IN THE COMMONWEALTH COURT OF PENNSYLVANIA

JOEL S. ARIO, 03
Insurance Commissioner of the -
Commonwealth of Pennsylvania, 5
in his official capacity as Liquidator )
of Reliance Insurance Company, ~
: U e
Plaintiff, : N TED
No. 269 M.D. 2001 > i
i
V.
RELIANCE INSURANCE COMPANY,
Defendant.
IN RE: Commutation, Settlement Agreement and Release between
Reliance Insurance Company (In Liquidation) and
Faraday Underwriting Limited on behalf of Lloyd’s Syndicate 435
ORDER
AND NOW, this __ day of 2010, upon consideration of the

Liquidator’s Petition for Approval of the Commutation, Settlement Agreement and Release
(“Settlement Agreement”) between Reliance Insurance Company (“Reliance” or “Estate”)
and Faraday Underwriting Limited on behalf of Lloyd’s Syndicate 435 (“Reinsurer”),

submitted by the Liquidator of Reliance Insurance Company (“Liquidator”):



The Court accepts the Liquidator’s representations that the Settlement
Agreement is in the best interest of the Estate, as the Settlement Agreement allows the
Liquidator to terminate and commute the Reinsurance Agreements and the Estate will
receive an economic benefit amounting to $6,218,959.

Further, the Court accepts the Liquidator’s representations that the
Settlement Agreement is a fair and reasonable settlement of the Reinsurer’s obligations to
the Estate under the Reinsurance Agreements, and that the payment contemplated under
the Settlement Agreement constitutes fair and reasonable value to the Estate.

Accordingly, the Court accepts the Liquidator’s representations and based
thereon approves the Commutation, Settlement Agreement and Release attached hereto

and marked as Exhibit A.

Further, counsel for the Liquidator is directed to serve a copy of this Order
upon those listed on the Master Service List and file with the Court an affidavit that service

has been effectuated.

BONNIE BRIGANCE LEADBETTER
President Judge
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IN RE: Commutation, Settlement Agreement and Release between
Reliance Insurance Company (In Liquidation) and
Faraday Underwriting Limited on behalf of Lloyd’s Syndicate 435

Liquidator’s Petition For Approval Of
Commutation, Settlement Agreement And Release

Petitioner Joel S. Ario, Insurance Commissioner for the Commonwealth of Pennsylvania,
in his capacity as Statutory Liquidator (“Liquidator”) of Reliance Insurance Company
(“Reliance” or “Estate”), respectfully requests that this Court enter an Order approving the

Commutation, Settlement Agreement and Release (“Settlement Agreement”), attached hereto as



Exhibit A, between Reliance and Faraday Underwriting Limited on behalf of Lloyd’s Syndicate
435 (“Reinsurer”). In support of this Petition, the Liquidator avers the following:

1. On October 3, 2001, this Court found Reliance insolvent and appointed the
Commissioner as Liquidator of Reliance pursuant to Article V of the Insurance Department Act
of 1921, 40 P.S. §221.1 et seq. (“Act”™). The Act confers broad powers on the Liquidator to
marshal the assets of Reliance in order to maximize the value of the insolvent insurer’s estate for
eventual distribution to its policyholders and creditors.

2. The Act authorizes the Liquidator to take such actions as deemed “necessary or
expedient to . . . conserve or protect [the insolvent insurer’s] assets or property[,]” inciuding the
power to “compromise” claims involving assets of the insolvent insurer in order to accomplish or
aid in achieving the purposes of liquidation. See 40 P.S. §221.23(6, 9, and 23).

3. One way in which the Liquidator “compromises” claims and “conserves™ assets is
through commutation. A commutation is a settlement agreement reached between a reinsured
and its reinsurer by which the reinsurance obligation is terminated through an agreement by the
réinsurer to pay funds that are both due and not yet due under the reinsurance agreement.

4. Prior to entering into a commutation, Reliance staff takes several steps, including
the following, to ensure that the commutation is fair and reasonable to the Estate and in the best
interests of its policyholders, claimants and the general public:

(a) Reliance staff develops a complete list of reinsurance agreements to be
included in the commutation;

(b) Reinsurance accounting specialists for Reliance verify balances and
reconcile differences with the reinsurer;

(¢) The Reliance claims staff reviews ceded case reserves;



(d)  Actuaries for Reliance determine the projected ultimate loss, discounted
and undiscounted, taking into consideration specific contract features such as
reinstatement premiums, sliding scale rates, commission adjustments and/or loss
corridors' as well as the impact of other applicable reinsurance and off-sets;

(e) Reliance staff and the reinsurer exchange commutation proposals and
discuss justifications;

(f) Reliance staff evaluate the commutation proposal based on nominal
results, the discounted results, the volatility and trends of the business, disputed issues
and any administrative savings; and

(g) Reliance staff and the reinsurer secure any required approvals.

5. The Liquidator also has established a Commutation Working Group which
performs accounting and data reconciliations, actuarial analyses, and claims reviews and
analyses. The Commutation Working Group is largely comprised of several key senior
management employees, each of whom has over 20 years of insurance and reinsurance
experience.

6. In addition, the Liquidator has established a Commutation Committee, consisting
of the Chief Liquidation Officer, the Liquidation Team Reinsurance Manager and the Chief
Actuary who, along with the Vice-President for Commutations and the Executive Vice-President
for Reinsurance, review all commutation proposals. Any commutation in excess of $1,000,000

must be approved by the Commutation Committee.

! A loss corridor is a mechanism contained in certain reinsurance agreements that requires the ceding
insurer to be responsible for a certain amount of the ultimate net loss that is above the company’s designated
retention and below the designated limit and which would otherwise be reimbursed under the reinsurance
agreement. A loss corridor is usuatly expressed as a loss ratio percentage of the reinsurer’s earned premium, or a
combined ratio if the reinsurance agreement provides for a ceding commission to the company. Loss corridors are
employed to mitigate the volatility of reinsurance agreements.



7. In addition, Reliance’s independent consulting actuaries,
PricewaterhouseCoopers, have reviewed Reliance’s commutation approach both generally and
with respect to certain individual transactions and have concluded that the process Reliance
utilizes to estimate liabilities ceded to reinsurers is reasonable for commutation purposes.

8. Through this Settlement Agreement, Reliance’s objective is to settle and finalize
the participation of the Reinsurer with Reliance in the reinsurance agreements listed on Exhibit
“A” of the Settiement Agreement (the “Reinsurance Agreements™).

Reinsurer’s Share of the Reinsurance Agreements

9. Specifically, reinsurance treaty numbers 406EAA and 945ZAA provide
reinsurance coverage for Excess workers” Compensation policies written through American
Equity Underwriters, an agent of Reliance. Excess Workers” Compensation policies indemnify
qualified self insureds for each loss that exceeds a self insured retention amount specified in the
policy, which varies by policy. These treaties cover losses arising under policies with inception
dates from December 1, 1994 through December 31, 1999, The Reinsurer provides coverage for
up to $5,000,000 for each accident in excess of a minimum self insured retention amount of
$200,000 for each accident. These treaties cover an unlimited number of losses. The
Reinsurer’s participation in the reinsurers’ liability varied from 36% to 44.7% depending on the
year.

10. As of December 31, 2008, all reported claims relevant to the Reinsurer’s
participations in the Reinsurance Agreements have been identified. As part of its due diligence
for this Settlement Agreement, senior Reliance actuarial and claims personne! conducted a

review of relevant claims under the Reinsurance Agreements in order both to verify the accuracy



of the reserves and to project the timing of payments for each relevant claim. These reserves are
not discounted for the time value of money.

11.  Reliance actuaries then conducted an in-depth analysis to determine appropriate
commutation values. In order to develop the actuarial estimates, Reliance’s actuarial model used
a variety of traditional and generally accepted actuarial methods. The resulting value is then
discounted for the time value of money.

Settlement Agreement

12. Reliance then negotiated with the Reinsurer to commute its obligations under the
Reinsurance Agreements for an agreed amount of $6,218,959, which is acceptable based upon
the range of values established by the Reliance actuaries, and entered into the Settlement
Agreement, subject to the approval of this Court. The Settlement Agreement settles with
certainty the claims against the Reinsurer for losses under the Reinsurance Agreements identified
in Exhibit “A” to the Settlement Agreement.

13. Specifically, the Settlement Agreement provides that the Reinsurer shall pay
Reliance $6,218,959 (“Commutation Amount™) to commute its obligations under the
Reinsurance Agreements on or before March 19, 2010, The Commutation Amount was
negotiated with the Reinsurer, and the Liquidator has taken the necessary steps to determine, and
has concluded, that the terms of the Settlement Agreement are fair and reasonable to the Estate
and in the best interests of its policyholders, claimants and the general public. See 40 P.S.
§8§221.1(c), 221.23(9).

14.  Based on the analysis of the terms of the Settlement Agreement and the
evaluation of the transaction as a whole by the Liquidator’s staff and Reliance staff members

familiar with the business dealings under the Reinsurance Agreements, the Liquidator has



determined that payment of the Commutation Amount by the Reinsurer is a fair and reasonable
commutation of the Reinsurer’s obligations to Reliance under the Reinsurance Agreements. The
Reinsurer has paid the Commutation Amount to Reliance. In the event the Court does not grant
the approval sought in the Petition, Reliance must return the funds to the Reinsurer and the
Settlement Agreement will become null and void.

15. Keith Kaplan, Executive Vice President for Reinsurance at Reliance, 1s
responsible for all facets of ceded and assumed reinsurance at Reliance including accounting,
billing, claims, commutations, coverage analysis, and dispute management. He has specific
knowledge regarding the risks to the Estate of attempting to collect reinsurance through billing,
negotiation or the dispute resolution process. As set forth in his Confidential Affidavit (attached
as “Sealed Exhibit B”), Mr. Kaplan has identified several specific advantages to the Estate
arising from the consummation of the transaction memorialized in the Settlement Agreement.

16.  The Settlement Agreement will further achievement of the liquidation objectives
under the Act. The commutation transaction will assist the Liquidator in marshalling and
maximizing Reliance’s immediately available assets while minimizing any unavoidable loss to
policyholders, claimants and creditors resulting from the Reliance insolvency. See 40 P.S.
§221.1(c).

(a) First, the Settlement Agreement converts future reinsurance obligations
into immediate cash for the Estate. Specifically, the Estate receives a payment of
$6,218,959 which can be invested until it is distributed.

(b) Second, the Settlement Agreement eliminates both the internal and
external administrative costs associated with continued reporting and collection efforts,

including legal fees.



(c)  Third, this commutation eliminates any potential future credit risk
associated with collection of the reinsurance proceeds in the event that the Reinsurer
becomes insolvent.

17. Under the terms of the Settlement Agreement, the commutation will be fully

consummated upon satisfaction of the following conditions:
(a) approval of the transaction by this Court; and

(b) appropriate notice to the Reinsurer of Court approval.

WHEREFORE, the Liquidator respectfully requests that this Court enter

an Order in the form attached hereto:
(a) Finding that the Settlement Agreement and Commutation Amount are in
the best interest of the Estate;
(b) Finding that the Settlement Agreement is a fair and reasonable settlement
of the Reinsurer’s obligations under the Reinsurance Agreements;
(c) Finding the payment contemplated by the Settlement Agreement
constitutes fair and reasonable value to the Estate; and

{d) Approving the terms of the Settlement Agreement attached as Exhibit A.



Dated: March 222, 2010

Respectfully submitted,

Wy

PRESTON BUCKMAN (L.D. #57570)
Special Funds Counsel

Pennsylvania Insurance Department
Capitol Associates Building
Governor’s Office of General Counsel
901 North 7™ Street

Harrisburg, PA 17102

(717) 787-6009

Attorney for Plaintiff, Joel S. Ario, Insurance
Commissioner of the Commonwealth of
Pennsylvania, in his official capacity as Liquidator
of Reliance Insurance Company



VERIFICATION

I, David S. Brietling, Chief Liquidation Officer for Reliance Insurance Company, in
liquidation, am authorized by Joel S. Ario, Insurance Commissioner of the Commonwealth of
Pennsylvania, pursuant to 40 P.S. §221.23, to act on his behalf in his capacity as the Statutory
Liquidator of Reliance Insurance Company. I hereby verify that the facts set forth in the
foregoing pleading are true and correct to the best of my knowledge, information and belief.

[ understand that this Verification is made subject to the penalties of 18 P.S. §4904

relating to unsworn falsification to authorities.

Executed on March 22 2010 /(4‘@(/{5 (>

DAVID S. BRIETLING/




CERTIFICATE OF SERVICE

1, Marilyn K. Kincaid, hereby certify that on or about this day, pursuant to the Court’s
Order of December 12, 2008, service of the foregoing was made on the attached Master Service
List through the transmission of a Notice of Filing and through posting of a true and correct copy

in PDF file format on the Reliance Documents website at www.reliancedocuments.com.

Dated: March 222010

Mﬂu é/;/)( K%df@m//

Marilyn K. Ké&:

-10-



EXHIBIT A

RELIANCE REF. BMS REFERENCE. CONTRACT DESCRIPTION EFFECTIVE DATE
406EAA WC Reinsurance 12/1/94-12/31/95
406EAA WC Reinsurance 1/1/96-12/31/96
406EAA WC Reinsurance 1/1/97-12/31/97
406EAA WC Reinsurance 1/1/98-12/31/98
945ZAA WC Reinsurance 1/1/99-12/31/99



EXHIBIT B
For Reliance/The Liquidator

Keith Kaplan

Reliance Insurance Company (In Liquidation)
Three Parkway

Philadelphia, PA 19102

Tel. 215-864-4250

Fax 215-864-1077

For Faraday Underwriting Limited
On behalf of Lloyd’s Syndicate 435

Richard Parsons

Faraday Underwriting Limited
Corn Exchange

55 Mark Lane, 5" Floor

London, EC3R INE ENGLAND



EXHIBIT C

Mergers of the former Reliance Insurance Group of companies into Reliance Insurance Company

Company State of Domicile Date of Merger
Reliance Insurance [Hlinois Januvary 1, 2001
Company of Illinois

Reliance National Wisconsin February 13, 2001
Indemnity Company
United Pacific Insurance Pennsylvania February 13, 2001
Company
Reliance Direct Insurance Pennsylvania February 13, 2001
Company
Retiance Universal California February 13, 2001
Insurance Company
United Pacific Insurance New York February 16, 2001
Company of New York
Reliance National Insurance Delaware March 6, 2001
Company
 Reliance Surety Company Delaware March 6, 2001
Retiance Lloyds Texas April 6, 2001
(Dissolved)




Exhibit B



IN THE COMMONWEALTH COURT OF PENNSYLVANIA

Joel Ario
Insurance Commissioner of the
Commonwealth of Pennsylvania,

Plaintiff, DOCKET NO. 269 MD 2001

V.
RELIANCE INSURANCE COMPANY,

Defendant.

IN RE: Commutation, Settlement Agreement and Release between
Reliance Insurance Company (In Liquidation) and Faraday Underwriting Limited on
behalf of Lloyd’s Syndicate 435

SEALED EXHIBIT B TO THE PETITION FOR APPROVAL OF
COMMUTATION, SETTLEMENT AND RELEASE AGREEMENT

THIS ENVELOPE IS SEALED AND CONTAINS INFORMATION DESIGNATED
CONFIDENTIAL IN THIS CASE. IT ISNOT TO BE OPENED OR THE CONTENTS
THEREOF TO BE DISPLAYED OR REVEALED EXCEPT BY OR UPON ORDER OF
THE COURT OR PURSUANT TO STIPULATION OF BOTH PATIES TO THIS ACTION.



