REPORT ON EXAMINATION

OF

AUTO CLUB SOUTH INSURANCE
COMPANY

TAMPA, FLORIDA

AS OF

DECEMBER 31, 2005

BY THE
OFFICE OF INSURANCE REGULATION



TABLE OF CONTENTS

LETTER OF TRANSMI T T AL oottt ettt ettt sttt et sttt st sttt e s saabeeessasbaeessanbaeessabeeessarreees -
SCOPE OF EXAMINATION ...ttt ettt e e e e e e e e e e e s e e e e e e e ee et eeeeeeeees 1
STATUS OF ADVERSE FINDINGS FROM PRIOR EXAMINATION .. .oeiiiieeiee ettt e e e e e ee e 2
[ LS O] 2 A 2T 2
(] N == TR 2
(O = Y T3 3
PROFITABILITY OF COMPANY ..iiiittteettttiisseeesttesssssssssesssesessssntsssstsssssnnteeetesssstreeeteee 3
DIVIDENDS TO STOCKHOLDERS .. .eeetteeetaeaeeeeeeeeeeeaaaeeeeeeseeaeeaassseaeeseesnnnaaseeeesreennsnaasseeeeeeennnnns 4
IVL AN A GEIMENT & tttttttttsseeeeteeessssssssssssssssssssassssssssesssssnasssesssesssssnnasssesssssssssnnnssreesseessssnnnssressseessnnns 4
CONFLICT OF INTEREST PROCEDURE. ... .t eetteteeeee e et e e e e ee et eaeeeeeeeeeeeaaeeeeeeeeeeeenaasseeeareeeennaaaens 5
(O00]=1=0] =7 =l = {=010] = 1T 5
ACQUISITIONS, MERGERS, DISPOSALS, DISSOLUTIONS, AND PURCHASE OR SALES THROUGH
REINSURANCE ....eeetttt st e e e et eeeette s st e e e et eee s et seeeeeeee s bea s seseeesee st s bt eeeeesee s s e b seseesseeessbnnnrseeeeseensnnns 6
SURPLUS DEBENTURES ...ttt et eeeeeeeteeeeaeeeeeeeeeseaaaseeeaeee s e e aseseeeeeeesssn e seeeeeeeensnnaassseeereennnnnanaes 6
AFFILIATED COMPANIES ... oottt ettt e e e e et e e e e e e e e e e anaens 6
MANAGEMENT COST SHARING AGREEMENT .. ceteeeeteteeeeeeeeeeeeeeaasseeeseseessnaasseeesereensnaaassseeeeeennnnns 6
TAX ALLOCATION AGREEMENT ..tttuutttteetteesssssassssesssessssssnnssessssssssssnteestessssss et 7
AGENCY A GREEMENT ..ttt ettt e ettt e et et e et e e e et e e e e e e e e e e et eeeeen e eeee e eeeen e eeeeenaeeeeennaeeeeennaaeees 7
O R G AN Z AT IONA L CH A R T oottt e e e e e e ae e e e e aaaees 8
(L ]t I T I = T 11 TR 9
PENSION, STOCK OWNERSHIP AND INSURANCE PLANS ... 9
ST ATUT ORY DEP O S T S ittt ettt ettt e ettt rreeeetteee s s seeeeeeeesrrrnrrreeeeees 9
INSURANCE PRODUCTS AND RELATED PRACTICES. ...t 10
ERRITORY eeeeitt ettt et et e e ettt e e et et e e e e e e e e e e e e e e e e e et e eeee e eeeeeaeeeeeennaseeeennaeeeeennaeeeenes 10
T REATMENT OF POLICYHOLDERS. ...ttt ettttettttiissseesteesssssssesesssessssssssesseeessrstrreesseesrrrreesees 10
REINSURAINCE ...ttt ettt e ettt rt st e e et e e e st s s seeeetees st e reeeesseesnsbnasreeesseesrnnes 10
E NI U Y1 o TR 10
(04 =1 0] =1 o TR 11
ACCOUNTS AND RECORDS ...ttt ettt e e e e e e e e e e e e e e eeeannans 11
CUSTODIAL AGREEMENT ..t eeetteeee e ee e e e e eeeeeeeaaaseeeeaeeeeese s seeeeeeeeneannaasseeereennsnaassseeeeeennnnnnaaaens 12
INDEPENDENT AUDITOR AGREEMENT .etttttttttisteeetttessssssssesssssesssssnsesesssessssseeeesteese 12
INVESTMENT ADVISOR AGREEMENT ... ettettteteeeeeeeeee e e e e eeteeeee e et eeeeeeaeeseeeaseeeenaeeerensseeeenaaeeeeens 12
RIS B ASED AP T AL ..t iiiiitetttie e e et e ettt et etseeeseeessss st seeesseeas s aa i sseeeeteees s b sseeseseessssnnrsreeeseesnnnns 12
FINANCIAL STATEMENTS PER EXAMINATION ..ottt e e eaaanes 13
g NI = TR 14

LIABILITIES, SURPLUS AND OTHER FUNDS ...vvviiiiiiiiiciiteiieee ettt e s sanabaaee s 15



ST ATEMENT OF INCOME ...t e ettt ettt e et e ettt e et e e e e e e et ee et eseeeeaeeee s s sseeeeseeessanasseeeeeeeensnrnnnneas 16

COMMENTS ON FINANCIAL STATEMENTS......ooi e 17

LI ABILITIES ..ttt ettt etttk bt e et e e bt e e st e e e ab e e e h b e e e e Rt e e e eb b e e e nn e e e bn e e e bneeenne e 17
COMPARATIVE ANALYSIS OF CHANGES IN SURPLUS..........ccooiiieee e 18
SUMMARY OF FINDINGS ..ottt sbe sttt seeneane s 19

CONCLUSION ..t e e r e nre s 20



Tallahassee, Florida

March 16, 2007

Kevin M. McCarty

Commissioner

Office of Insurance Regulation
State of Florida

Tallahassee, Florida 32399-0326

Dear Sir:

Pursuant to your instructions, in compliance with Section 624.316, Florida Statutes, and in
accordance with the practices and procedures promulgated by the National Association of
Insurance Commissioners (NAIC), we have conducted an examination as of December 31, 2005,
of the financial condition and corporate affairs of:

AUTO CLUB SOUTH INSURANCE COMPANY
1515 NORTH WESTSHORE BOULEVARD
TAMPA, FLORIDA 33607

Hereinafter referred to as the “Company”. Such report of examination is herewith respectfully
submitted.



SCOPE OF EXAMINATION

This examination covered the period of January 1, 2003 through December 31, 2005. This
examination commenced, with planning at the Office of Insurance Regulation (Office), on December
11, 2006, to December 15, 2006. The fieldwork commenced on December 18, 2006, and was
concluded as of March 16, 2007. The examination included any material transactions and/or events

occurring subsequent to the examination date and noted during the course of the examination.

This financial examination was a statutory financial examination conducted in accordance with the
Financial Condition Examiners Handbook, Accounting Practices and Procedures Manual and annual
statement instructions promulgated by the NAIC as adopted by Rules 690-137.001(4) and 690-
138.001, Florida Administrative Code, with due regard to the statutory requirements of the insurance

laws and rules of the State of Florida.

In this examination, emphasis was directed to the quality, value and integrity of the balances of the
Company’s statement of assets and the determination of liabilities as of December 31, 2005, as

those balances affect the financial solvency of the Company.

The examination included a review of the corporate records and other selected records deemed
pertinent to the Company’s operations and practices. In addition, the NAIC IRIS ratio report, the
A.M. Best Report, the Company’s independent audit reports and certain work papers prepared by
the Company’s independent certified public accountant (CPA) were reviewed and utilized where

applicable within the scope of this examination.



Transactions subsequent to year-end 2005 were reviewed where relevant and deemed significant to

the Company’s financial condition.

This report of examination is confined to financial statements and comments on matters that involve
departures from laws, regulations or rules, or which are deemed to require special explanation or

description.

Based on the review of the Company’s control environment and the materiality level set for this
examination, reliance was placed on work performed by the Company’s CPAs, after verifying the
statutory requirements, for the following accounts:

Reinsurance Other expenses
Federal taxes recoverable Net deferred tax asset
Status of Adverse Findings from Prior Examination
The Company was last examined by representatives of the Office as of December 31, 2002. There

were no material findings noted in the prior examination as of December 31, 2002.

HISTORY

General
The Company was incorporated in Florida on December 14, 1990 and commenced business on

January 2, 1991.

In accordance with Section 624.401(1), Florida Statutes, the Company was authorized to transact

the following insurance coverage in Florida on December 31, 2005:



Allied lines

Homeowners multi-peril

Inland marine

Private passenger auto liability

Private passenger auto physical damage

The Company amended its Certificate of Authority on June 10, 2005 to discontinue writing new

and renewal homeowners multi-peril and associated inland marine lines.

Capital Stock

As of December 31, 2005, the Company’s capitalization was as follows:

Number of authorized common capital shares
Number of shares issued and outstanding

Total common capital stock
Par value per share

The Company was owned 100% by its parent, Auto Club South Financial Services, Inc., who

maintained control of the Company. Auto Club South Financial Services, Inc., was a wholly

owned subsidiary of AAA Auto Club South, Inc

Profitability of Company

The following table shows the profitability trend (in dollars) of the Company for the period of

examination, as reported in the filed Annual Statement.

1,000,000
1,000,000
1,000,000

$1.00

Surplus As Regards Policyholders

2005 2004 2003
Premiums Earned 21,913,230 | 21,588,605 | 19,694,658
Net Underwriting Gain/(Loss) (122,040) | 459,990 1,380,662
Net Income 1,613,993 2,253,911 | 2,893,132
Total Assets 55,159,196 | 53,345,079 | 49,078,257
Total Liabilities 27,477,252 | 27,509,591 | 25,699,740
27,681,944 | 25,835,488 | 23,378,517

3




Dividends to Stockholders

The Company did not pay stockholders a dividend in years 2003 through 2005.

Management
The annual shareholder meeting for the election of directors was held in accordance with Sections

607.1601 and 628.231, Florida Statutes. Directors serving as of December 31, 2005, were:

Directors
Name and Location Principal Occupation
John Tomlin Executive Vice President & Chief Operating Officer
Tampa, FL
Robert R. Sharp Chairman of the Board
Tampa, FL
Thomas E. O'Brien President & Chief Executive Officer
Tampa, FL
Larry D. Patrick Sr. Vice President & Chief Operating Officer
Tampa, FL
Kevin W. Bakewell Sr. Vice President, Public & Government Relations
Tampa, FL
Robert A. McKee Sr. Vice President, Chief Financial Officer & Treasurer
Tampa, FL
Dan Jiles Vice President, Insurance Agency
Tampa, FL

The Board of Directors in accordance with the Company’s bylaws appointed the following senior

officers:



Senior Officers

Name Title

John Tomlin President

Larry D. Patrick Vice President & Chief Operating Officer
Kevin W. Bakewell Secretary

Robert McKee Treasurer

The Company’'s board appointed several internal committees in accordance with Section
607.0825, Florida Statutes. The following are the members of the audit committee appointed by

the board as of December 31, 2005:

Executive Committee Audit Committee Investment Committee
Robert R. Sharp, Chairman Robert R. Sharp, Chairman Thomas E. O'Brien, Chairman
Thomas E. O'Brien Thomas E. O'Brien John A. Tomlin

John A. Tomlin Cindy M. Potts Larry D. Patrick

Conflict of Interest Procedure
The Company adopted a policy statement requiring annual disclosure of conflicts of interest, in
accordance with the NAIC Financial Condition Examiners Handbook. No exceptions were noted

during this examination period.

Corporate Records

The recorded minutes of the shareholders, Board of Directors, investment, and audit committee
adequately documented its meetings and approval of Company transactions in accordance with
Section 607.1601, Florida Statutes, including the authorization of investments as required by

Section 625.304, Florida Statutes.



Acquisitions, Mergers, Disposals, Dissolutions, and Purchase or Sales through
Reinsurance

There were no acquisitions, mergers, disposals, dissolutions, and purchase or sales through

reinsurance during the period under examination.

Surplus Debentures

The Company reported no surplus debentures.

AFFILIATED COMPANIES

The Company was a member of an insurance holding company system as defined by Rule 690-
143.045(3), Florida Administrative Code. The Company filed an annual holding company
registration statement as required by Section 628.801, Florida Statutes, and Rule 690-143.046,

Florida Administrative Code.

The following agreements were in effect between the Company and its affiliates:

Management Cost Sharing Agreement

The Company had an agreement with AAA Auto Club South, Inc., the ultimate parent, at December
31, 2005, whereby the Company would pay the parent an amount equal to the Company’s allocated
portion of miscellaneous charges, salaries, wages, and average costs per person of the group
insurance plan in effect, of those employees performing insurance duties for the prior calendar
month. The agreement called for the Company to pay the costs according to the charge schedule

filed with the holding company registration statement for the prior calendar month on or before the



twenty-fifth day of each calendar month, with charges for the information systems no later than the

fifteenth business day after notification.

Tax Allocation Agreement

The Company, along with its parent and affiliates, filed a consolidated federal income tax return. As
of December 31, 2005, the method of allocation between the Company, its parent, and affiliates was
based upon the ratio of taxable income of the Company to the total of taxable income of all

companies in the group.

Agency Agreement

The Company maintained an agency agreement with Insurance Bureau, Inc., an affiliate, dated
October 1, 2001, in which the agent acted on behalf of the Company for personal property casualty
lines of insurance subject to the underwriting standards and rules of the Company. Under the
agreement, the agent was authorized to solicit, bind, execute, and service the Company’s policies

and endorsements.



A simplified organizational chart as of December 31, 2005, reflecting the holding company
system, is shown below. Schedule Y of the Company’s 2005 annual statement provided a list of
all related companies of the holding company group.
AUTO CLUB SOUTH INSURANCE COMPANY
ORGANIZATIONAL CHART

DECEMBER 31, 2005

AAA AUTO CLUB SOUTH,
INC.

Auto Club South Financial
Services, Inc. Insurance Bureau, Inc.

AUTO CLUB SOUTH
INSURANCE COMPANY




FIDELITY BOND

The Company maintained fidelity bond coverage through its parent up to $10,000,000 with a
deductible of $50,000. The Company was listed as a named insured on the fidelity bond with the
parent and the affiliated companies. This insurance adequately covered the suggested minimum

amount of coverage for the Company as recommended by the NAIC.

PENSION, STOCK OWNERSHIP AND INSURANCE PLANS
The Company’s ultimate parent, AAA Auto Club South, Inc., sponsored a defined benefit pension
plan and post-retirement healthcare benefit plan covering employees based on service and

compensation. Expenses of the plan were allocated according to the management cost sharing

agreement.

STATUTORY DEPOSITS
The following securities were deposited with the State of Florida as required by Section 624.411,

Florida Statutes:

State Description Par Value Market Value
FL US Treasury Note, 5.0%, 02/5/11  $350,000 $354,095
TOTAL FLORIDA DEPOSITS $350,000 $354,095
GA Evergreen MMF $ 35,000 $ 35,295
TOTAL OTHER DEPOSITS $ 35,000 $ 35,295
TOTAL SPECIAL DEPOSITS $385,000 $389,390



INSURANCE PRODUCTS AND RELATED PRACTICES

Territory

The Company was authorized to transact insurance in the following states, in accordance with
Section 624.401(2), Florida Statutes:

Florida Georgia Tennessee

Treatment of Policyholders

The Company established procedures for handling written complaints in accordance with Section

626.9541(1) (j), Florida Statutes.

The Company maintained a claims procedure manual that included detailed procedures for handling

each type of claim.

REINSURANCE

The contracts complied with NAIC standards with respect to the standard insolvency clause,

arbitration clause, transfer of risk, reporting and settlement information deadlines.

Assumed

The Company assumed risk on a quota share basis from Progressive Express and Infinity Insurance

Company.
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Ceded

The Company ceded risk on an excess of loss basis to General Reinsurance, a Delaware
domiciled authorized reinsurer. The Company also ceded in excess of $17 million to the Federal
Emergency Management Association (FEMA) for flood insurance, and the Florida Hurricane

Catastrophe Fund (FHCF), both mandatory pools.

The reinsurance contracts were reviewed by the Company’s appointed actuary and were utilized in

determining the ultimate loss opinion.

ACCOUNTS AND RECORDS

Hacker, Johnson & Smith, PA, an independent CPA firm, audited the Company’s statutory basis
financial statements annually for the years 2003 through 2005, in accordance with Section
624.424(8), Florida Statutes. Supporting work papers were prepared by the CPA as required by

Rule 690-137.002, Florida Administrative Code.

The Company’s accounting records were maintained on a computerized system. The Company’s
balance sheet accounts were verified with the line items of the annual statement submitted to the

Office.

The Company maintained its principal operational offices in Tampa, Florida, where this examination

was conducted.

The Company and non-affiliates had the following agreements:
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Custodial Agreement

The Company had a custodial agreement with SunTrust Bank.

Subsequent event: The Company amended its custodial agreement effective January 9, 2007.

Independent Auditor Agreement
The Company engaged Hacker, Johnson & Smith, PA, to perform an audit of its GAAP and Statutory
financial statements for the years 2003 through 2005 in accordance with Section 624.424(8)(c),

Florida Statutes.
Investment Advisor Agreement
The Company maintained an investment advisor agreement with Montag & Caldwell Inc., effective

February 28, 1997.

Subsequent event: On January 1, 2006 the Company’s board of directors amended the

statement of investment policy and objectives dated February 28, 1997. The Company
terminated the investment advisor agreement with Montag & Caldwell, Inc., and entered into an
investment advisor agreement with R.V. Kuhns & Associates and also a fixed income fund
management agreement with General Re—New England Asset Management, Inc., as of January

1, 2006.

Risk-Based Capital

The Company reported its risk-based capital at an adequate level.
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FINANCIAL STATEMENTS PER EXAMINATION
The following pages contain financial statements showing the Company’s financial position as of
December 31, 2005, and the results of its operations for the year then ended as determined by this
examination. Adjustments made as a result of the examination are noted in the section of this report

captioned, “Comparative Analysis of Changes in Surplus.”
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AUTO CLUB SOUTH INSURANCE COMPANY
Assets

DECEMBER 31, 2005

Examination
Per Company  Adjustments  Per Examination

Bonds $ 41,850,853 $ 41,850,853
Common stocks 4,426,464 4,426,464
Cash and Short-term Investments 552,522 552,522
Invested income due and accrued 607,808 607,808
Agents' Balances:

Uncollected premium 773,349 773,349

Deferred premium 4,523,563 4,523,563
Amounts recoverable from reinsurers 143,875 143,875
Current federal income tax recoverable 772,346 772,346
Net deferred tax asset 913,949 913,949
Aggregate write-ins other than invested assets 594,467 594,467
Totals $ 55,159,196 $ 55,159,196
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AUTO CLUB SOUTH INSURANCE COMPANY
Liabilities, Surplus and Other Funds

Losses
Loss adjustment expenses
Other expenses
Taxes, licenses and fees
Unearned premium
Advanced premium
Ceded reinsurance premiums payable
Payable to parents subsidiaries
and affiliates

Total Liabilities

Common capital stock

Gross paid in and contributed surplus
Unassigned funds (surplus)

Surplus as regards policyholders

Total liabilities, capital and surplus

DECEMBER 31, 2005

Examination
Per Company Adjustments Per Examination

$11,639,327 $11,639,327
1,894,775 1,894,775
1,708,437 1,708,437
127,005 127,005
11,543,049 11,543,049
361,005 361,005
110,359 110,359
93,295 93,295
$27,477,252 $27,477,252
$1,000,000 $1,000,000
2,750,000 2,750,000
23,931,944 23,931,944
$27,681,944 $27,681,944
$55,159,196 $ $55,159,196
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AUTO CLUB SOUTH INSURANCE COMPANY
Statement of Income

DECEMBER 31, 2005

Underwriting Income
Premiums earned
DEDUCTIONS:
Losses incurred
Loss expenses incurred
Other underwriting expenses incurred
Total underwriting deductions

Net underwriting gain or (loss)

Investment Income
Net investment income earned
Net realized capital gains or (losses)
Net investment gain or (loss)

Other Income
Finance charges not included in premiums
Aggregate write-ins for miscellaneous income
Total other income

Net income before dividends to policyholders and
before federal & foreign income taxes

Dividends to policyholders

Net Income, after dividends to policyholders, but
before federal & foreign income taxes

Federal & foreign income taxes

Net Income

Capital and Surplus Account
Surplus as regards policyholders, December 31 prior year

Gains and (Losses) in Surplus
Net Income
Change in net unrealized capital gains
Change in net deferred income tax
Change in non-admitted assets
Examination Adjustment
Change in surplus as regards policyholders for the year

Surplus as regards policyholders, December 31 current year

16

$21,913,230

15,693,913
2,264,772
4,076,585

$22,035,270

($122,040)

$1,780,211
137,135

$1,917,346

$174,979
12,816

$187,795

$1,983,101
0

$1,983,101
369,108

$1,613,993

$25,835,487

$1,613,993
118,823
(40,521)
154,162

0

$1,846,457

$27,681,944




COMMENTS ON FINANCIAL STATEMENTS

Liabilities

Losses and Loss Adjustment Expenses $13,534,102
An outside actuarial firm appointed by the Board of Directors, rendered an opinion that the amounts
carried in the balance sheet as of December 31, 2005, made a reasonable provision for all unpaid

loss and loss expense obligations of the Company under the terms of its policies and agreements.

The Office actuary reviewed work papers provided by the Company and was in concurrence with this

opinion.
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AUTO CLUB SOUTH INSURANCE COMPANY
COMPARATIVE ANALYSIS OF CHANGES IN SURPLUS

DECEMBER 31, 2005
The following is a reconciliation of surplus as regards

policyholders between that reported by the Company and
as determined by the examination.

Surplus as Regards Policyholders

per December 31, 2005, Annual Statement $ 27,681,944
INCREASE
PER PER (DECREASE)
COMPANY EXAM IN SURPLUS
ASSETS:

No adjustments
LIABILITIES:

No adjustments

Net Change in Surplus: $ -

Surplus as Regards Policyholders

December 31, 2005, Per Examination $ 27,681,944
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SUMMARY OF FINDINGS

Compliance with previous directives

There were no adverse findings from the previous examination as of December 31, 2002.

Current examination comments and corrective action

There were no material items of interest or corrective action to be taken by the Company regarding

findings in the examination as of December 31, 2005.
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CONCLUSION
The customary insurance examination practices and procedures as promulgated by the NAIC
have been followed in ascertaining the financial condition of Auto Club South Insurance

Company as of December 31, 2005, consistent with the insurance laws of the State of Florida.

Per examination findings, the Company’s Surplus as regards policyholders was $27,681,944,

which was in compliance with Section 624.408, Florida Statutes.

In addition to the undersigned, James Collins, Reinsurance/Financial Specialist, John Berry,
Financial Examiner/Analyst Supervisor, and Joseph Boor, FCAS, Office Actuary, participated in

the examination.

Respectfully submitted,

Tina Hancock
Financial Examiner/Analyst Il
Florida Office of Insurance Regulation
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