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Tallahassee, Florida

June 3, 2005

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 (FS), 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, 2004,
of the financial condition and corporate affairs of:

U. S. SECURITY INSURANCE COMPANY
3155 NW 77 AVENUE
MIAMI, FLORIDA 33122

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, 2002 through December 31, 2004. The
Company was last examined by representatives of the Florida Office of Insurance Regulation
(Office) as of December 31, 2001. This examination commenced, with planning at the Office, on
March 14, 2005, to March 18, 2005. The fieldwork commenced on March 21, 2005, and was
concluded as of June 3, 2005. 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 (FAC), 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 statement
assets and the determination of liabilities, 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 and the Company's independent audit reports prepared by the Company’'s
independent certified public accountant (CPA) were reviewed and utilized where applicable within

the scope of this examination.



We valued and/or verified the amounts of the Company’s assets and liabilities as reported by the
Company in its annual statement as of December 31, 2004. Transactions subsequent to year-end

2004 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.

Status of Adverse Findings from Prior Examination

The following is a summary of significant adverse findings contained in the Office’s prior
examination report as of December 31, 2001, along with resulting action taken by the Company

in connection therewith.

Management
The Company did not provide a completed and signed Certification of Compliance to the Terrorist

Executive Order. Resolution: The Company signed the Certification of Compliance.

HISTORY
General

The Company was incorporated in Florida on August 20, 1985 and commenced business on

December 17, 1985 as U. S. Security Insurance Company.

In accordance with Section 624.401(1), FS, the Company was authorized to transact the following

insurance coverage in Florida on December 31, 2004



Allied Lines Other Liability
Private Passenger Auto Liability Commercial Automobile Liability
Private Passenger Auto Physical Damage Commercial Auto Physical Damage

As of March 1, 2005, the Company was authorized to transact business in the Commercial Multi-

Peril and Inland Marine lines of business in addition to the above referenced line of business.

The articles of incorporation and the bylaws were not amended during the period covered by this
examination. The articles of incorporation should have been amended during 2004 to change the
Company’s shares of authorized capital stock from 500,000 shares to 2,000,000 shares as ratified
by the board of directors in 2004. The amendment was not filed with the Florida Secretary of State
in 2004, although the annual statement reported the additional authorized shares of capital stock.
The increase in the shares of the Company’s capital stock had no effect on the total amount of

policyholders’ surplus.

Capital Stock
As of December 31, 2004, before the aforementioned amendment to the articles of incorporation,

the Company'’s capitalization was as follows:

Number of authorized common capital shares 500,000
Number of shares issued and outstanding 500,000
Total common capital stock $500,000
Par value per share $1.00

Control of the Company was maintained by its parent, Hamilton Risk Management Company,
who owned 100 percent of the stock issued by the Company, who in turn was 100 percent
owned by Kingsway America Inc. The ultimate parent was Kingsway Financial Services, Inc., a

Canadian corporation, who was listed on the New York Stock Exchange.



Profitability of Company

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

2002 2003 2004
Premiums Earned 50,518,038 67,224,077 54,863,922
Net Underwriting
Gain/(Loss) (3,067,900) | (10,390,844) (3,428,341)
Net Income (Loss) (1,380,948) (6,382,721) 41,158
Total Assets 65,577,119 81,507,312 77,874,569
Total Liabilities 48,839,218 59,773,978 55,428,097
Surplus As
Regards 16,737,901 21,733,334 22,446,472
Policyholders

Dividends to Stockholders

The Company declared no dividends during 2004, 2003 and 2002.

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

607.1601 and 628.231, FS. Directors serving as of December 31, 2004, were:

Directors
Name and Location Principal Occupation

President and Director, CEO
Hamilton Risk Management Co.

Roberto Espin, Jr.
Coral Gables, Florida

Executive VP, Director
Hamilton Risk Management Co.

Kevin T. Walton
Aventura, Florida

CEO/President
Kingsway Financial Services, Inc.

William G. Star
Mississauga, Ontario



Shaun Jackson Executive VP/CFO

Oak Ville, Ontario Kingsway Financial Services, Inc.
John T. Clark President
Naperville, lllinois Lincoln General Ins. Co.

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

officers:
Senior Officers
Name Title
Roberto Espin, Jr. President
Kevin T. Walton Vice President
Rachael L. Aldulaimi Secretary/Treasurer

The Company’s board appointed an investment committee in accordance with Section

607.0825, FS. Following are the principal internal board members as of December 31, 2004:

Investment Committee
Kevin T. Walton John T. Clark
William G. Star Shaun Jackson
Roberto Espin Jr.
On December 31, 2004, the Company did not maintain an audit committee. However, an audit
committee existed at the Company’s ultimate parent, Kingsway Financial Services, Inc., which was

in compliance with Section 624.424(8), FS. Following are the audit committee members as of

December 31, 2004:

Audit Committee

F. Michael Walsh
David H. Atkins
Thomas A. Di Giacomo



Conflict of Interest Procedure

The Company adopted a policy statement requiring annual disclosure of conflicts of interest, in

accordance with Section 607.0832, FS. No exceptions were noted during this examination period.

Corporate Records

The recorded minutes of the shareholder, Board of Directors, and certain internal committees
were reviewed for the period under examination. The recorded minutes of the Board
adequately documented its meetings and approval of Company transactions in accordance with
Section 607.1601, FS, including the authorization of investments as required by Section

625.304, FS.

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

The Company had no acquisitions, mergers, disposals, dissolutions, and purchases of sales

through reinsurance during the period covered by this examination.

Surplus Debentures
The Company issued a subordinated surplus debenture on December 15, 1993 to Appco Finance
Corporation, an affiliated company, in exchange for a $1,000,000 cash infusion to policyholder

surplus. The surplus debenture, a 6% interest-bearing note, was approved by the Office.



AFFILIATED COMPANIES

The Company was a member of an insurance holding company system as defined by Rule
690-143.045(3), FAC. The latest holding company registration statement was filed with the
State of Florida on February 11, 2004, as required by Section 628.801, FS, and Rule 690-

143.046, FAC.

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

Tax Allocation Agreement
The Company, along with its parent, filed a consolidated federal income tax return. On December
31, 2004, the method of allocation between the Company and its parent was based on the

percentage of income taxes owed. Allocations were settled on a quarterly basis.

Services Agreement

The Company had a services agreement with Hamilton Risk Management Company, an affiliate, at
December 31 2004. The agreement called for the Company to pay a monthly fee equal to the cost
of the services provided, excluding any amount for profit or overhead and not exceeding the fair

value of the services provided.

Managing General Agent (MGA) Agreement
The Company entered into a MGA agreement with Insurance Management Services, Inc., an
affiliate, on December 2, 1992. The agreement was amended on July 1, 2003, and again on

January 1, 2004, to reduce the commission paid by the Company to 18.5% and 17.5%,



respectively. In addition to the commission rate of 17.5% at December 31, 2004, the Company

paid a $25 fee per policy to the MGA.

A simplified organizational chart as of December 31, 2004, reflecting the holding company
system, is shown below. Schedule Y of the Company’s 2004 annual statement provided a list of
all related companies of the holding company group.
U. S. SECURITY INSURANCE COMPANY
ORGANIZATIONAL CHART

DECEMBER 31, 2004

KINGSWAY FINANCIAL SERVICES, INC.

KINGSWAY AMERICA, INC.

HAMILTON RISK
MANAGEMENT COMPANY

U. S. Security
Insurance Company




FIDELITY BOND AND OTHER INSURANCE

The Company maintained fidelity bond coverage up to $800,000 with a deductible of $100,000,
which adequately covered the suggested minimum amount of coverage for the Company as

recommended by the NAIC.

PENSION, STOCK OWNERSHIP AND INSURANCE PLANS
The Company participated with other affiliates in the Hamilton Risk Management Company
(HRMC) sponsored benefit plans which included a 401(K) retirement plan and a profit sharing plan.

HRMC also provided group life insurance and health coverage.

STATUTORY DEPOSITS

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

FS, and with various state officials as required or permitted by law:

Par Market
State Description Value Value
FL CD, 1.25%, 03/27/05 $ 250,000 $ 250,000
FL USTNTS, 3.5%, 11/15/06 1,000,000 1,008,440
TOTAL SPECIAL DEPOSITS $ 1,250,000 $1,258,440

INSURANCE PRODUCTS AND RELATED PRACTICES

Territory and Plan of Operation

The Company was authorized to transact insurance in Florida in accordance with Section

624.401(2), FS.



Treatment of Policyholders

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

Section 626.9541(1)(j), FS.

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

handling each type of claim.

REINSURANCE

The reinsurance agreements reviewed complied with NAIC standards with respect to the standard
insolvency clause, arbitration clause, transfer of risk, reporting and settlement information

deadlines.

Assumed

The Company did not assume risk.

Ceded
The Company ceded risk on a quota share and excess of loss basis to Kingsway Reinsurance

Corporation (KRC), an affiliated company. KRC is an unauthorized reinsurer in Florida.

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

determining the ultimate loss opinion.

10



ACCOUNTS AND RECORDS
An independent CPA audited the Company’s statutory basis financial statements annually for the
years 2002, 2003 and 2004, in accordance with Section 624.424(8), FS. Supporting work papers
were prepared by the CPA as required by Rule 690-137.002, FAC, but were not utilized in this

examination because the CPA work papers were prepared concurrently with this examination.

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 Miami, Florida, where this examination

was conducted.

The Company and non-affiliates had the following agreements:

Custodial Agreement

The Company had a custodial agreement with LaSalle Bank National Association dated April 25,

2003. The agreement was in accordance with Rule 690-143.042, FAC.

Asset Management Agreement

On December 31 2004, the Company, along with other affiliated companies, had an asset

management agreement with Conning Asset Management Company.

11



Independent Auditor Agreement

The Company had an agreement with KPMG to perform an audit of its GAAP and statutory

financial statements for the years 2002, 2003 and 2004.

Risk-Based Capital

The Company reported its risk-based capital at an adequate level

Information Technology (IT)
Tracy D. Gates, CISA, of Highland Clark, Inc., performed a computer systems evaluation on the
Company. A summary of significant findings were as follows:

1. The system security level of the i5 eServer configuration should be increased so that all
authenticated users do not have access to all system resources. The current system
security level does not provide segregation of functional access to file and programs on
the i5 eServer.

2. The Company should contract with an alternate computer processing facility, along with
network connectivity, to maintain processing in the event of a disaster to the existing
processing facility.

3. The Company should implement Secure Socket Layer (SSL) encryption for all web
pages that pass security credentials or personal consumer information across the public

internet.

FINANCIAL STATEMENTS PER EXAMINATION

The following pages contain financial statements showing the Company’s financial position as of

December 31, 2004, and the results of its operations for the year then ended as determined by this

12



examination. Adjustments made as a result of the examination are noted in the section of this

report captioned, “Comparative Analysis of Changes in Surplus.”

13



U. S. SECURITY INSURANCE COMPANY

Classification

Bonds
Stocks:
Common
Real Estate:
Properties
occupied by Company
Cash:
On hand
On deposit
Agents' Balances:
Uncollected premium
Deferred premium
Reinsurance Recoverable
Current FIT Recoverable
Net Deferred Tax Asset
EDP Equipment
Interest and dividend
income due & accrued
Receivable from PSA
Aggregate write-in for
other than invested assets

Assets

DECEMBER 31, 2004

Per Company Examination Per Examination
Adjustments

$47,511,658 $0 $47,511,658
3,387,214 3,387,214
8,230,650 8,230,650
20,000 20,000
2,234,356 2,234,356
6,137,175 6,137,175
4,186,576 4,186,576
2,497,080 2,497,080
65,701 65,701
1,586,255 1,586,255
111,854 111,854
581,635 581,635
3,255 3,255
1,321,160 1,321,160
$77,874,569 $0 $77,874,569
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U. S. SECURITY INSURANCE COMPANY
Liabilities, Surplus and Other Funds

DECEMBER 31, 2004

Losses

Loss adjustment expenses

Commission payable

Other expenses

Taxes, licenses and fees

Unearned premium

Ceded reinsurance premiums payable
Payable to parent, subsidiaries and affiliates

Total Liabilities

Common capital stock

Surplus note

Gross paid in and contributed surplus
Unassigned funds (surplus)

Surplus as regards policyholders

Total liabilities, capital and surplus

Per Company Examination Per
Adjustments Examination
$21,881,935 $21,881,935
9,487,353 9,487,353
3,337,234 3,337,234
285,309 285,309
380,753 380,753
15,452,249 15,452,249
3,221,769 3,221,769
1,381,495 1,381,495
$55,428,097 $55,428,097
$2,000,000 ($1,500,000) $500,000
1,000,000 1,000,000
26,320,000 1,500,000 27,820,000
(6,873,528) (6,873,528)
$22,446,472 $0 $22,446,472
$77,874,569 $0 $77,874,569
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U. S. SECURITY INSURANCE COMPANY
Statement of Income

DECEMBER 31, 2004

Underwriting Income

Premiums earned

DEDUCTIONS:

Losses incurred

Loss expenses incurred

Other underwiting 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

Net gain or (loss) from agents' or premium balances charged off
Finance and service charges not included in premiums
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 policynolders, December 31 prior year
Gains and (Losses) in Surplus

Net Income

Net unrealized capital gains or losses

Change in non-admitted assets

Capital Changes: Paid in

Change in net deferred income tax

Surplus adjustments: Paid in

Examination Adjustment

Change in surplus as regards policyholders for the year

Surplus as regards policynolders, December 31 current year

16

$54,863,922

28,855,762
18,212,395
11,224,106
$58,292,263

($3,428,341)

$3,014,655
310,710
$3,325,305

($291,785)

373,701

$270,725
0

$270,725
229,567

$41,158
$21,733,334

$41,158
117,689
156,274
1,500,000
398,022

(1,500,000)
0

$713,143

322,440,479




COMMENTS ON FINANCIAL STATEMENTS

Liabilities

Losses and Loss Adjustment Expenses $31,369,288

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, 2004, make 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.

17



U. S. SECURITY INSURANCE COMPANY
Comparative Analysis of Changes In Surplus

DECEMBER 31, 2004

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, 2004, Annual Statement

INCREASE
PER PER (DECREASE)
COMPANY EXAM IN SURPLUS
ASSETS:
No adjustment needed
LIABILITIES:

No adjustment needed

Net Change in Surplus:

Surplus as Regards Policyholders
December 31, 2004, Per Examination

18
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$22,446,479




SUMMARY OF FINDINGS

Compliance with previous directives
The Company has taken the necessary actions to comply with the comments made in the 2001

examination report issued by the Office.

Current examination comments and corrective action
The following is a brief summary of items of interest and corrective action to be taken by the

Company regarding findings in the examination as of December 31, 2004.

General

The articles of incorporation were not amended and filed with the Florida Secretary of State
pursuant to the amendment ratified by the Company’s board of directors which increased the
authorized shares of the Company’s capital stock by 1.5 million shares. We recommend the
Company amend its articles of incorporation to reflect the proposed increase in authorized
shares of the Company’s capital stock and to correctly report this amount on all future

annual and quarterly statement filings.

Information Technology (IT)

The current system security level provided no segregation of functional access to file and
programs on the i5 eServer. We recommend the system security level of the i5 eServer
configuration be increased so that all authenticated users do not have access to all
system resources. The Company should provide documentation of compliance to the

Office within 90 days after the issuance of this report.

19



We recommend the Company contract with an alternate computer processing facility, along
with network connectivity, to be better prepared for a disaster. The Company should
provide documentation of compliance to the Office within 90 days after the issuance of

this report.

We recommend the Company implement SSL encryption for all web pages that pass
security credentials or personal consumer information across the public internet. The
Company should provide documentation of compliance to the Office within 90 days after

the issuance of this report.

20



CONCLUSION

The customary insurance examination practices and procedures as promulgated by the NAIC
have been followed in ascertaining the financial condition of U. S. SECURITY INSURANCE

COMPANY as of December 31, 2004, consistent with the insurance laws of the State of Florida.

Per examination findings, the Company’s surplus as regards policyholders was $22,446,472,

which was in compliance with Section 624.408, FS.
In addition to the undersigned, John Berry, Financial Examiner/Analyst Supervisor, Joel Bengo,
Financial Examiner/Analyst 1l and Joe Boor, FCAS, Office Actuary, participated in the

examination. We also recognize Highland Clark, Inc. participation with the IT examination.

Respectfully submitted,

Donna Letterio, CFE
Financial Specialist
Florida Office of Insurance Regulation
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