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2001 IN REVIEW:

A LOOK BACK
WITH AN
EYE ON THE FUTURE

by Robert Hoagland, Chairman

Financial woes and personal safeguard issues have dominated
headlines ever since the 9/11 tragedy. The property casualty
insurance industry has been in the spotlight both directly for the
myriad of claims triggered by the World Trade Center (WTC) event,
and indirectly, as ripple effects from insurer and reinsurer capacities
impact peoples’ lives throughout the country. The WTC disaster
was, in fact, cited as the immediate basis for the placement of the
Reliance Insurance Company of Pennsylvania into liquidation on
October 3, 2001. The movement of Reliance into a rehabilitation
proceeding several months earlier suggested that an ultimate
liquidation would be no surprise, however, the WTC catastrophe
sealed its fate and abruptly pushed claims of the largest property
casualty insurer insolvency ever into the hands of the Texas
Property and Casualty Insurance Guaranty Association and the
other components of the state-based insurance guaranty system.

| am pleased to report that the Texas Property and Casualty
Insurance Guaranty Association (TPCIGA) was well prepared for
the assumption of its responsibilities for the Reliance insolvency.
Preparations, begun as contingency planning earlier in the year,
paid off as TPCIGA took on the handling of thousands of workers
compensation, auto and liability claims of Texans. Despite the
logistical challenges, TPCIGA resumed the orderly payments of
numerous workers compensation claims without disruption. While
discussion takes place in the national arena regarding a federal role
in insurance, TPCIGA and its fellow state guaranty funds quietly and
effectively perform their role in protecting insurance consumers,
even through the largest property casualty insurance insolvency to
date.

The bad news for our member companies is that 2002 heralds
increased activity by the guaranty mechanism which you are
obligated to fund. This will be reflected in generally expected
increases in association assessment activity. The good news is the
reassurance that the organization which you support, and from
which the public expects performance, is using its resources
responsibly and is up to the task.



2001 NEW INSOLVENCY ACTIVITY
Receivership Estates By all counts, business activity prominently increased for the Texas

~ Property and Casualty Insurance Guaranty Association (TPCIGA) during
Acceleration National (OH) | the 2001 calendar year. Although the vast majority of new business

Great States (CA) arose from the insolvency of one insurer, Reliance Insurance Company of
HIH American (CA) Pennsylvania, TPCIGA also was called upon to handle new claims from
International four other insurers during the year.
Indemnity (GA)

Reliance Insurance Company in Liquidation

Reliance Insurance in Liquidation commenced October 3, 2001, and
presented the largest and most challenging property casualty insolvency
taken on by the Insurance Guaranty Association (IGA) system. This
landmark receivership is the culmination of the pre-receivership acquisition and consolidation of at least six
large, widely-licensed insurers into the former Reliance group. In a swift regulatory action precipitated by
the events of September 11, 2001, the Pennsylvania Insurance Commissioner was appointed as Liquidator
and announced that the company left $10 Billion in liabilities in fifty states. In perspective, the magnitude of
Reliance liabilities approaches the combined total of all payments by all IGAs for all receiverships from
inception of the IGA system to date. The company’s liabilities are distinguished by the pervasiveness of
“large-deductible” insurance policies held by sizeable commercial insureds. Reliance’s outstanding claims
files, estimated to number just under 100,000, were located in just under 1,500 different branches of
approximately 155 claims adjustment firms. TPCIGA expects ultimately to receive over 6,000 files from
this receivership. The tedious process of locating, segmenting, and transferring records spread among so
many disparate business entities and locations delayed acquisition of approximately half of the anticipated
files beyond the end of 2001. Nevertheless, this intake resulted in a doubling of TPCIGA’s total inventory
of files on hand at the end of October 2001. Inventories are expected to further increase as Reliance
insureds’ deductibles and self insured retentions (SIR’s) are exhausted and those claims are presented to
TPCIGA.

Reliance Insurance
Company of Pennsylvania

Other Insurance Liquidations

The four other companies placed into receivership earlier in 2001 included Acceleration National (Ohio),
Great States (California), HIH American (California), and International Indemnity (Georgia). TPCIGA’s
responsibilities were triggered by the necessary “Impairment Order” issued by the Texas Commissioner of
Insurance. These four insolvencies represented the acquisition of less than 100 claim files.

Other Issues
The following is a discussion of prominent issues that influenced TPCIGA’s business environment during
the year:

» Transition Issues--The speed with which Reliance was placed into receivership, combined with the
impressive number of workers’ compensation claims involved, necessitated that TPCIGA work
closely with the Texas Workers’ Compensation Commission (TWCC) and the Texas Department of
Insurance (TDI) to best manage the acquisition of a large volume of workers’ compensation claims.
The three organizations cooperated to draft instructions pertinent only to Texas workers’
compensation claims which were then issued by the Reliance liquidator to relevant third party
administrators (TPAs). While the Receiver made provision in the liquidation order for continued
benefit payments pending orderly transition of files to IGAs, some benefits were interrupted and
hardships occurred due to the maze of disparate TPAs with which the liquidator was corresponding.
And, although indemnity benefits continued for the bulk of Reliance’s outstanding work comp
claims, the liquidation proceeding disrupted medical and pharmacy related services. Telephone
traffic stepped up significantly in order to reinstate services.

» Large Deductible Policies--Working through the national network of IGAs, TPCIGA sought to
obtain a nationwide temporary agreement with the liquidator as to the collection and distribution of
files and funds. Prevalent use of large deductible policies allowed many insureds a significant
degree of virtual self-insurance. Estimates of the magnitude of large deductible policies in this
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receivership nationwide total just under $2 billion in liabilities of which 70-75% are workers’
compensation reserves. In order to avoid disruptions to claimants, relieve near-term funding
demands on IGAs, and avoid potential litigation with insureds, the IGA system began negotiations
with the liquidator on this agreement. Meanwhile, a sizeable number of claim files (labeled “insured
funded” claims) were allowed to remain with existing TPAs. Additional TWCC concerns expressed
to TPCIGA were addressed by a Texas addendum to the draft national agreement. A temporary
agreement was finalized just after the close of 2001, and a permanent solution to these issues will
be pursued in 2002. As a footnote, TPCIGA staff spent considerable effort earlier in 2001
addressing similar large deductible policy issues in the Credit General insolvency. The Reliance
insolvency greatly increased the scale of the issue, and presented larger classes of insureds that
promise to trigger other IGA provisions related to corporate “net worth” and residency. The
association will continue work in this area to assure sizeable policy recoveries to which it is entitled
and thereby diminishing the need for assessment funds.

> Rehabilitation Proposals--TPCIGA and other IGAs serving on the Reliance Coordinating
Committee welcomed the opportunity to work cooperatively with the receiver to share information
and provide feedback after the filing of the rehabilitation order. This activity continued a hoped-for
trend of information-sharing with the regulatory community.

» Transition Resources--The Reliance insolvency has been notable for the unprecedented
advantage taken of automation tools previously unavailable. TPCIGA launched its website
coincident with the filing of the Reliance liquidation order, introducing a new avenue for exchange of
information with interested parties. Also, the National Conference of Insurance Guaranty Funds
(NCIGF), of which TPCIGA is a member, posted a resource page dedicated to the Reliance
insolvency on their website, enabling timely posting of documents, policy and claims information.

CLAIMS RUNOFF

TPCIGA began 2001 with a total of 5452 claims, added 4830 claims, and ended the year by closing 3928
claims for a net gain of 902 claims, or a 16.5% increase. Workers’ compensation claims accounted for
approximately 64% of all new activity and auto claims an additional 22%. TPCIGA nearly doubled the
number of files closed in 2001 from the year 2000. This activity is attributed to two factors: the relatively
minor amount of incoming new estate activity in the first three quarters allowed greater attention to existing
claim inventories; and, ever-increasing accessibility of imaged records from Texas receivers promoted
additional file closings. Closings of workers’ compensation files in 2001 represented over 72% of all
closings.

STAFFING

Since 1996, TPCIGA has applied a three-pronged staffing model to manage the ebb and flow of our
diverse populations of claims inventories: a core team of cross-trained claims professionals; a contingent
workforce of contract specialist claims adjusters; and temporary administrative staff to support the claims-
processing effort. Application of this model has allowed the Association to balance the effective and
efficient processing of claims with a responsible approach to increasing regular employee staffing levels.

A 2001 claims volume increase of 16.5% and the imminent receipt of additional claims from multiple
pending insolvencies after 2001, were drivers of an increase in overall staffing for the period. The number
of contract adjusters increased from 6 to 20 and administrative temporary staff from 1 to 13. In total, our
employee and contingent workforce increased 53%, from 49 to 75. However the Association’s regular staff
remained constant at 42 employees (Figure 1). Staff retention continued to be high for our 9 year old
organization, with employees averaging 7 years of service. TPCIGA’s ability to attract and retain a well-
trained, stable workforce has complemented efforts to develop a culture based on customer service, fiscal
responsibility, continuous improvement, quality, respect, and fairness. Ongoing modest investments in
staff training and other programs have been rewarded through low turnover and retraining costs.
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Figure 1: Claims Volume vs Staffing
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EARLY ACCESS
Early Access generally refers to ] ]
distributions of funds from the Figure 2: Sources of Funds - 1993-2001
receivership estate to guaranty
funds during the course of a Assessment
receivership. Figure 2: Sources
of Funds — 1993 to 2001, s $263.7
illustrates that $436 million or million
50.3% of the Association’s 30.4%
funding comes from early access Distributions
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while investment income 50.3%
provided 19.3%. When early Investment
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diminishes.
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Figure 3: Distributions from Estates Early access distributior)s prov!de
(in millions) needed funds to pay claims during
the life of the estate and allow the
Top Ten Estates Early Access Association to earn investment
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ASSESSMENTS

The Association levied assessments in all three lines totaling $86 million in December 2001, allocated as
follows: $15 million in auto lines; $40 million in other lines; and $31 million in the workers’ compensation
line. This was a result of the insolvency of Reliance Insurance Company. During the previous six years
the Association had assessed only once, that being a $12 million other lines assessment in 1998.

Assessments are an important source of funds for the Association. Assessments have totaled $263.7
million or 30.4% of Association funds since 1993 (Figure 3). Assessments levied for 2002, if any, will be
based on 2001 written premium data. Any such assessment is likely to be considered by the board during
the 4th Quarter of 2002 to allow maximum time to evaluate funding needs for the future.

Page 5 of 9



TRENDS & FORECASTS

TPCIGA’s workload continues to be dominated by non-Texas domiciled commercial insurers (Figure 5).
The five new estates for 2001 were domiciled in four different states and reflected a continued presence of
workers’ compensation activity. Further large commercial insurer insolvencies are not only inevitable in
2002 but have occurred in the early part of the year prior to publication of this report. The combination of
continued regulatory actions into 2002, adverse ratings of insurers by rating organizations, and
retrenchment of markets dealing with workers’ compensation, medical malpractice and commercial auto

lines all point to an unstable business environment and prospects for new insolvency activity.

Figure 5:

Comparison of Texas and Non-Texas Domiciled Impaired Companies
Companies 1992 | 1993 1994 1995 | 1996 | 1997 | 1998 | 1999 | 2000 | 2001 | Total
Impaired
TX Domicile 6 5 4 1 1 2 0 0 0 0 19
Non-TX 4 3 4 1 1 1 0 0 3 5 22

Total 10 8 8 2 2 3 0 0 3 5 41
Loss Claims 1992 | 1993 1994 1995 | 1996 | 1997 | 1998 | 1999 | 2000 | 2001 | Total
Acquired
from
Impaired Cos.

TX Domicile | g 096 | 10,871 | 12,735 | 42| 1,024 | 1,895 0 0 0 0 | 32,663
Non-TX 3,814 | 1,306 576 | 53| 221 | 776 0 0| 1,480 | 4,920 | 13,146

15,000+ claims not in totals above.

*Claim counts do not include claims acquired from estates impaired prior to 1992. These estates account for
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BOARD OF
DIRECTORS

Board Officers

Chairman

Robert Hoagland+

Vice President
Property & Casualty
Insurance Counsel
United Services
Automobile Association

Vice Chairman

Brian Boales+

Senior Vice President &
Managing Director
CNA Risk Management
Group

Secretary/Treasurer
James M.O. Rubin, MD*
MPV, Inc.

Board Members

Lee Ann Alexander+
Counsel, Liberty Mutual
Insurance

Patrick L. Brockett, PhD.*
Director, Risk
Management Services
University of Texas at
Austin

Robin Curle*
Partner, CEO Partners

James E. Langford,
CPCU, AIM, ARP, Are+
Senior Vice President of

Operations

Texas Farm Bureau

Mutual Insurance
Company

Denise Ruggiero+
Counsel

State Farm Insurance
Companies

C. Wayne Smith*
Comptroller,
Craftsman Printers, Inc.

Marvin Kelly, CPCU, AU
Executive Director

*Public Member
+Industry Member

BOARD UPDATE

BOARD OF DIRECTORS

The Texas Property and Casualty Insurance Guaranty Association, as
authorized by Article 21.28-C of the Texas Insurance Code, is governed
by a nine member Board of Directors. The Board consists of five
members elected by the insurance industry and confirmed by the
Commissioner of Insurance, and four public members appointed by the
Commissioner of Insurance. Board members’ duties are to oversee the
Association’s guarantee of performance of contractual obligations
arising from property and casualty insurance policies issued to or
benefiting Texas residents. Continuity of leadership within the Board is
promoted by the use of staggered terms for members. During 2001,
one industry board member resigned, another was appointed to fill the
resigning member’s unexpired term, an industry member was re-elected
to the Board, and two public representatives were re-appointed.

Appointments and Elections

David Green resigned from the Board in December 2001, after four
years of service on the Board of Directors. Mr. Green was with Kemper
National Insurance Companies in Houston, and thereafter with the
Texas Mutual Insurance Company (formerly the Texas Workers’
Compensation Insurance Fund) until his retirement.

Lee Ann Alexander, Counsel for Liberty Mutual, was appointed by the
Board of Directors in December 2001 to fill Mr. Green’s unexpired term.

James Langford, Senior Vice President of Operations with the Texas
Farm Bureau Mutual Insurance Company in Waco, was re-elected to
the Board. Mr. Langford began his service on the Board in 1996.

C. Wayne Smith, originally appointed to the Board in February 1996,
and Dr. Patrick Brockett, who was appointed in May 2000 to complete
the unexpired term of another public representative, were reappointed
by Insurance Commissioner Montemayor.

Officers
In accordance with TPCIGA’s Plan of Operation, the board elects from
its membership a chairperson, vice-chairperson, and a secretary-
treasurer. Current officers are as follows:
Robert Hoagland, Chairman
Brian Boales, Vice Chairman
James M.O. Rubin, MD, Secretary/Treasurer

TPCIGA is indebted to Wayne Smith for his service as Board Chairman
from 1998 through 2001.
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Committees

The Board of Directors organized itself in 2001 consistent with its organization in prior years, by establishing four
standing and two ad-hoc committees. The standing committees and their current membership are as follows:

Executive Claims & Legal Finance & Audit Personnel
Robert Hoagland, Chair Brian Boales, James M.O. Rubin, James Langford,
Brian Boales, Chair Chair Chair
Vice Chairman James Langford Robin Curle Patrick L. Brockett
James M.O. Rubin, James M.O. Rubin Denise Ruggiero Lee Ann Alexander
Secretary/Treasurer

Two ad-hoc committees were constituted in 2001, the Nominating Committee and the Governmental Affairs
Task Force. The makeup of the Nominating Committee consisted of Denise Ruggiero, Chair; Robin Curle;
and James Langford. The prevalent legislative activity in 2001 gave rise to the appointment of a
Governmental Affairs Task Force for the duration of the 77" Legislative Session. Its membership consisted
of Denise Ruggiero, Chair; James Langford; Patrick Brockett; and David Green. The appointment of a new
task force is pending future legislative activity.

Board Meetings

Four regularly scheduled quarterly meetings and one emergency meeting were held during 2001. Notices
for all meetings were posted with the Secretary of State for publication in the Texas Register. Quarterly
meetings in 2001 were held on February 1, May 10, August 2, and December 6. An emergency meeting of
the Board by teleconference was held on October 18, 2001 to consider issues related to the precipitous
placement of Reliance into receivership.

Audit Activity

The Board of Directors is consistent in its belief in the value of using a variety of independent audit
approaches as a means of assessing business operations. The Board’s 2001 audit plan provided for a
two-pronged approach: an annual financial audit conducted by West, Davis and Company; and, an un-
announced fraud and internal control audit performed by Investigative Options, a subsidiary of CNA. The
results of both audits were presented to the Board at its May 10 meeting. Both audits produced opinions of
no significant findings. Investigative Options suggested that the Board defer the performance of another
fraud and internal control audit in 2002.

Key Board Activities

The Board’s deliberations reflected the dynamic and changing business environment in which TPCIGA
operates. Early in 2001, the Board authorized a refund to its Auto Lines members of $2.2 million. The
Reliance insolvency and its myriad ramifications dominated the Board’s attentions later in the calendar
year. Ultimately, this single estate precipitated the need to levy an assessment during a year already
marked by declining state revenues.

The following are other prominent activities of the Board for 2001:

oversight of TPCIGA’s budget affairs;

regular review of significant liabilities associated with asbestos claims;

oversight of Texas’ role in the settlement of large blocks of claims on a global, nation-wide basis;
evaluation of confidential information provided by the Insurance Commissioner & staff;

imaging and records retention policies; and

oversight of TPCIGA’s automation measures including establishment of a website (www.tpciga.org) to
enable the exchange of information between the Association and its customers.
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TEXAS PROPERTY AND CASUALTY
INSURANCE GUARANTY ASSOCIATION

AUDITED FINANCIAL STATEMENTS

DECEMBER 31, 2001




West, Davis & Company

a limited liability partnership

INDEPENDENT AUDITORS' REPORT

Board of Directors
Texas Property and Casualty Insurance Guaranty Association
Austin, Texas

We have audited the accompanying statements of financial position of Texas Property and Casualty
Insurance Guaranty Association (the Association) as of December 31, 2001, and 2000, and the
related statements of activities and changes in net assets and cash flows for the years then ended.
These financial statements are the responsibility of the Association'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 audits to obtain
reasonable assurance about whether the financial statements are free of financial 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.

In our opinion, the financial statements referred to above present fairly, in all material respects, the
financial position of the Association as of December 31, 2001 and 2000, and the results of its
operations and cash flows for the years then ended, in conformity with accounting principles
generally accepted in the United States of America.

//W/w £ @%447

March 23, 2002

P.O.Box26065 ¢ Austin, Texas *+ 78755-0065
11615 Angus Road, Suite 104 N ¢ Austin, Texas + 78759
Telephone 512.340 .0222 + Facsimile 512.340.0333
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TEXAS PROPERTY AND CASUALTY INSURANCE GUARANTY ASSOCIATION

STATEMENT OF FINANCIAL POSITION

DECEMBER 31

ASSETS

Cutrent Assets:

Cash and Cash Equivalents (Notes 1 and 2)
Investments, at Fair Value (Note 3)

Assessments Receivable
Accounts Receivable - Other
Total Current Assets
Noncurrent Assets:
Loans Receivable (Note 5):
Administrative
Auto
Other Lines
Workers' Compensation
Total Loans Receivable
Allowance for Doubtful Accounts (Notes 1 and 5)
Net Loans Receivable
Property and Equipment (Note 1):
Futniture and Equipment
Computer Systems
Telephone Systems
Company Vehicle
Leasehold Improvements
Accumulated Depreciation
Net Property and Equipment
Total Noncutrent Assets
TOTAL ASSETS

The accompanying notes are an integral part of these financial statements.

2001 2000
$ 5056338 $ 6,260,529
371,447,905 348,198,727
86,161,687 -
127,851 124,322
462,793,781 354,583,578

$ 20,676,904 $ 22798625
112,433,452 115,350,580
74,679,293 74,870,849
181,113,588 175,780,037
388,903,237 388,800,091
(388,903,237) (388,800,091)
649,916 649,916
1,427,268 1,218,931
167,778 167,778

14,413 30,732

81,191 81,191
(1,730,196) (1,599,979)
610,370 548,569
610,370 548,569

$ 463,404,151

$ 355,132,147




LIABILITIES
Current Liabilities:
Accounts Payable and Accrued Liabilities
Employee Health Claims
Outstanding Checks
Current Portion of Claims Payable (Note 6)
Total Current Liabilities

Long Term Liabilities:
Claim Liabilities (Note 6):
Loss Adjustment Expense
Auto
Other Lines
Workers' Compensation
Total Long Term Claim Liabilities

Other Long Term Liabilities:
Early Access Distributions (Note 6)
Total Other Long Term Liabilities
Total Long Term Liabilities
TOTAL LIABILITIES

Net Assets, Unrestricted (Note 7)

TOTAL LIABILITIES AND NET ASSETS

2001 2000
$ 407,308 256,620
69,242 30,556
1,774,473 1,495,211
42,000,000 21,000,000
44,251,023 22,782,387
12,821,522 12,829,692
24,563,435 582,143
27,019,601 12,809,566
308,783,005 270,143,446
373,187,563 296,364,847
27,811,472 29,427,946
27,811,472 29,427,946
400,999,035 325,792,793

$ 445250,058 $ 348,575,180
18,154,093 6,556,967

$ 463,404,151 $ 355,132,147




TEXAS PROPERTY AND CASUALTY INSURANCE GUARANTY ASSOCIATION
STATEMENT OF ACTIVITIES AND CHANGES IN NET ASSETS

FOR THE YEARS ENDED DECEMBER 31

2001 2000
Revenues:
Distributions $ 30,795,366 $ 18,414,948
Assessments 86,161,687 -
Investment Income, Net (Note 10) 28,375,898 32,359,425
Interest on Accounts 158,860 480,776
Subrogation and Salvage Recoveries 168,479 251,500
Miscellaneous Income 11,986 18,540
Total Revenues 145,672,276 51,525,189
Claims Activity:
Claims Payments:
Claims Administration 3,121,595 2,437,804
Auto 519,292 664,910
Other Lines 2,233,971 3,221,427
Wotkers' Compensation 24,642,805 14,451,560
Total Claims Payments 30,517,663 20,775,701
Change in Claims Liabilities 96,628,407 (27,760,192)
Total Claims Activity 127,146,070 (6,984,491)
Refunds of Prior Year Assessments 2,276,986 -
Excess (Deficiency) of Revenues over Claims Activity and Refunds 16,249,220 58,509,680

The accompanying notes are an integral part of these financial statements.



