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I. Report Background

On November 14, 2008, the Maryland Insurance Administration (MIA) and the
Maryland Automobile Insurance Fund (MAIF) entered into a Memorandum of
Understanding (MOU) (See Exhibit A), to formalize a process to review MAIF’s surplus
annually. Pursuant to the MOU, on May 3, 2010 MAIF filed with the MIA a report on the
results of their analysis of surplus, and their conclusion as to whether its surplus is
excessive (the MAIF Surplus Analysis - see Exhibit B). As a result of several discussions
between MAIF and the MIA, on November 5, 2010 MAIF filed a supplement to its May
3, 2010 filing (See Exhibit C). The MIA is required to review MAIF’s analysis and
conclusion and determine whether MAIF’s surplus is excessive in light of its statutory
purpose, market conditions and economic climate. What follows is the result of the
MIA’s analysis and conclusion regarding the reasonableness of MAIF’s surplus level as
of December 31, 20009. :

This is the second analysis since the execution of the MOU. The last analysis of
MAIF’s surplus was performed as of December 31, 2008. The results and conclusion of
the review were communicated in a report dated June 30, 2009 to the President of the
Senate, the Speaker of the House, and the Joint Chairmen of the Senate Budget and
Taxation Committee and House Committee on Appropriations. The report noted that the
United States was in the midst of the most severe economic crisis since the great
depression. Economic uncertainty, coupled with MAIF’s surplus decline at the time and
projected continued decline, lead the MIA to conclude that MAIF’s surplus level was not
excessive. :

II. Factors Review

Part of our review of the MAIF Surplus Analysis involved analyzing and
verifying the data it contained. Additionally, the MOU requires MIA to evaluate MAIF’s
surplus based upon the reporting of the following factors:

the ratio of the surplus to the assessment trigger;

the surplus as measured by RBC;

the ratio of premium to surplus;

external economic factors, including the overall financial climate;
trends in the automobile insurance market nationally and in Maryland;
financial projections including projected premium and surplus levels
for the next twenty-four (24) months. ‘ :

o e o

A. Ratio of surplus to the assessment trigger

If MAIF’s surplus were to fall below a statutorily designated level, the law
provides an assessment mechanism. The assessment formula requires an assessment
when MAIF’s year-end surplus is equal to or less than 25% of the average of MAIF’s net.



direct written private passenger and commercial auto premiums for the three immediately
preceding calendar years. Each insurer doing business in Maryland would then be
charged their pro-rata share of the assessment which, in turn, is passed on to the insurers’
policyholders. The ratio of surplus to the assessment trigger reported by MAIF was 4.36
at year-end 2009, an increase from 4.18 at year end 2008. The increase in the ratio was
due to a decline in MAIF’s net premiums written, and came about despite a decline in
MAIF’s surplus. Due to the unique nature of MAIF, its surplus level can fluctuate
significantly. Past surplus to assessment trigger ratios of 6 to 1 have proven to be barely
adequate to survive a cyclical economic downturn of a lesser magnitude than the one we
recently experienced. Therefore, the MIA does not believe that the increase in the ratio is
indicative of an unreasonable, excessive level of surplus.

B. Surplus as measured by RBC

Risk Based Capital (RBC) is a method for establishing the minimum amount of
capital an insurance company must have to support its business operations based upon the
company’s size and risk profile. RBC standards are used to determine when to take
regulatory actions relating to an insurer that shows indications of a weak or deteriorating
financial condition. It also provides- an additional standard for minimum capital
requirements that companies must meet to avoid being placed into receivership. As such,
RBC is not intended to be a measure of excessive surplus. In fact, the Insurance Article
states that it is the public policy of the State that, in order to safeguard the solvency of the
insurance business in the State, insurers should maintain capital in excess of minimum
RBC levels to secure the insurer against risks inherent in the insurance business that are
not accounted for in the RBC formula. However, if MAIF’s RBC ratio was an outlier
when compared to other insurers, it could be indicative of either excessive or insufficient
surplus. :

Presented in Exhibit D is a listing of insurers licensed to write automobile
insurance in Maryland. MAIF’s RBC ratio expressed as a multiple of authorized control
level RBC was 838% as of December 31, 2009. When compared to the top ten
automobile insurance writers in Maryland MAIF’s RBC ratio was sixth highest.

Insurance companies will initially accumulate as much surplus, through profits, as
they can while still remaining competitive, or while operating in accordance with their
business plan and strategy. The decision that a private insurer will then make is to
determine the most effective use of this surplus, in order to maximize their rate of return.
An insurer will consider whether surplus should be used to expand into other lines or
other territories, to expand through acquisitions, or to provide for dividends to
shareholders. In other words, once capital is sufficient to meet regulatory minimum
requirements, to maintain a specific rating, for internal needs, etc., excess capital is then
deployed to earn a greater level of return than it does if just left in the insurance
company. Private carriers deploy inefficient levels of surplus to other uses.



Thus the RBC ratio comparison does not provide any evidence that MAIF’s
surplus is excessive, rather, it implies that MAIF’s current surplus level is reasonable,

When compared to what are presumed to be efficient levels of surplus held by private
insurers.

C. The ratio of premium to surplus

The ratio of premium to surplus is a calculation commonly used by the property
and casualty insurance industry as a measure of financial strength or to indicate to what
degree a particular insurance company is leveraged. The ratio is designed to measure the
ability of an insurer to absorb above-average losses, and is computed by dividing net
premiums written by surplus.

In the MAIF Surplus Analysis, MAIF noted that during an economic downturn its
premium volume historically rises. However, MAIF’s gross premiums written decreased
6.4% during 2009. The MAIF Surplus Analysis referenced a 2008 Report by the
Insurance Research Council which suggested a strong correlation between unemployment
and uninsured motorists. The premise cited in the 2008 Report was that a high
unemployment rate forces people to curb spending, which in turn leads people to forego
buying automobile insurance. MAIF further stated that as the economy strengthens and
the unemployment rate decreases these uninsured drivers may attempt to reenter the
market, but may find themselves unable to buy insurance due to the gap in coverage.
This could create a dramatic increase in MAIF’s premium volume.

MAIF’s net premiums written decreased 7% in 2009. MAIF’s premium to
surplus ratio increased slightly in 2009, but was still financially healthy at less than one to
one. However, this figure alone does not provide sufficient information to conclude that
surplus is unnecessarily high. While a low ratio can be a sign of financial strength, it also
may be indicative of inadequate premium rates, or insufficient loss reserves or premium
volume. Furthermore, if MAIF were to experience a decline in surplus of a magnitude
similar to those in past economic cycles, this ratio could approach unsafe levels in a short
period of time, especially if accompanied by an increase in premiums written.

D. External economic factors, including the overall financial climate

As noted in the 2009 Property & Casualty Insurance Mid-Year Industry Analysis
Report issued by the National Association of Insurance Commissioners (NAIC), the
dominate story for the property and casualty insurance industry in the first half of 2009
was the impact of the severely impaired economy, as individuals and businesses
struggled with the recession caused by unstable financial and real estate markets. The
report showed a 2.6% decrease in the first half of 2009 in direct premium written in the
private passenger auto liability and physical damage lines compared to the same period in
7008. The volatile and uncertain financial and economic climate is the wild card in any
attempt to measure the reasonableness of current levels and future needs for surplus.



During past economic downturns, MAIF has experienced an influx of business as
private carriers tighten underwriting standards. However, thus far in the current
economic downturn, MAIF’s premium volume and surplus have both decreased. This is
different than past economic cycles. Nonetheless, we believe MAIF needs to retain its

surplus to protect against the uncertainties brought about by the current economic
conditions.

E. Trends in the automobile insurance market nationally and in Maryland

While the property and casualty insurance industry in the United States remains
strong, the financial crisis and ensuing economic downturn of 2008 and 2009 continues to
have a significant impact. According to data compiled by the NAIC, as reported in its
2009 Property & Casualty Insurance Mid-Year Industry Analysis Report, the property
and casualty insurance industry experienced a net underwriting loss of $(1.8) billion in
the first half of 2009, compared to a loss of $(4.9) billion during the same period in 2008.
Net investment gains fell 50% from the prior year to-date. As aresult of net underwriting
loss and reduced net investment gains, the domestic property & casualty insurance
industry’s net income fell to $7.0 billion compared to net incomes of $17 billion and $34
billion for the same period in 2008 and 2007, respectively.

F. Financial projections including projected premium and surplus levels for the next
twenty-four (24) months

As previously noted, the MAIF Surplus Analysis was filed with the MIA on May
3,2010. As a result of several discussions between MAIF and the MIA, on November 3,

© 2010 MATF filed a supplement to its May 3, 2010 filing.

In the MAIF Surplus Analysis, MAIF provided a projected income statement for
calendar years 2010 and 2011, and projections of its surplus as of year-end 2010 and
2011 (the baseline projections). The supplemental filing included additional information
to support the 2010 and 2011 projections, along with information on MAIF’s actual
calendar year 2010 financial results through August 31, 2010. Under the baseline
projections, MAIF projects net losses totaling $(26) million and $(6) million for calendar
years 2010 and 2011, respectively. MAIF projects its surplus funds to total $103 million
and $97 million at the end of those years.

At the request of the MIA, MAIF’s November 5, 2010 supplement included
financial projections under a stressed scenario for 2011. The stressed scenario
incorporated assumptions, based on MAIF’s experiences in the past that most adversely
impacted its operating results and surplus, into the 2011 projections. These assumptions
included a 40% increase in premium volume, no rate increases, and investment losses at
historically high levels. Under the stressed scenario MAIF projects a net loss for 2011 of
$(61) million and a year-end surplus of $16 million. These results would result in an
assessment.



Under its baseline projections, MAIF projects net losses for calendar years 2010
and 2011, and a commensurate decrease in its surplus funds. Furthermore, if MAIF were
to operate under its stressed scenario it projects it would lose a significant amount of its
surplus, and could trigger an assessment. Accordingly, the MIA does not believe that the
projections are indicative of an unreasonable, excessive level of surplus.

III. Conclusions:

The economy is still in an uncertain stage of recovery from the most severe
economic crisis since the great depression. This current economic uncertainty, coupled
with the recent and projected declines in MAIF’s surplus, leads the MIA to conclude that
MAIF’s current surplus is not excessive.

While the information we received from MAIF resulted in our concluding that
MAIF’s current surplus is not excessive, we could not readily determine an amount above
which we would believe MAIF’s surplus would be excessive. Conversely, we did not
explore the question of what surplus amount we would consider to be deficient.

We observe that MAIF’s operating results are highly susceptible to changes in the
economy, resulting in significant fluctuations in its surplus level. MAIF’s unique status
as Maryland’s automobile insurer of last resort compounds this issue, since MAIF is
unable to effectively manage its premium volume. We therefore believe that MAIF '
should, in consultation with the MIA, undertake a comprehensive analysis of its
operations and the various factors that impact its operating results, with a goal of
establishing a range within which its surplus would reasonably be considered to be
neither excessive nor deficient. Due to the complexity of this task, the MIA suggests
MAIF consider retaining an independent expert to perform this analysis.



MEMORANDUM OF UNDERSTANDING
 BETWEEN THE
MARYLAND AUTOMOBILE INSURANCE FUND
AND THE :
MARYLAND INSURANCE ADMINISTRATION

THIS MEMORANDUM OF UNDERSTANDING (“MOU”) dated this 14" day of
November, 2008 is made by and between the Maryland Automobile Insurance Fand ( “MAIF”)
and the Maryland Insurance Administration (“MIA™).

Whereas, on Oclober 3, 2008, the MIA and MAIF jointly submitted to the Senate Budget
and Taxation Committee and the House Appropriations Committee (“the Commitiees™) a report
regarding the surplus in MAIF’s Insured Division; and

Whereas, MATF and the MIA are committed to keeping the Comfnittees informed on an
anmuoal basis regarding MAIF’s surplus; and

Whereas, one of the purposes of the October joint report was to make recommendations
on the options for determining whether the MAIF surplus is excessive; and

Whereas, in the report, the MIA and MAIF committed to enter into & MOU by December
15, 2008, to formalize an annual review of MAIF's surplus.

NOW, ‘IHEREFORE, MAIF and the MIA have agreed to execute and implemént this
MOU for the purpose of formalizing a process to review MAIF's surplus anmually, and inform |
the Committees of the results. : .

A. REPORT FILING REQUIREMENTS

1. Section 20-506(b) of Maryland’s Insurance Law requires MAIF s Board of
Trustees to review the reasonableness and adequacy of reserves on an annual basis. Prior to May
1, 2009 and prior to May 1 of each year thereafter, MAIF agrees to file with the Insurance
Commissioner (“Commissioner”) a detailed report on a variety of economic and market factors
including those enumerated in Section C, as well as its conclusion as to whether its surplus 18
EXCESSIVE. . : '

2, By June 30 of each year, the Cominissioner shall review MAIF's analysis and
conclusion and determine whether MATF's surplus is excessive in light of its statutory purpose,
market conditions and economic climate. Prior to the June 30 deadline, the Commussioner may
request additional information from MAIF.

B.  REQUIRED FACTORS FOR ANNUAL REPORT

1. The M1A will evaluate the MAIF surplus based upon the reporting on the
following factors: ‘

Exhibit A



the ratio of the surplus to the assessment trigger;

the surplus as measured by Risk Based Capital (“RBC”);

the ratio of premium to surplus;

external economic factors, including the overall financial climate;

trends in the automobile insurance market nationally and in Maryland;
financial projection including projected premium and surplus levels for the
next twenty-four (24) months.

e Ao o

2. The MIA may request any other document that it reasonably believes is necessary |
to the evaluation of the MAIF surplus. MAIF agrees to respond in a timely manner to the MIA’s
request for additional information.

3, In making its determination, the MIA must also consider factors including:
a. type of insurance provided by the insurer;
b. quality of the risk assumed by the insurer;,
c. geovraphic scope of the insurer’s market;
d. insurers’ relative market share and competitive p031t10n in the marketplace;
e. overall best interest of the insurance consumer.

C. COMMISSIONER’S DETERMINATION

1. If the Commissioner determines that MATF’s surplus is excessive, the
Commissioner will order MATF to develop a plan, within a timeframe set by the Commissioner,
to accomplish any necessary reduction of MAIF’s surplus.

2. The plan would include the recommended method for reduction, which could
include reduction of rates or rebates to current and/or former policyholders and a proposed
timeline for the reduction.

3. If MAIF's recommended plan is found insufficient, the Commissioner could
direct policyholder relief in the form of reduced insurance premiums or direct rebates to current
and/or former insureds.

4. The Commissioner has the authority and discretion to, if necessary, hold a hearing
and/or employ the services of an outside actuary as an aid to arrive at a determination.

D. DISTRIBUTION OF THE REPORT

In addition to posting the MIA report on the MIA’s website, the MIA will submit its
report to:

1. the presiding officers of both chambers of the General Assembly;
2. the Chair and Vice-Chair of the Senate Finance;
3. the Chair and Vice-Chair of the House Economic Matters Cormmittees.

2



E. TERM OF AGREEMENT

This MOU shall begin on the date it is signed by both parties and continue for a term of
five (5) years or until terminated by agreement of the parties.

F. NOTICE

Any notice given pursuant to this MOU shall be in writing and shall be considered to
have been fully given when actually received by the following persons (or their successors).

M. Kent Krabbe, Executive Director Ralph S. Tyler, Insurance Commissioner
Maryland Automobile Insurance Fund Maryland Insurance A dministration
1750 Forest Drive 525 St. Paul Place

Annapolis, Maryland 21401 4294 Baltimore, Maryland 21202-2272

Individuals and addresses for such notices may be changed by notice given as provided herein.
G. AMENDMENT

This MOU may be amended or modified only as MAIF and the MTA mutually agree in
writing.

IN WITNESS WHEREOF, the parties have caused these presents to be executed, by and
through their undersigned authorized representatives, as of the date first above written.

Witness: o Maryland Insurance Administration
Ralph S. Tyler, Insurance Commissioner

Muish Winke  V@lge £ 77

Witness: Maryland Automobile Insurance Fund
M?x Krabbe, Executive Director

—al 2 Gl

Approved for Form. and Legal Sufficiency

_)/“"LZ' | Date: Wov. 4, 2628

Assmtan} Attowfey General
privopllosasa | Gor MIA

LI



. M. Kent Kra_bbe, Executive Director

Maryland Automobile Insurance Furic

May 3, 2010

The Honorable Beth Sammis
Acting Commissioner

Maryland Insurance Administration
200 St. Paul Place, Suite 2700
Raltimore, Maryland 21202

RE: Maryland Automobile Insurance Fund’s 2010
Analysis of Surplus Report

Dear Com_missioner Sammis:

Pursuant to the November 14, 2008 Memorandum of Understanding entered into with
Commissioner Tyler, herewith is the Maryland Automobile Insurance Fund’s 2010 Analysis of.
Surplus Report. : ’ : '

MATF’s surplus continues to remain reasonable and not excessive. Despite the sluggish
national economic TeCOVEry, MAIF’s 2009 financial results slowed the surplus decline from the

prior year. MAIF’s healthy surplus will continue {0 allow us to provide automobile insurance t0
thosc eligible Maryland residents without assessing the Maryland driving public.

Very truly yours,

L //’I l
. I\/f“Kent abbe

Enclosure .

cC: Lester Schott

1750 Forest Drive » Annapolis, MD 21401 * Phona: 410-269-8609 ¢ Fax: 410-269-4344

kikrabbe@emaif.com ¢ www.emaif.com
Exhibit B




- 2010 Analysis
of Surplus Status

. Kent Krabbe
xecu_tiv‘e Director
May 3, 2010



Marvland Automobile Insurance Fund’s 2010 Surplus Analysis

In 2009 the Maryland Automobile Insurance Fund’s surplus declined for the third
consecutive year. MAIF sustained a $33 million operating loss, but a recovering
investment portfolio contributed positively and as a result surplus diminished by only
slightly over $10 million. At the end of the year, surplus stood at $129 million compared
to a 2008 year-end figure of $139 million. '

The slowing in the magnitude of the decline in the surplus is a welcome
development. Surplus stability, however, given MAIF’s role in the market, will remain an
elusive goal. Twice in this decade the MAIF surplus has declined by almost $50 million in
a single year.' - In the two year period between 2004 and 2005 surplus grew over $50
million.? Volatility is the only constant, and these results conclusively establish the
importance of MAIF maintaining a healthy gap between its surplus and its statutorily
mandated assessment trigger.

MAIF serves Maryland automobile insurance consumers and the state’s
compulsory insurance system by insuring those eligible applicants who have been turned
down by two other carriers or cancelled by one carrier. In this role it reacts to Maryland’s
insurance market needs. Application volume can fluctuate from 250,000 applicants in one
year to 65,000 applicants in another year, as the private industry expands or contracts in
capacity. MAIF manages through these business cycles successfully, growing surplus

‘when it can, seeing surplus drawn down when it must, while avoiding an assessment on the
Maryland driving public since 1989.

At the end of 2009 MAIF’s $129 million surplus provided assurance that there will
not be an assessment on the Maryland driving public in the near future. While the surplus
was adequate, it is not excessive.

The purpose of the analysis that follows is to review a variety of factors that
compel the conclusion that year-end 2009 surplus is not excessive within the meaning of a
Memorandum of Understanding (“MOU”) entered into between MALIF and the Maryland
Insurance Administration (“MIA”) on November 14, 2008. See Section II, infra., for
further details on this Memorandum of Understanding. The Memorandum procedures
supplement an October 3, 2008 study that determined MAIF’s August 31, 2008 surplus of
$171 million was reasonable. That study also cautioned that “In light of the nation’s
financial crisis, the full implications of which remain unknown, prudence councils strongly
against reducing MAIF’s surplus.” See October Study at 1.

That advice proved prescient throughout 2008 and 2009. It remains true today.
During the remainder of 2008 and into 2009 the nationwide economic crisis saw continued
contraction of the MAIF surplus. Surplus fell from the $171 million figure in August of
2008 to $138 million at the end of 2008. It dropped to $129 million at the end of 2009.

! $51.8 million in 2002, $46 million in 2008.
2 $51.4 million



The Maryland General Assembly’s continued protection of MAIF’s surplus proved vital in
MAIF’s ability to continue its mission.

While numerous ratios, facts and figures support the conclusion that MAIF’s 2009
year-end surplus is not excessive, the continued drop in surplus from 2007 to 2009 alone
compels this determination. For this primary reason, MAIF again believes that “prudence
councils strongly against reducing MAIF’s surplus.”

I Overview

This is not a study of MAIF’s solvency. Such a study of carriers is a well defined
process at the Maryland Insurance Administration. This study is a unique endeavor trying
to determine what is too much, whether MAIF is too healthy, and whether MAIF should
risk a future assessment by artificially, and intentionally, lowering surplus. To decide that,
pursuant to the Memorandum of Understanding with the MIA, MALIF has reviewed a
number of specified factors to determine whether its surplus is excessive in light of its
statutory purpose, market conditions, and the nation’s economic climate. While one of the
ratios improved slightly from 2008, the overall result still compels the conclusion that
MAIF’s year-end 2009 surplus level of $128,749,019 is not excessive.’

Moving forward MAIF does not project a quick improvement in the nation’s
financial sector or unemployment rates generally, and as explained more fully below,
expects continued pressure on its surplus throughout 2010. MAIF believes that its 2010
year-end surplus will be adequate to avoid a 2011 assessment.

I Report Background

This report traces its lineage directly to a November 14, 2008 Memorandum of
Understanding (“MOU”) between the Maryland Automobile Insurance Fund and the
Maryland Insurance Administration. That MOU itself was an outgrowth of a mandate
contained in the 2008 Joint Chairman’s Report on the State Operating Budget. In the Joint
Chairman’s Report, MAIF and the MIA were asked to study and provide recommendations
on three topics, including a determination of the reasonableness of the MAIF surplus.

The study requested in the Joint Chairman’s Report was completed and submitted
on October 3, 2008 (“the October Study”). It reviewed the MAIF surplus as of the end of
August 2008. While concluding that the MAIF surplus was not excessive, MAIF and the
MIA also recommended a yearly formal review of the MAIF surplus.

MATIF submitted a report to the MIA on April 30, 2009 with 2008 year-end data.
In light of near catastrophic nationwide economic disruption, and highlighting a large drop
in MAIF’s surplus, the review concluded MAIF’s remaining surplus was not excessive.

3 For convenience, various figures relating to MAIF’s 2009 operating results are attached as Exhibit 1. The
full figures, and the source for the year-end numbers reproduced in Exhibit 1 are MAIF’s year-end Annual
Statements, on file with the MIA.



This report includes year-end 2009 data attached in Exhibit 1, notes the further erosion of
surplus, and again supports the conclusion that MAIF’s surplus is not excessive.

III. Required Factors Review

Six factors are to be reviewed in this analysis. The first three of these measure a
variety of ratios to surplus, and provide tools for determining whether MAIF’s surplus is
growing or shrinking in comparison to its business volumes. The next two call fora
review of insurance and financial trends, and the final one calls upon MAITF to project
premium and surplus levels for year-end 2010 and 2011.

Reflecting the decline in MAIF’s overall surplus, all but one of the required ratios
of surplus to other factors discussed below has weakened since the last report. Further,
MALIF’s review of the external operating environment and its financial projections strongly
caution against any artificial lowering of the MAIF surplus, as MAIF projects that surplus
will continue to decline as the economy, while stabilizing, has yet to yield sufficient job
recovery and remains tenuous. :

A. The Analysis of the Requested Ratios
1. The Ratio of the Surplus to the Assessment Trigger

The strength of the ratio of MAIF’s surplus to its assessment trigger is perhaps the
best measure of the adequacy of its surplus. As the October study noted, MAIF’s 2000 to
2003 financial history shows that a surplus to assessment ratio “as high as 6-to-1” is not
excessive. See October Study at page 9. At the end of 2008, this critical ratio stood at
4.18. This figure was obtained by dividing the 2008 year-end surplus of $138,701,648 by
the assessment trigger of $33,202,985.

In 2009 MAIF’s ratio of surplus to assessment trigger strengthened slightly from
4.18 to 4.36. Little comfort can be taken from this. It was due to a decline in the
assessment trigger of almost more than $4 million, and came about despite a decline in_
total surplus. This ratio, while healthy, still stands below the 6-to-1 ratio that proved vital
in the 2000 to 2003 time frame. It therefore strongly suggests surplus is not excessive.

2. The Surplus as Measured by Risk Based Capital

~ The October 2008 Study recognized that in addition to comparing MAIF’s surplus
to MAIF’s assessment trigger, it could be a useful measuring tool to compare MAIF’s
surplus to what would be its authorized control level if MAIF were acting under risk based
capital standards. While the report was quick to caution that “minimum risk based capital
cannot be viewed as a measure of a company’s health”, it was thought that the ratio could
provide a tool to compare MAIF to other insurers in Maryland. Under this comparison,
MAIF’s ratio of 2008 surplus to risk based capital authorized control level was 8.49.



During 2009, this ratio also weakened. It fell from 8.49 in 2008 to 8.38 in 2009.
This erosion, while modest, further indicates that surplus is not excessive.

3. The Ratio of Premium to Surplus

In calendar 2009, both MAIF’s direct written premium and earned written premium
continued to decline. Overall, direct written premium fell from $117 million to slightly
over $109 million. Similarly, earned premium fell from $121 million to only $113 million.
These figures reflect a further decline during 2009 of MAIF’s overall book of business, as
well as the forbearance of any rate increases taken until August 2009.

This reduction of both written and earned premium drove up the ratio of written to
surplus while the earned premium to surplus remained the same, indicating a continued
weakening of the MAIF surplus. The earned premium ratio remained the same at 0.88,
and the ratio of direct written premium to surplus went from 0.84 to 0.85.

The slight improvement in the surplus to assessment trigger ratio from year-end
2008 to year-end 2009 is welcome, but still strongly suggests that the 2009 MAIF surplus
is not excessive. The year-end 2009 ratio still trails badly the October 2008 ratio. Taken
together, the three ratios covered in this portion of the analysis illustrates the fact that in
addition to a momentary decline in absolute surplus, there was also a relative decline in
surplus to various measuring standards.

B. External Economic Factors, Including the Overall Financial Climate

While the ratios detailed above provide an important snapshot of the MAIF surplus,
that picture always needs to be placed into the context of an expanding or contracting

" economy. This economic picture is an element in predicting MAIF’s future surplus needs.

Therefore, the Memorandum of Understanding requires MAIF to analyze the external
economic factors, including the overall financial climate.

A review of the relevant economic data indicates a steady but moderate economic
recovery, which is expected to continue through 2012.

Signs of an improving economy are beginning to be seen. Retail sales, housing
starts, service sector employment and manufacturing are all on the upswing. The first
quarter 2010 GDP figures show growth at a pace of about 3%, compared with the 5.6%
gain in the fourth quarter of last year, which, while debated, may indicate that the recovery
is on track. Consumers are spending more than expected and businesses are purchasing
more equipment. It will take much longer however, for this positive growth to translate
into job market growth.

One of MAIF’s greatest concerns is the unemployment rate in Maryland. In the
past, MAIF’s volume (or PIF, policies in force) fell as unemployment increased. See
Exhibit 2. MAIF’s surplus rises during periods of good employment, and contracts during
times of high unemployment. See Exhibit 3. The Bureau of Labor reports Maryland



unemployment continues to climb, reaching 7.7% in March 2010. Nationwide, the
unemployment rate is reported at 9.7%, which is the highest it has been in over ten years.
Further, according to Federal Reserve reports, the economy is hobbled by a continued soft
housing market. With the economy still sluggish and the jobless rate still growing, MAIF
feels it is too soon to let cautious optimism overtake our traditional and time tested
conservative approach to maintaining a reasonable level of surplus. Current predictions for
the end of the recession range from late 2010 to well into 2012. Much depends on the
continued softness of the housing market, the European Financial Crisis and the
unemployment picture in Maryland.

A 2008 Report by the Insurance Research Council “Uninsured Motorists”
concluded that:

“As the economic downturn persists, consumers will seek additional
ways to curb spending. Some consumers may choose to forgo auto
insurance, despite mandatory coverage requirements and financial
responsibility laws in many states and the significant risk associated
with driving uninsured.

As more people lose their jobs, more tend to drive without insurance.”-

The report further states an increase in the unemployment rate of one percentage
point is associated with an increase in the uninsured motorist rate of more than three-
quarters of a percentage point. Maryland’s unemployment has risen from an overall
average of 4.4% in 2008 to 7.7% as of March 31, 2010. The significant increase in
unemployment strongly suggests vehicle owners are going uninsured. As the economy
strengthens and the unemployment rate decreases these uninsured drivers may return to the
insurance market, but find themselves unable to obtain coverage from private carriers.
These individuals will more than likely be insured by MAIF since many carriers will not
insure an individual with a gap in insurance coverage. If this proves correct, MAIF’s
surplus could erode dramatically.

This analysis indicates that MAIF needs to retain its sﬁrplus cushion against the
economic difficulties throughout the 2010-2011 periods, as the national economy
continues its slow recovery. '

C. Trends in the Automobile Insurance Market Nationally and
in Maryland

At the beginning of 2010, the insurance industry finds itself under significant
negative pressures. Overall, the forecasts are that the insurance industry will continue to
face rising claims costs. If these claims costs are coupled with an increase in business
volume at MAIF, pressures on the MAIF surplus will be severe.

The insurance industry faced greater price pressures in 2009 than did the overall
US economy. The Insurance Information Institute issued a report on February 1, 2010



titled Increases in Price of Health, Iegal Services Impacted Costs of Property/Casualty
Insurers in 2009. The report noted “Auto... insurers are sensitive to hospital, physician
and legal service fee increases, and every single one of those items cost more in 2009 than
they did in 2008,” said Dr. Steven Weisbart, the LLL’s chief economist. “This is
particularly notable in a year when the overall CPI actually decreased, something which
hadn’t happened in the United States since 1955.”

Additionally, the Bureau of Labor Statistics’ March, 2010 CPI report showed an
overall increase in the cost of medical care of 3.7% in the last 12 months, led by an
increase of 7.6% in the cost of hospital care. The consensus forecast for overall medical
inflation is a 3.5% increase over the next year.

MAIF’s experience is more challenging than reported by these two sources. The
average cost of medical expenses submitted to MAIF for a BI claim has increased 45%
from the first quarter of 2006 to the first quarter of 2010 (from $3,670 to $5,328). We do
not expect that rate of increase to abate. Additionally, the number of 2009 claims in suit is
up 22% compared to 2006. These two factors indicate increased upward pressure on
MAIF’s claims costs.

These rising claims costs will further draw down the MAIF surplus. Moreover, as
noted in Section I1IB, during an economic downturn, MAIF’s volume historically rises. At
this point in 2010, however, that correlation is less clear. During 2009, volume dropped
2.7% at MAIF. The question then remains as to whether or not MAIF’s volume will grow,
or whether consumers are now leaving the insurance market altogether. As of April 28,
2010, MAIF’s application volume has increased 1.9%.

If, instead of prior trends where people leave private carriers and seek the MAIF
alternative, people are now leaving private carriers and going uninsured, a time bomb in
effect could be hidden within the system. As the economy recovers, uninsured drivers will
attempt to reenter the market. Private carriers will refuse to write them due to the gap in
coverage and MATF would be confronted with an exploding increase in volume. This
“Perfect Storm” of circumstances has happened before and would put tremendous stress on
MALIF’s surplus. New business issuance costs and increasing claims settlement costs would
add further stress on surplus levels.

In the end then, the analysis remains the same. MAIF’s claims costs will continue
to rise, putting pressure on its surplus. If business volumes dramatically increase either
now or as the economy recovers, that will further enhance the need for sufficient surplus.
Under both scenarios, the existing surplus is not excessive.

- D. Financial Projections
By far the most difficult exercise required by the Memorandum of Understanding is

a prediction by MAIF 0f 2010 and 2011 premium and surplus levels. While the first
quarter of 2010 provides some data upon which to make a year-end projection, 2011

<=



results depend upon economic predictions, at a time when there is likely to continue to be
hills and valleys in the recovery of the national economy. :

MAIF projects a modest 2% increase in policy writings in 2010, as experienced in
the first quarter of 2010. Based on financial results of both 2008 and 2009, MAIF expects
to file for some rate increases during 2010 and 2011. These rate changes along with the
modest growth in volume should yield a written premium of slightly over $120 million by
the end of 2010, with an earned premium of almost $114 million. If these projections

prove to be accurate, MAIF’s surplus would further decline, ending 2010 at approximately
$102,700,000.

In 2011, a change in the law requiring all drivers to carry liability limits of at least
30/60 compared to the current mandatory 20/40 is expected to impact MAIF’s policy
writings. Due to the impact of this law change on the affordability of insurance for MAIF
policyholders, MAIF is projecting 2011 policy volume to remain flat. Further rate
strengthening may be necessary. Under this scenario, MAIF forecasts written premium to
increase to $169 million, and earned premium to increase to $147 million. If these levels
are attained, MAIF estimates its surplus would drop at a slower rate, ending 2011 at $97
million.

In the event that MAIF were to experience growth in policy writings similar to that
experienced in 2000, 2001 or 2002, MAIF’s written premium could grow as high as $250
million by the end of 2011 necessitating additional surplus capacity. On the other hand, if
an economic downturn approaching the scale of 2008°s recession were to accelerate
MATIF’s financial erosion, surplus could be impacted by as much as $25 million in both
2010 and 2011. A growth in incurred losses due to an unforeseen growth in health care
and medical costs could add an additional strain on MAIF’s surplus. Based on MAIF’s
current surplus levels, if any or all of these events occurred, MAIF’s surplus could decline
to a dangerously low level.

The projected $97 million year-end 2011 surplus contrasts dramatically with the
actual results at year-end 2007. At that time, surplus stood at over $187 million. MAIF
now projects that by the end of 2011, four years later, the surplus will be almost $90
million lower. While surplus continues to be depleted, that projected surplus level is above
the projected 2011 assessment trigger of approximately $33 million. ’

MAIF’s financial projections as contained in Exhibit 4 then support the view that
the current MAIF surplus will continue to erode and cannot be viewed as excessive.
Despite this erosion, the healthy surplus will allow MALIF to navigate the current economic
uncertainty of 2010 and avoid assessments on the driving public in 2011.

IV.  Conclusion
The dramatic decline in the MAIF surplus that began in calendar year 2008

continued in 2009, but at a slower pace. MAIF expects further erosion of surplus in 2010.
Under these circumstances, the existing surplus cannot be viewed as excessive.



Despite this predicted decline in surplus, MAIF continues to be well poised to
survive the economic downturn and the emerging recovery. Retaining sufficient surplus
over several years with the support of the General Assembly has left MAIF, and the
Maryland driving public, in a protected position moving forward.
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'~ MIA Additional Information Request — 2010 Surplus Report (as of 12/31/09)

On May 3, 20!0, MAIJF submitted the delineated data required in the November 14, 2008 Memorandum
of Understanding between MAIF and the MIA for the review of its 2009 surplus. The information herein

responds to your Thursday, September 23, 2010 request for additional information underlying the
assumptions used in MAIF’s May 2010 report. :

In compiling this additional information, MAIF has several overall observations.

First, MAIF’s core statutory mission to insure all qualified applicants means it lacks the traditional
management tools to control policy application growth. MAIF cannot turn away statutorily qualified
applicants to reduce volume, and historically has not marketed to increase volume. MAIF cannot cancel
or refuse to rewrite a policy due to poor loss experience. Despite its reactive nature, however, MAIF’s
management has for over 20 years successfully avoided the need for an assessment on the Maryland
driving public. ' '

Second, while external market forces dictate MAIF’s volume, its track record of predicting and
accommodating yearly swings in volume is strong. In our May submission, based on data through April,
MAIF predicted 2% 2010 growth. Year-to-date growth stands at 1.6%. Moreover, surplus, as MAIF
anticipated in its May projections, continues to decline.

Third, due to the volatility of its application volume, MAIF requires a strong surplus to weather stressed
business cycles. At your request, we have included a stressed scenario (based on our experience) in this
report, which again reflects the need for strong surplus retention.

The General Assembly and the Maryland Insurance Administration have been reliable partners in
resisting efforts to artificially lower MAIF’s surplus.. Together they have defeated efforts of non-
stakeholders seeking to take money from MAIF to enhance private special interests. This support was
evident when this report was first produced in 2008 at which time surplus stood at over $187 million
(year end 2007). Surplus, overall, declined from that $187 million peak to only $128 million at the end of
2009. By August 2010, surplus had further declined to $102 million. Just as the Administration found
the $187 million surplus not to be excessive, the $128 million year-end 2009 surplus is also not excessive.
Rather, MAIF’s surplus continues to protect all Maryland drivers against an unnecessary or artificially
induced assessment. , '

Written/Earned Premium:

Change in application volume from prior year: In its May submission, MAIF projected a 2% increase
in 2010 application volume based on year-to-date data through April 2010. Through September of 2010,
MAIF’s applications have grown 1.6%.

Impact of rate change from prior year: Our May 2010 projections were based on an anticipated rate
increase of approximately 15% during 2010 and 2% growth in applications as stated above. In the face of
a devastated economy and its impact on working families, MAIF elected to forego a 2010 rate filing.

Impact of unemployment rate: In our earlier submission, we noted an unemployment rate of 7.7%.
Currently, Maryland’s unemployment rate is just under 8%. Historically, changes in the unemployment
rate have impacted policy writings. In 2009, however, there was no evident relationship between the
unemployment rate and MAIF’s application volume. For that reason, no explicit alterations of the
projections were deemed appropriate.

1
Exhibit C



Impact of uninsureds: Most insurance carriers will not write drivers who have been uninsured. To re-
enter the insurance market, these individuals frequently must go through MAIF. In bad economic times,
it is assumed that more people go uninsured, which could ultimately result in an increase in MAIF
applications. General economic conditions will influence the speed at which people re-enter the
insurance market. Given the unprecedented economic conditions of early 2010, MAIF determined that no
explicit methodology existed to accurately quantify when, and at what rate, uninsureds would re-enter the
market. Accordingly, MAIF projections were not altered to reflect this factor. Instead, MAIF’s
management views the need to maintain significant surplus as a hedge against this problem.

Assumption used in modeling policy changes year over year: MAIF periodically polls its producers
and keeps abreast of industry news and data to assess changes in the marketplace. As of its May
submission, the current strength and profitability of the private passenger automobile market in Maryland
confirmed MAIF’s projections that no change in policy volume would be forthcoming.

Claim Cost: ‘

Impact of unemployment rate on claim frequency: Logically, it is reasonable to assume that in times
of high unemployment, an increased incentive to make a claim exits. To date, industry data indicates that
claim frequency is rising in the aggregate. Because the unemployment rate continued to rise in 2008,
MAIF’s 2009 frequency data was assumed to include this increase and no further adjustment was made.

Average cost of medical claims submitted: As noted in our May 3" submission, the average cost of
medical expenses submitted to MAIF for a Bodily Injury claim increased 45% from the first quarter of
2006 to the first quarter of 2010 (from $3,670 to $5,328). This trend is not expected to abate, and is
accounted for in claims projections in the May report. Additionally, the number of 2009 claims in suit
was up 22% compared to 2006. These two factors indicate increased upward pressure on MAIF’s claims
costs. In its projections, MAIF used the most recent aggregate industry data in Maryland available in
April 2010. That data indicated that average paid PIP losses grew by 12.3% on a twelve-month moving
basis as of the first quarter 2010. The aggregate incurred losses in 2011 increased by 6.5% over 2010.
This percentage was judgmentally selected to account for the combined effects of the minimum limits law
change and a general estimated claim cost increase ranging from 3% to 5%. ’

Increase/decrease in number of claims in suit: Over time, MAIF’s suit volume will increase or
decrease; however, the change in suit volume in 2010 and 2011 was not explicitly considered in this
projection. Variations in volume are gradual, and therefore are assumed to be reflected in the 2009 data
used as a basis in MAIF’s report.

Change in loss ratio: The loss ratio projected for 2011 is the result of an expected combined increase in
claim costs of 6.5% as stated above and an 8% increase due to the law change raising minimal liability
limits. The loss ratio is also impacted by the increased written premium that will result from the change
in mandatory liability limits. No growth in policy volume or claim volume was projected between 2010
and 2011.

Administrative Expense:

Anticipated impact to net income in the event that premium volume should decline significantly

and its administrative expense cannot be proportionately reduced. Neither projection anticipated
significant decreases to premium volume. Should such changes occur, MAIF, as it has in the past, can
impact its administrative expenses by adjusting its largest expense: staffing.



Anticipated change in commission: Change in the commission rate requires a statutory change. No
change in commission rate was included in either year’s projection.

Investments:

Discuss any anticipated change in the percentage distribution of invested assets to bonds and
common stocks and the impact to the balance sheet and income statement projections. MAIF does

not plan to alter, in any significant way, its asset allocations in 2010 or 2011. This decision was reflected
in the projections.

Surplus:

Explanation for how adverse selection relates to greater need for surplus under each scenario.
MAIF has a unique need for strong surplus due to its statutory mandates and limitations. Since MAIF is
the insurer of last resort, its book of business and overall policy volume can be subject to sudden
fluctuations. For example, between 1999 and 2002, MAIF nearly doubled in size and grew just short of
40% in 2001 alone. The occurrence, duration and magnitude of these fluctuations are beyond MAIF’s
control. MAIF cannot underwrite its book of business to compensate for these uncontrollable
circumstances. The composition of MAIF’s book of business as it relates to territory, driver class, and
other risk characteristics can also vary. These variables are also beyond MAIF’s control. As a result, if
its surplus is not adequate to cover future contingencies that are unique to MAIF, it could find itself in an
assessment situation.

2011 Stressed Financial

In its May submission, MAIF was not asked for and did not create a stressed financial statement for 2010.
Given the difficult economic environment that persists since May, we have provided one for 2011 in this
report. For the stressed financial statement projection for 2011, MAIF proposed an increase in policy
writings of approximately 40% (mirroring 2001 data of the largest single year of growth in its history)
with no rate relief in 2011. Losses incurred were increased by a factor of 10% due to the high increase in
claim volume following such rapid policy growth necessitating 2 commensurate increase in staffing.
Variable expenses such as commission and premium taxes were adjusted to be consistent with changing
premium volumes. Investment losses and changes in unrealized losses were posted at historical highs.

The projected surplus at the end of 9011 under the stressed scenario would result in an assessment.

CONCLUSION

The stressed financial scenario, based upon historic precedents, presents a sobering reminder of the
importance of MAIF maintaining a strong surplus. This lesson is consistent with the teaching of the last
few years, as surplus has contracted dramatically.- Nonetheless, with continued support from the
Administration and General Assembly, MAIF will weather this economic storm without burdening the
Maryland driving public.
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Actual 2006
Actual 2007
Actual 2008
Actual 2009

Estimated 2010
Estimated 2011

Stressed 2011

Direct
Written
Premium

153,127,206
128,672,269
116,636,349
109,168,500
120,200,000
169,100,000

195,200,000

Three
Year
Average

132,811,941
118,159,039
115,568,283
133,056,167

141,756,167

Minimum

Required

Surplus
(25% of Average)

33,202,985
29,539,760
28,892,071
33,264,042

35,439,042
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