success of the turnaround? 
• How long will it take to return BLInsCo to solvency? 

 
The Benchmarks – Measuring the Effect of the Change 
 
Given the current crisis, BLInsCo must establish performance benchmarks for the recovery 
period. The results of BLInsCo’s financial statements will be measured against these benchmarks 
to determine whether the recovery is on track. 
 
The following benchmarks were established: 
 
• Net Premium : Surplus less than or equal to 1:1 
 
This benchmark was chosen to establish the a conservative structure for BLInsCo. Commercial 
insurance companies write at much higher (less conservative) premium to surplus ratios, but they 
have the critical mass to withstand unexpected losses. Since BLInsCo was in a negative surplus 
position, it was prudent to set conservative standards for the premium to surplus ratio. 
 
• Cash sufficient to pay all outstanding loss reserves 
 
Since med mal losses have a long payout schedule, BLInsCo does not expect large cash outflows 
for the next few years. However, BLInsCo’s management and the management of its 
owners/insureds wanted to maintain liquidity in case they have to close the operation and pay 
loss reserves from the current cash. 
 
The Options 
 
BLInsCo will have to increase surplus from the ($2.4 million) deficit to at least $5 million (net 
written premium in 2006) – and more if exposures increase over the next few years. 
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The fronting company and regulators were willing to allow BLInsCo some time to recover 
surplus, but required contingent security in case the recovery efforts were not successful. 
BLInsCo’s owners/insureds agreed to provide a letter of credit during the three year recovery 
period in order to satisfy the front company and regulators. A $7.5 million letter of credit 
(roughly the amount of the deficient surplus) was obtained for a three year period. The annuar 
cost was four percent, or $300,000. BLInsCo paid the fee. 
 
BLInsCo management prepared three recovery plans: 
 

• No premium surcharges, relying on corrected clinical procedures and future underwriting profits to restore 
surplus 

• 10% surcharge to base premium from 2007-2009 
• 20% surcharge to base premium from 2007-2009 

 
The results of those options are summarized in the following analyses. 
 
The Analysis 
 
BLInsCo’s financial statements were forecast for the period 2007-10 assuming the increases to 
base premiums for the years 2007-09. Note: It was assumed that the loss ratio for those 

years was 80%; the same as the loss ratio in 2003-05. All other assumptions for operating 

expenses remained the same as those for 2003-05. The only variable was the amount of 

surcharge to base premium. 
 
The parameters described in the Benchmark section were measured in each of the years from 
2007-10. A summary of those benchmarks are contained in the following table and graphs. 
 

Benchmark 

Surcharge 
to 

Base 
Premium 2006 2007 2008 2009 2010

       
Premium:Surplus 0% (2.06) (4.17) (106.37) 4.73 2.14
 10% (2.06) (13.54) 3.97 1.77 1.13
 20% (2.06) 18.75 2.21 1.20 0.77
       
Cash:Loss Reserves 0% 0.73 0.80 0.86 0.91 0.98
 10% 0.73 0.84 0.93 1.02 1.08
  20% 0.73 0.87 1.01 1.13 1.19
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Figure 2
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Conclusions 
 
Based on the analyses in this study, the responses to the key issue are: 
 
• Can BLInsCo meet its established performance parameters at the various levels of surcharge? 
 
Based on the results of the forecast, BLInsCo will need to add a surcharge to the base 

premium. 
 
If no surcharge is imposed, neither the premium:surplus nor cash:loss reserves criteria are ever 
met. BLInsCo cannot recover without a surcharge or other infusion of capital. 
 
With a 10% surcharge, the premium:surplus requirement is never achieved. The cash:loss 
reserves benchmark is met in 2009, but barely exceeds the goal. 
 
A 20% surcharge for the years 2007-09 would allow BLInsCo to exceed the cash:loss reserves 
benchmark in 2009 by 13% and improve thereafter. The premium:surplus goal is met in 2010. 
 
Summary 
 
Based on these forecasts, BLInsCo should impose a 20% surcharge in order to recover in three 
years. With the 20% surcharge, the premium:surplus goal is achieved in 2010 – a year after the 
desired recovery period. The cash:loss reserves goal is exceeded, so, based on the established 
critieria, liquidity is sound. 
 
BLInsCo can recover its financial stability by imposing the 20% surcharge, if all other variables 
are reasonably stable. During the recovery period, BLInsCo will need to monitor its financial 
performance to assure that other issues like loss ratio, claims incidence, and operating costs stay 
within established ranges. If any of these change, the surcharge required to regain financial 
stability might have to be increased. 
 
Preface to Additional Sections 
 
Section 4 contains all financial forecasts produced by the Risk Retention Model. All statistics 
discussed in the narrative were taken from these forecasts. 



EXHIBIT I 

CAPTIVE INSURANCE COMPANY ASSUMPTIONS
XYZ Insurance Company

Premium Written 2003 2004 2005 2006 2007 2008 2009 2010
WC - Primary 4,204,789     3,519,739     3,094,536     4,157,544     4,417,391     4,700,860     4,984,329     5,291,420     

WC - Incremental 155,417        166,519        177,620        188,721        199,822        
Total 4,204,789     3,519,739     3,094,536     4,312,962     4,583,909     4,878,480     5,173,050     5,491,242     

Fronting Expenses:
Fronting fees 210,239        175,987        154,727        215,648        229,195        243,924        258,652        274,562        
Premium Tax 126,144        105,592        92,836          129,389        137,517        146,354        155,191        164,737        
Excise Tax 38,684          32,382          28,470          39,679          42,172          44,882          47,592          50,519          
Loss Control 42,048          35,197          30,945          43,130          45,839          48,785          51,730          54,912          
Premium Ceded to Captive 3,787,674     3,170,581     2,787,558     3,885,116     4,129,186     4,394,534     4,659,883     4,946,511     

Loss Forecast 2003 2004 2005 2006 2007 2008 2009 2010
WC - 3 1,780,000     -                    -                    -                    -                    -                    -                    -                    
WC - 2 -                    1,490,000     -                    -                    -                    -                    -                    -                    
WC - 1 -                    -                    1,310,000     -                    -                    -                    -                    -                    

WC Projected -                    -                    -                    1,760,000     1,870,000     1,990,000     2,110,000     2,240,000     
WC Incremental -                    -                    -                    140,000        150,000        160,000        170,000        180,000        
Incurred Losses 1,780,000     1,490,000     1,310,000     1,900,000     2,020,000     2,150,000     2,280,000     2,420,000     

Excise Tax Rate 1.00% CEDED PREMIUM
Front Company Premium Tax 3.00% GWP
Captive Domicile Premium Tax 0.00% CEDED PREMIUM
Earned Premium  % 100.00% % OF WRITTEN PREMIUM EARNED DURING THE YEAR
Claims Administration 3.00% LOSS
Loss Control 1.00% GWP
Underwriting Expense 1.00% CEDED PREMIUM
Investment Yield (Disc) 4.00% (BOOK)
LOC Cost 0.00%
Discount Losses for Reporting? 1.00              0=No; 1=Yes
Discount Rate for Losses 6.00% (TAX)
Tax Rate 35.00%
Cost of Borrowing 9.00%
Parental Loan Factor 0.00%
Fronting Fee 5.00% GWP, INCLUDES BROKERAGE
Reinsurance Charge 34.00% CEDED PREMIUM
Formation Cost 36,000          
Captive Management 60,000          
Cash Capital 1,500,000
LOC (Note)Capital 0



EXHIBIT II 

INCOME STATEMENT
XYZ Insurance Company

2003 2004 2005 2006 2007 2008 2009 2010 Total
Written Premium 3,787,674     3,170,581     2,787,558     3,885,116     4,129,186     4,394,534     4,659,883     4,946,511     31,761,043      
  Change in Prem. Reserve -                    -                    -                    -                    -                    -                    -                    -                    -                       
Earned Premium 3,787,674     3,170,581     2,787,558     3,885,116     4,129,186     4,394,534     4,659,883     4,946,511     31,761,043      
Premium Taxes -                    -                    -                   -                  -                  -                  -                    -                   -                     
Reinsurance Charges 1,287,809     1,077,998     947,770        1,200,000     1,274,400     1,353,413     1,437,324     1,526,439     10,105,152      
Net Earned Premium 2,499,865     2,092,583     1,839,788     2,685,116     2,854,786     3,041,122     3,222,559     3,420,073     21,655,891      
Loss Experience:
  Paid Losses 361,471        775,484        1,051,901     1,403,701     1,615,436     1,793,316     1,951,720     2,108,613     11,061,643      
  Paid Loss Adj. Exp. 10,844          23,265          31,557          42,111          48,463          53,799          58,552          63,258          331,849           
  Change in Loss Reserve 1,418,529     714,516        258,099        496,299        404,564        356,684        328,280        311,387        4,288,357        
  Change in LAE Reserve 42,556          21,435          7,743            14,889          12,137          10,701          9,848            9,342            128,651           
Loss & LAE Incurred 1,833,400     1,534,700     1,349,300     1,957,000     2,080,600     2,214,500     2,348,400     2,492,600     15,810,500      
  Loss Discount Chng. 164,909        107,404        51,520         90,103        85,511        84,398        84,630          86,630         755,106         
Underwriting Gain (Loss) 831,374        665,288        542,009       818,219      859,697      911,019      958,789        1,014,103    6,600,497      
Other Underwriting Expenses 37,877          31,706          27,876         38,851        41,292        43,945        46,599          49,465         317,610         
Undrwrtng Investmnt Income 39,002          72,220          85,436          103,138        118,161        130,766        141,731        151,924        842,377           
Undrwrtng Profit 832,499        705,802        599,569        882,506        936,566        997,840        1,053,921     1,116,561     7,125,264        
Total Operating Expenses 139,595        108,375        113,393        118,663        124,196        130,006        136,106        142,512        1,012,847        
Pretax Operating Income 692,904        597,427        486,176       763,843      812,370      867,833      917,814        974,050       6,112,417      
Income on Capital 60,000          81,884          101,050        117,039        141,204        167,194        195,286        225,411        1,089,068        
Dividends to Policyholders -                    -                    -                    -                    -                    -                    -                    -                    -                       
Earnings Before Taxes 752,904        679,311        587,226        880,882        953,574        1,035,027     1,113,100     1,199,461     7,201,485        
  Income Txs on Und. Inc. 184,798        171,508        152,129        235,809        254,401        274,203        291,614        310,597        2,139,346        
  Inc. Txs on Capital Inc. 21,000          28,659          35,367          40,964          49,421          58,518          68,350          78,894          381,174           
Net Income 547,106        479,144        399,729       604,109      649,752      702,307      753,136        809,970       4,945,252      
Dividends Paid -                    -                    -                    -                    -                    -                    -                    -                    -                       
Addition to Retained Earnings 547,106        479,144        399,729        604,109        649,752        702,307        753,136        809,970        4,945,252        



EXHIBIT III 

BALANCE SHEET
XYZ Insurance Company

2003 2004 2005 2006 2007 2008 2009 2010

Assets:
Unrelated Investments 3,275,725 4,354,631 4,963,531 5,971,420 6,938,957 7,910,623 8,905,261 9,938,219
Subscription Capital Receivable 0 0 0 0 0 0 0 0
 3,275,725 4,354,631 4,963,531 5,971,420 6,938,957 7,910,623 8,905,261 9,938,219
Prepaid Expenses 0 0 0 0 0 0 0 0
Deferred Tax Credits 67,557 96,342 101,492 118,797 132,202 145,829 157,825 168,934
Total Assets 3,343,281 4,450,973 5,065,023 6,090,217 7,071,158 8,056,452 9,063,085 10,107,154

Liabilities:
Loss Reserves 1,418,529 2,133,045 2,391,144 2,887,443 3,292,007 3,648,691 3,976,970 4,288,357
  Less Discount 164,909 272,314 323,834 413,937 499,449 583,846 668,476 755,106
Discounted Reserves 1,253,620 1,860,732 2,067,310 2,473,506 2,792,558 3,064,845 3,308,494 3,533,251
Adjustment Expense Reserve 42,556 63,991 71,734 86,623 98,760 109,461 119,309 128,651
Unearned Premium Reserve 0 0 0 0 0 0 0 0
Borrowed Funds 0 0 0 0 0 0 0 0
Total Liabilities 1,296,176 1,924,723 2,139,044 2,560,129 2,891,319 3,174,305 3,427,803 3,661,902

Capital:
   Paid - In Capital 1,500,000 1,500,000 1,500,000 1,500,000 1,500,000 1,500,000 1,500,000 1,500,000
Subscription Capital 0 0 0 0 0 0 0 0
Retained Earnings 547,106 1,026,250 1,425,979 2,030,088 2,679,840 3,382,146 4,135,282 4,945,252
Total Equity 2,047,106 2,526,250 2,925,979 3,530,088 4,179,840 4,882,146 5,635,282 6,445,252

Total Liabilities & Equity 3,343,281 4,450,973 5,065,023 6,090,217 7,071,158 8,056,452 9,063,085 10,107,154



EXHIBIT IV 

CASH FLOW
XYZ Insurance Company

2003 2004 2005 2006 2007 2008 2009 2010 Total

Premiums, net of Taxes & Reins. 2,499,865 2,092,583 1,839,788 2,685,116 2,854,786 3,041,122 3,222,559 3,420,073 21,655,891

Loss and LAE Paid 372,315 798,748 1,083,458 1,445,812 1,663,899 1,847,116 2,010,272 2,171,872 11,393,492
Other Underwriting Expenses 37,877 31,706 27,876 38,851 41,292 43,945 46,599 49,465 317,610
Cash From Underwriting 2,089,673 1,262,129 728,454 1,200,453 1,149,594 1,150,060 1,165,688 1,198,736 9,944,788

Operating Expenses 139,595 108,375 113,393 118,663 124,196 130,006 136,106 142,512 1,012,847
   Less: Depr. & Amortization 36,000 0 0 0 0 0 0 0 36,000
Operating Expenses Paid 103,595 108,375 113,393 118,663 124,196 130,006 136,106 142,512 976,847

Investment Income 99,002 154,104 186,486 220,177 259,365 297,959 337,017 377,335 1,931,445

Policyholder Dividends Paid 0 0 0 0 0 0 0 0 0

Income Taxes Paid 273,355 228,952 192,647 294,078 317,226 346,348 371,960 400,600 2,425,167

Other Income 0 0 0 0 0 0 0 0 0
Cash From Operations 1,811,725 1,078,907 608,900 1,007,889 967,537 971,666 994,638 1,032,959 8,474,219

Increase In Borrowed Funds 0 0 0 0 0 0 0 0 0

Increase In Capital 1,500,000 0 0 0 0 0 0 0 1,500,000
Total Cash Provided 3,311,725 1,078,907 608,900 1,007,889 967,537 971,666 994,638 1,032,959 9,974,219

Incr. in Unrelated Investments 3,275,725 1,078,907 608,900 1,007,889 967,537 971,666 994,638 1,032,959 9,938,219
Increase in Loans to Parent 0 0 0 0 0 0 0 0 0
Increase In Investments 3,275,725 1,078,907 608,900 1,007,889 967,537 971,666 994,638 1,032,959 9,938,219

Increase In Prepaid Expenses 36,000 0 0 0 0 0 0 0 36,000

Dividends Paid to Stockholders 0 0 0 0 0 0 0 0 0
Total Cash Applied 3,311,725 1,078,907 608,900 1,007,889 967,537 971,666 994,638 1,032,959 9,974,219



EXHIBIT I 

CAPTIVE INSURANCE COMPANY ASSUMPTIONS
Bad Luck Insurance Company

Premium Written 2003 2004 2005 2006 2007 2008 2009 2010
WC
GL
AL

Med. Mal. 5,000,000     6,000,000     7,000,000     8,000,000     9,000,000     10,000,000   11,000,000   12,000,000   
Other
Total 5,000,000     6,000,000     7,000,000     8,000,000     9,000,000     10,000,000   11,000,000   12,000,000   

Fronting Expenses:
Fronting fees -                    -                    -                    -                    -                    -                    -                    -                    
Premium Tax -                    -                    -                    -                    -                    -                    -                    -                    
Excise Tax 200,000        240,000        280,000        320,000        360,000        400,000        440,000        480,000        
Loss Control 50,000          60,000          70,000          80,000          90,000          100,000        110,000        120,000        
Premium Ceded to Captive 4,750,000     5,700,000     6,650,000     7,600,000     8,550,000     9,500,000     10,450,000   11,400,000   

Loss Forecast 2003 2004 2005 2006 2007 2008 2009 2010
WC
GL -                    -                    -                    -                    -                    -                    -                    -                    
AL -                    -                    -                    -                    -                    -                    -                    -                    

Med. Mal. 2,500,000     3,000,000     3,500,000     10,032,000   4,500,000     5,000,000     5,500,000     6,000,000     
Other -                    -                    -                    2,625,000     -                    -                    -                    -                    

Incurred Losses 2,500,000     3,000,000     3,500,000     12,657,000   4,500,000     5,000,000     5,500,000     6,000,000     
Excise Tax Rate 4.00% CEDED PREMIUM
Front Company Premium Tax 0.00% GWP
Captive Domicile Premium Tax -20.00% CEDED PREMIUM
Earned Premium  % 100.00% % OF WRITTEN PREMIUM EARNED DURING THE YEAR
Claims Administration 10.00% LOSS
Loss Control 1.00% GWP
Underwriting Expense 1.00% CEDED PREMIUM
Investment Yield (Disc) 4.00% (BOOK)
LOC Cost 0.00%
Discount Losses for Reporting? 1.00              0=No; 1=Yes
Discount Rate for Losses 6.00% (TAX)
Tax Rate 0.00%
Cost of Borrowing 9.00%
Parental Loan Factor 0.00%
Fronting Fee 0.00% GWP, INCLUDES BROKERAGE
Reinsurance Charge 34.00% CEDED PREMIUM
Formation Cost 36,000          
Captive Management 60,000          
Cash Capital 1,500,000 7,500,000 (7,500,000)
LOC (Note)Capital 0



EXHIBIT II 

INCOME STATEMENT
Bad Luck Insurance Company

2003 2004 2005 2006 2007 2008 2009 2010 Total
Written Premium 4,750,000     5,700,000     6,650,000     7,600,000     8,550,000     9,500,000     10,450,000   11,400,000   64,600,000      
  Change in Prem. Reserve -                    -                    -                    -                    -                    -                    -                    -                    -                      
Earned Premium 4,750,000     5,700,000     6,650,000     7,600,000     8,550,000     9,500,000     10,450,000   11,400,000   64,600,000      
Premium Taxes -                    -                    -                   -                  (1,710,000)  (1,900,000)  (2,090,000)   -                   (5,700,000)     
Reinsurance Charges 1,615,000     1,938,000     2,261,000     2,584,000     2,907,000     3,230,000     3,553,000     3,876,000     21,964,000      
Net Earned Premium 3,135,000     3,762,000     4,389,000     5,016,000     7,353,000     8,170,000     8,987,000     7,524,000     48,336,000      
Loss Experience:
  Paid Losses 53,098          172,697        433,003        2,359,297     2,458,331     2,832,755     3,264,386     3,587,036     15,160,603      
  Paid Loss Adj. Exp. 5,310            17,270          43,300          235,930        245,833        283,275        326,439        358,704        1,516,060        
  Change in Loss Reserve 2,446,903     2,827,303     3,066,998     10,297,703   2,041,669     2,167,245     2,235,614     2,412,964     27,496,397      
  Change in LAE Reserve 244,690        282,730        306,700        1,029,770     204,167        216,725        223,561        241,296        2,749,640        
Loss & LAE Incurred 2,750,000     3,300,000     3,850,000     13,922,700   4,950,000     5,500,000     6,050,000     6,600,000     46,922,700      
  Loss Discount Chng. 456,411        470,232        472,177       1,615,592   243,353      269,907      293,633       313,416        4,134,721      
Underwriting Gain (Loss) 841,411        932,232        1,011,177     (7,291,108)  2,646,353   2,939,907   3,230,633    1,237,416     5,548,021      
Other Underwriting Expenses 47,500          57,000          66,500         76,000        85,500        95,000        104,500       114,000        646,000         
Undrwrtng Investmnt Income 57,790          157,540        269,655        355,582        625,135        825,903        961,309        1,017,254     4,270,168        
Undrwrtng Profit 851,701        1,032,773     1,214,332     (7,011,526)    3,185,988     3,670,810     4,087,442     2,140,670     9,172,189        
Operating Expenses:
  Management & Administration 60,000          63,000          66,150          69,458          72,930          76,577          80,406          84,426          572,947           
  Legal, Acctng, etc. 15,000          15,750          16,538          17,364          18,233          19,144          20,101          21,107          149                  
  Annual Fee 7,000            7,000            7,000            7,000            7,000            7,000            7,000            7,000            56,000             
  Banking Svcs. (LOC, etc.) 1,000            1,000            1,000            1,000            301,000        301,000        301,000        1,000            908,000           
  Actuarial 15,000          15,750          16,538          17,364          18,233          19,144          20,101          21,107          143,237           
  Misc./Travel 5,595            5,875            6,168            6,477            6,801            7,141            7,498            7,873            53,427             
  Formation Cost 36,000          -                    -                    -                    -                    -                    -                    -                    36,000             
Total Operating Expenses 139,595        108,375        113,393        118,663        424,196        430,006        436,106        142,512        1,912,847        
Pretax Operating Income 712,106        924,398        1,100,938     (7,130,189)  2,761,791   3,240,804   3,651,336    1,998,158     7,259,342      
Income on Capital 60,000          90,884          131,496        180,793        60,000          60,000          147,721        299,683        1,030,577        
Dividends to Policyholders -                    -                    -                    -                    -                    -                    -                    -                    -                      
Earnings Before Taxes 772,106        1,015,282     1,232,434     (6,949,396)    2,821,791     3,300,804     3,799,056     2,297,841     8,289,919        
  Income Txs on Und. Inc. -                    -                    -                    -                    -                    -                    -                    -                    -                      
  Inc. Txs on Capital Inc. -                    -                    -                    -                    -                    -                    -                    -                    -                      
Net Income 772,106        1,015,282     1,232,434     (6,949,396)  2,821,791   3,300,804   3,799,056    2,297,841     8,289,919      
Dividends Paid -                    -                    -                    -                    -                    -                    -                    -                    -                      
Addition to Retained Earnings 772,106        1,015,282     1,232,434     (6,949,396)    2,821,791     3,300,804     3,799,056     2,297,841     8,289,919        



EXHIBIT III 

BALANCE SHEET
Bad Luck Insurance Company

2003 2004 2005 2006 2007 2008 2009 2010

Assets:
Unrelated Investments 4,507,288 8,162,371 12,296,326 15,058,811 19,883,085 25,297,951 31,262,550 35,901,235
Subscription Capital Receivable 0 0 0 7,500,000 7,500,000 7,500,000 0 0
 4,507,288 8,162,371 12,296,326 22,558,811 27,383,085 32,797,951 31,262,550 35,901,235
Prepaid Expenses 0 0 0 0 0 0 0 0
Deferred Tax Credits 0 0 0 0 0 0 0 0
Total Assets 4,507,288 8,162,371 12,296,326 22,558,811 27,383,085 32,797,951 31,262,550 35,901,235

Liabilities:
Loss Reserves 2,446,903 5,274,206 8,341,203 18,638,906 20,680,574 22,847,819 25,083,434 27,496,397
  Less Discount 456,411 926,644 1,398,820 3,014,412 3,257,764 3,527,671 3,821,305 4,134,721
Discounted Reserves 1,990,491 4,347,562 6,942,383 15,624,494 17,422,810 19,320,148 21,262,129 23,361,677
Adjustment Expense Reserve 244,690 527,421 834,120 1,863,891 2,068,057 2,284,782 2,508,343 2,749,640
Unearned Premium Reserve 0 0 0 0 0 0 0 0
Borrowed Funds 0 0 0 0 0 0 0 0
Total Liabilities 2,235,181 4,874,982 7,776,503 17,488,385 19,490,867 21,604,930 23,770,472 26,111,316

Capital:
   Paid - In Capital 1,500,000 1,500,000 1,500,000 1,500,000 1,500,000 1,500,000 1,500,000 1,500,000
Subscription Capital 0 0 0 7,500,000 7,500,000 7,500,000 0 0
Retained Earnings 772,106 1,787,389 3,019,823 (3,929,574) (1,107,782) 2,193,021 5,992,078 8,289,919
Total Equity 2,272,106 3,287,389 4,519,823 5,070,426 7,892,218 11,193,021 7,492,078 9,789,919

Total Liabilities & Equity 4,507,288 8,162,371 12,296,326 22,558,811 27,383,085 32,797,951 31,262,550 35,901,235



EXHIBIT IV 

CASH FLOW
Bad Luck Insurance Company

2003 2004 2005 2006 2007 2008 2009 2010 Total

Premiums, net of Taxes & Reins. 3,135,000 3,762,000 4,389,000 5,016,000 7,353,000 8,170,000 8,987,000 7,524,000 48,336,000

Loss and LAE Paid 58,407 189,967 476,303 2,595,227 2,704,165 3,116,030 3,590,824 3,945,740 16,676,663
Other Underwriting Expenses 47,500 57,000 66,500 76,000 85,500 95,000 104,500 114,000 646,000
Cash From Underwriting 3,029,093 3,515,033 3,846,197 2,344,773 4,563,335 4,958,970 5,291,676 3,464,260 31,013,337

Operating Expenses 139,595 108,375 113,393 118,663 424,196 430,006 436,106 142,512 1,912,847
   Less: Depr. & Amortization 36,000 0 0 0 0 0 0 0 36,000
Operating Expenses Paid 103,595 108,375 113,393 118,663 424,196 430,006 436,106 142,512 1,876,847

Investment Income 117,790 248,425 401,151 536,375 685,135 885,903 1,109,029 1,316,937 5,300,745

Policyholder Dividends Paid 0 0 0 0 0 0 0 0 0

Income Taxes Paid 0 0 0 0 0 0 0 0 0

Other Income 0 0 0 0 0 0 0 0 0
Cash From Operations 3,043,288 3,655,083 4,133,955 2,762,485 4,824,274 5,414,866 5,964,598 4,638,685 34,437,235

Increase In Borrowed Funds 0 0 0 0 0 0 0 0 0

Increase In Capital 1,500,000 0 0 7,500,000 0 0 (7,500,000) 0 1,500,000
Total Cash Provided 4,543,288 3,655,083 4,133,955 10,262,485 4,824,274 5,414,866 (1,535,402) 4,638,685 35,937,235

Incr. in Unrelated Investments 4,507,288 3,655,083 4,133,955 2,762,485 4,824,274 5,414,866 5,964,598 4,638,685 35,901,235
Increase in Loans to Parent 0 0 0 7,500,000 0 0 (7,500,000) 0 0
Increase In Investments 4,507,288 3,655,083 4,133,955 10,262,485 4,824,274 5,414,866 (1,535,402) 4,638,685 35,901,235

Increase In Prepaid Expenses 36,000 0 0 0 0 0 0 0 36,000

Dividends Paid to Stockholders 0 0 0 0 0 0 0 0 0
Total Cash Applied 4,543,288 3,655,083 4,133,955 10,262,485 4,824,274 5,414,866 (1,535,402) 4,638,685 35,937,235
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