Government of the District of Columbia
Department of Insurance, Securities and Banking

Fhomas E. Hampton
Commissioner

BEFORE THE INSURANCE COMMISSIONER
OF THE DISTRICT OF COLUMBIA

Limited-Scope Examination of Capitol Specialty Insurance, Ltd. and
Capitol Specialty Insurance Risk Retention Group, Inc.
for the Period January 1, 2005 through June 30, 2005

ORDER

A limited-scope examination of Capitol Specialty Insurance, Ltd. and Capitol Specialty
Insurance Risk Retention Group, Inc. for the Period January 1, 2005 through June 30,
2005 was conducted at its office in accordance with the provisions of Section 15 of the
Captive Insurance Companies Act of 2004,

It is hereby ordered on this 15" day of December, 2006, that the attached limited-scope
examination report be adopted and filed as an official record of this Department. All
findings and conclusions resulting from the review of the limited-scope financial
examination report, relevant examiner work papers, and any appropriate changes based
on the Company’s written submissions or rebuttals are incorporated in the attached
examination report.

The Department will continue to hold the contents of the examination report as private
and confidential information for period of ten {10) days from the date of this Order.

Thomas E. Hampton, Commissioner

810 First Street, NE, Suite 701 » Washington, DC » 20002 « Tek (202) 727-8000 » www.disb.de.goy
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Thomas E. Hampton
Acting Commissioner

Limited-Scope Examination for

Capitol Specialty Insurance, Ltd.
and
Capitol Specialty Insurance Risk Retention Group, Inc.

For the Period

January 1, 2005 through June 30, 2005

Mr. Thomas Hampton

Acting Commissioner

Department of Insurance, Securities and Banking
Government of the District of Columbia

810 First Street, N.E., Suite 701

Washington, DC 20002

Acting Commissioner Hampton:

Under the provisions of the District of Columbia Insurance Code, Section 3931.14 e
seq., a limited-scope examination was made of the conduct, performance, and practices of

CAPITOL SPECIALTY INSURANCE, LTD.
and
CAPITOL SPECIALTY INSURANCE RISK RETENTION GROUP, INC.

with administrative offices located at 300 Redland Court, Suite 105, Owings Mills, MD
21117. This limited-scope examination, as of June 30, 20085, reflects the insurance
activities for Capitol Specialty Insurance, Ltd. (hereinafier referred to as “CSIL”") and
Capitol Specialty Insurance Risk Retention Group, Inc. (hereinafier referred to as
“CSIR™) (or collectively hereinafter referred to as the “Companies™). CSIR’s National




Association of Insurance Commissioners (“NAIC”} individual company code number is

12018. CSIL is a captive insurer and does not have an NAIC individual company code
nurnber.
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Respectfully submitted,
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Lee Backus, Examiner-in-Charge
For the District of Columbia
Department of Insurance, Securities and Banking
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SCOPE OF EXAMINATION

The limited-scope examination covers the period from January 1, 2005 through June 30,
2005. The examination work commenced on August 29, 2005 and concluded on October
1, 2005. CSIL and CSIR have only been domiciled (licensed) in the District of Columbia
since May 2003 and May 2004, respectively, and thus we have not performed a full-
scope examination of CSIL or CSIR in the past.

The limited-scope examination of the Companies was called by the District of Columbia
Department of Insurance, Securities, and Banking (“DISB™) to address issues raised
regarding the Companies’ operations, including transactions with Insurance Designers of
Maryland, Inc. (“IDMD?”), the Companies’ affiliated managing general agent, issuance of
workers’ compensation policies by CSIL, production of new business by CSIR during
2005, and the Companies’ marketing, underwriting, and rating procedures and

documentation. The scope of the examination was designed to specifically address the
issues raised.

Rector & Associates, Inc. (“R&A”) performed the limited-scope examination of the
Companies in accordance with the procedures outlined in the Final Scope —~ Targeted
Financial/Market Conduct Examination — Capitol Specialty Insurance Company, RRG
and Capitol Specialty Insurance Company, Ltd., which was approved by the DISB.

The limited-scope examination included the following procedures: review of affiliated
agreements (i.e., Master General Agency Agreement, Claims Servicing Agreement, and
Cost Allocation Agreement); review of June 30, 2005 financial statements; review and
confirmation of cash and invested assets; review of agents and the marketing/sales
process; tests of underwriting and rating, analysis of handling of premiums by IDMD;
and tests of claims processing and payment.

The limited-scope examination consisted of a review of extensive information provided
by the DISB, IDMD, and the Companies, four days of on-site examination work that
included meetings and discussions with personnel from the Companies and IDMD, and

telephone conferences and/or e-mail correspondence with personnel from the DISB, the
Companies, and IDMD.

The procedures performed were based on the limited-scope examination scope approved
by the DISB. The examination was not a *“full-scope” examination as described in the
NAIC Financial Condition Examiners Handbook and the NAIC Market Conduct
Examiners Handbook and is not intended to communicate all matters of importance for
an understanding of the Companies. We did not examine or verify any information, data,
processes, etc. beyond the scope of the limited procedures performed. Had we performed
a more comprehensive “full-scope” examination, information may have been obtained
that would have altered the conclusions in this report.

Some unacceptable or non-complying practices may not have been discovered in the
course of this limited-scope examination. Failure to identify or criticize specific practices




does not constitute acceptance of such practices by the DISB. This report should not be
construed to endorse or discredit any insurance company or insurance product.

COMPANY OPERATIONS AND MANAGEMENT

CSIL and CSIR were organized under the Laws of the District of Columbia. CSIL, a
captive insurer, was incorporated on April 10, 2003 and commenced business on May 23,
2003. CSIR, a risk retention group, was incorporated on May 14, 2004 and commenced
business on May 18, 2004. The Companies are licensed only in the District of Columbia.
CSIL is authorized to write crime, liability, liquor liability, umbrella (excess liability),
commercial automobile, and commercial property coverage. CSIR is authorized to write
all of the same types of policies except for commercial property coverage. The
Companies insure restaurants, bars, night clubs, larger entertainment venues, and
entertainers. CSIL writes in 25 states and CSIR has written in 24 states,

Management and Control

Jeffrey Cohen owns 60% of the common stock and 100% of the preferred stock of CSIL.
Neal and Sandra Cohen each own 20% of the common stock of CSIL.

RB Entertainment Ventures, LLC (a limited liability company wholly-owned by Jeffrey
Cohen) owns 100% of the CSIR Class A common stock issued and outstanding. The
International Association of Entertainment Businesses (a C-corporation, whose members
are insured by CSIR) owns 100% of the CSIR Class B common stock.

The directors and officers of CSIL and CSIR are the same for each company and are as
follows:

Jeffrey Cohen President and Director
Sandra Cohen Secretary and Director
Neal Cohen Treasurer and Director
Thomas Stranger 11 Chief Financial Officer

Affiliated entities wholly-owned by Jeffrey Cohen include IDMD (an insurance agency
and managing general agency), TAL, LLC (“TAL") (an insurance agency), and Redland
Holdings Group, Inc. (“Redland™) (an off-shore insurance company writing workers’
compensation business).

Captive Manager

Potomac Captive Managers, LLC (“Potomac™) serves as captive manager for both CSIL
and CSIR. However, during the examination, it was noted that, on August 1, 2003, in
accordance with the terms of the engagement letter dated May 2003, Potomac gave 60
days notice of termination of service for CSIL and, in accordance with the terms of the
Management Agreement dated March 2004, Potomac gave 90 days notice of termination




of service to CSIR. At the time of the examination, the Companies had not contracted
with new captive managers,

Managing General Agent

CSIL entered into a Master General Agency Agreement with IDMD dated May 1, 2003,
whereby IDMD agreed to function as CSIL’s managing general agent (“MGA”) and
perform the following services: marketing; underwriting; rating; premium billing and
collection; claims settlement; and policyholder service. '

CSIR entered into a similar Master General Agency Agreement with TAL dated May 1,
2004. However, Mr. Cohen indicated that the MGA services are being provided to CSIR
by IDMD rather than TAL. In support of this change, Mr. Cohen provided us with a
copy of a Written Consent of the Sole Shareholder and Directors of [DMD dated June 16,
2003 (“Written Consent”), which authorized the officers, staff, and personnel of IDMD to
act on behalf of TAL and to assume and perform all obligations of TAL, including, but
not limited to, contractual obligations. Although this Written Consent allows IDMD to
act on behalf of TAL and perform TAL’s obligations, we were not provided with any
documentation evidencing TAL’s or CSIR’s acceptance of IDMD functioning as CSIR’s
MGA. In addition, although it was requested, we were not provided with any evidence
that the DISB was notified of this change in MGAs.

We also noted three significant instances of non-compliance by IDMD with the
provisions of the Companies’ Master General Agency Agreements. First, Section 2.12 of
each of the Master General Agency Agreements states that the MGA. shall not solicit,
receive, or accept applications or proposals for insurance, or issue and countersign
policies of insurance and endorsements thereto, in excess of $500,000 in total premiums
for any 12-month period from the effective date of the Agreement without the prior
written consent of CSIL or CSIR. IDMD has generated premiums in excess of $500,000
in a 12-month period in both CSIL and CSIR without prior written consent. Mr. Cohen
indicated that his interpretation of this provision is that it limits the premium on any one
policy to $500,000 and, thus, no prior written consent was required because no individual
policy has been issued by either of the Companies with an annual premium in excess of
$500,000. We disagree with Mr. Cohen’s interpretation of this provision.

Second, Section 3.1 of each of the Master General Agency Agreements states that all
premiums received by the MGA for either CSIL or CSIR shall be segregated and held by
the MGA in a fiduciary capacity in a bank trust account in a bank that is either federally
or state chartered and that is 2 member of the Federal Deposit Insurance Corporation.
However, at the time of our on-site examination, IDMD had not established separate
bank trust accounts for CSIL and CSIR. Rather, premiums received by IDMD are
deposited into a separate [DMD “premium account”. Included in this bank account are
the commingled premiums of CSIL, CSIR, and Redland.

Third, Section 7 of each of the Master General Agency Agreements states that, within 60
days after the end of each calendar month, the MGA shall remit all premiums collected




(net of commissions) to the Companies. Mr. Cohen indicated that IDMD is currently
remitting premiums to the Companies in a timely manner. However, he noted that CSIL
has a large receivable from IDMD for premiums collected by IDMD pertaining to
business written in the last two months of 2003 and the first six months of 2004 that has
not yet been remitted to CSIL. According to documentation provided by Mr. Stranger,
CSIL’s receivable pertaining to this old business was $1,988,104.53 (net of IDMD
commissions) as of June 30, 2005. Per Mr. Cohen, he has asked the DISB to approve a
note from IDMD to CSIL for the old outstanding premiums receivable that would be paid
off by IDMD over a period of five years. Mr. Cohen indicated that IDMD did not
currently have enough cash to pay the amount due to CSIL. He stated that IDMD had
used the CSIL premiums collected to purchase equipment and to pay for other start-up
expenses associated with the Companies’ business.

One of the examination procedures was to test, for a limited sample of policies, the
receipt of premiums by the Companies. However, because of limitations in the
Companies’ systems, we could not test individual policy premiums from receipt by
IDMD to subsequent remittance to the Companies. Alternatively, we performed a
reasonableness test to determine whether premiums collected by IDMD during the first
five months of 2005 were being remitted to the Companies. The results of this
reasonableness test indicate that premiums collected by IDMD during the first five
months of 2005 were remitted to the Companies. However, the premiums are not always
being remitted timely {(within 60 days afier the end of the month in which the premiums
are received) in accordance with the Master General Agency Agreement. For example,
the premiums collected by IDMD in April 2005 {which should have been remitted to the
Companies prior to June 30, 2005) and in May 2005 (which should have been remitted 10
the Companies prior to July 31, 2005) were not remitted to the Companies until August
26, 2005. Also, the premiums collected by IDMD in June 2005 had not been remitted to
the Companies as of September 1, 2003 (the last day of our examination fieldwork).

Claims Processing

CSIL entered into a Claims Servicing Agreement with TAL dated May 1, 2003, whereby
TAL agreed to process claims for CSIL. CSIR entered into a similar Claims Servicing
Agreement with TAL dated May 1, 2004. However, Mr. Cohen indicated that the claims
processing services are being provided to the Companies by IDMD rather than by TAL.
In support of this change, as noted above regarding the MGA, Mr. Cohen provided us
with a copy of the Written Consent, which authorized the officers, staff, and personnel of
IDMD to act on behalf of TAL and to assume and perform all obligations of TAL,
including, but not limited to, contractual obligations. Although this Written Consent
allows IDMD to act on behalf of TAL and perform TAL’s abligations, we were not
provided with any documentation evidencing TAL’s or the Companies’ acceptance of
IDMD as the Companies’ claims servicer. In addition, although it was requested, we

were not provided with any evidence that the DISB was notified of this change in claims
servicers. '




Cost Allocation Agreement

The Companies, along with IDMD and Redland, entered into a Cost Allocation
Agreement dated March 1, 2005, and made effective as of January 1, 2005. The Cost
Allocation Agreement amended Section 4.1 (Agent’s Compensation) and Section 8
(Operation and Acquisition Expenses) of the Companies’ Master General Agency
Agreements. As aresult of the amendments, IDMD’s MGA compensation was reduced
from 35% of written premiums (which, according to the Companies’ Master General
Agency Agreements, included the cost of all operating and acquisition expenses incurred
by IDMD in connection with the Companies® business) to 25% of written premiums.
However, as a result of the amendments, the Companies now agree to share and allocate
the costs incurred by IDMD, as reasonably determined by IDMD, in connection with the
performance of its duties as MGA, including the payment of commissions to sub-
producers. ‘

The effect of the Cost Allocation amendments to the Master General Agency Agreements
was to significantly increase the Companies’ cost of doing business. During the first six
months of 2005, CSIL’s commissions to IDMD, commissions to sub-producers, and
allocated expenses paid to IDMD totaled $1,438,252.81 (46.9% of CSIL’s written
premiums), which is $363,806.51 more than would have been paid by CSIL under the
terms of the Master General Agency Agreement. During the first six months of 2005,
CSIR’s commissions to IDMD, commissions to sub-producers, and allocated expenses
paid to IDMD totaled $391,603.03 (80.4% of CSIR’s written premiums), which is
$221,134.69 more than would have been paid by CSIR under the terms of the Master
General Agency Agreement.

Although it was requested, we were not provided with any evidence that the DISB was
notified of the Cost Allocation Agreement that amended the Companies’ Master General
Agency Agreements, which had been previously approved by the DISB.

MGA Errors and Omissions Insurance

During the examination, we were provided with policy declarations pages evidencing
IDMD’s errors and omissions liability coverage. For the period August 17, 2004 to
August 17, 2005, IDMD had an insurance agents and brokers errors and omissions
liability policy issued by Utica Mutual Insurance Company on a “claims-made” basis,
with policy limits of $2 million per occurrence and $4 million in the aggregate. In
addition, IDMD had a commercial umbrella lability policy issued by Pennsylvania
National Mutual Casualty Insurance Company on a “claims-made” basis, covering the
same policy period, with policy limits of $10 million per occurrence and $10 million in
the aggregate.

Per Mr. Cohen, IDMD has not yet received the renewal policies from the insurers that are
effective August 17, 2005 to August 17, 2006. However, Mr. Cohen provided us with
copies of e-mails from the insurers’ representatives indicating that the renewal coverage




was bound. In our review of the e-mail from the Pennsylvania National Mutual Casualty
Insurance Company Program Manager, it was noted that the umbrella policy was being
renewed subject to certain terms and conditions. One of the conditions is that TPA
activities will now be excluded from the coverage. This change in terms and conditions
on the umbrelia policy (that excludes TPA activities) would appear to place IDMD in
non-compliance with the provisions of Article VII. D. of the CSIL Claims Servicing
Agreement, which requires IDMD to have errors and omissions coverage of at least $5
million per wrongful act, since IDMD’s underlying errors and omissions liability policy
has limits of only $2 million per occurrence.

FINANCIAL STATEMENT REVIEW

We obtained the Companies’ June 30, 2005 internal financial statements and reconciled
them to the Companies’ general ledgers and, for CSIR, to the June 30, 2005 quarterly
statement filed with the DISB. CSIL is not required to file quarterly statements. As of
June 30, 2005, CSIL reported surplus of $2.6 million and CSIR reported surplus of $1.1
million, per the June 30, 2005 internal financial statements.

Analvtical Review

As a part of the examination, we performed an analytical review of the Companies’ June
30, 2005 financial statements, including a comparison to the Companies’ December 31,
2004 financial statements. Reasonable explanations were obtained from Mr. Stranger

and/or Mr. Cohen for all significant unusual items and fluctuations noted as a result of the
analytical review.

Cash and Invested Assets

Bank reconciliations and detail listings of invested assets were obtained as of June 30,
2005 in support of all of the Companies® cash accounts and invested assets. The bank
reconciliations and invested asset detail listings were clerically tested (i.e., footed).
Balances were agreed to the Companies’ general ledgers and to statements from the
banks and investment custodians. No unusual reconciling items were noted in our
review.

All of the Companies’ cash accounts and invested assets as of June 30, 2005 were
confirmed directly with the banks and investment custodians except for certificates of
deposit (“CDs”) in the amount of $325,000 for CSIL and $500,000 for CSIR, which were
reflected on the Companies’ June 30, 2005 financial statements as “CDs at Virginia
Commerce Bank”. According to Mr. Cohen and Mr. Stranger, those CDs were actually
cashed out in May 2005 and that, as of June 30, 2005, the checks from Virginia
Commerce Bank for the proceeds from the CDs were being retained in a vault at the
Companies’ office. Mr, Cohen and Mr. Stranger indicated that they intended to deposit
the checks from Virginia Commerce Bank into new CSIL and CSIR accounts at RBC
Centura Bank immediately. However, Mr. Cohen and Mr. Stranger indicated that several







