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Conmi ssi oners:

In accordance wth your respective authorizations and pursuant to |owa
statutory provisions, an Association Exam nation has been nmmde of the records,
affairs and financial condition of the

MERCHANTS BONDI NG COMPANY ( MUTUAL)
DES MO NES, | OMA
AS OF DECEMBER 31, 2002
at the Conpany’s Home Office, 2100 Fleur Drive, Des Mines, |owa.

| NTRODUCTI ON

The Merchants Bonding Conpany (Mitual), hereinafter referred to as the
“Conmpany”, was |last exam ned under the Association Plan by the lowa I|nsurance
Di vision as of December 31, 1998. This was the regular conprehensive financial
exam nation of the Conpany, as granted by authority under lowa statute 507.2,
covering the intervening period from Decenber 31, 1998 to the close of business on
Decenber 31, 2002, including any material transactions and/or events occurring and
not ed subsequent to the exami nation date. Concurrently with the exam nation of the
Conpany, the Conpany’'s affiliate via interlocking directors, Northern Casualty
Conmpany (Mutual), was al so exam ned. The exam nation reported herein was conducted
under the Association Plan by the lowa Insurance Division, representing the
M dwest ern Zone.



SCOPE COF EXAM NATI ON

During the course of the exam nation, which was conducted in accordance with
the procedures recomended by the Financial Condition (E) Conmttee of the
N.A.1.C., a general review and survey was made of the Conpany’'s operations and
busi ness transactions during the stated period. Accounting nethods, interna
control procedures, records and other supporting evidences were exam ned or tested
by appropriate nmethod to the extent deenmed necessary. The Conpany’'s assets were
verified and evaluated and the liabilities determined to reflect herein a statenent
of its financial condition as of December 31, 2002.

In addition, the working papers of the Conpany’s independent auditors were
made avail able for review and copies of those deenmed useful to the exam nation were
requested. These workpapers were tested for reliance and have been included as part
of the exani nation work files.

HI STORY

The Conpany was incorporated in 1933 under the nane Merchants Mitual Bonding
Company. It commenced business in 1934 witing fidelity and surety bonds and
i nsuring against the loss or damage resulting from burglary or robbery, as then
permtted by lowa statutes. The Articles of Incorporation were anended in 1972
authorizing the Company to wite nultiple lines of business in accordance wth
Chapter 515, Section 515.48, Code of |owa.

The corporate name was officially changed to Merchants Bonding Conpany
(Mutual) on April 18, 1981.

The corporate existence of the Conpany was renewed for perpetual existence
begi nni ng March 30, 1991

MUTUAL HOLDI NG COVPANY SYSTEM

The Conpany is a nenber of an Insurance Hol ding Conpany System as defined by
Chapter 521A, Code of Ilowa. The Conpany is affiliated with Northern Casualty
Conmpany (Miutual), an lowa insurance corporation, via interlocking directors. Except
for directors’ qualifying policies, all of Northern Casualty’'s business is assuned
fromthe Conmpany through a twelve percent quota share reinsurance arrangenent.

At Decenmber 31, 1998 the Conpany held all of the outstanding stock of MBC
Inc., an lowa corporation that operated as an investnent holding conpany and an
i nsurance agency doing business prinmarily with its parent conpany. This corporation
was di ssolved effective July 15, 1999 with a reported book value of $453,809 and
for consideration of $898, 678.

MANAGEMENT AND CONTROL

MEMBERSHI P

Every person, firm corporation or association having any insurance or bond
in the Conpany shall be a nenmber thereof during the term that such insurance or
bond is in force. A nenber may have nore than one policy or bond, and shall be
entitled to vote at regular or special neetings, but no nmenmber shall be entitled to
nore than one vote.



The Articles of Incorporation provide for the annual neeting of the
menbership to be held at the Home Office and shall be convened between the hours of
10:00 a.m and 2:00 p.m on the Saturday that precedes Easter Sunday of each
cal endar year. Special neetings nmay be called by three-fifths of the nenbers of the
Board of Directors or by a majority of mnmenbers holding policies or bonds in the
Conpany when such neeting is call ed.

One plus the nunber of nenbers on the Board shall constitute a quorum for the
transaction of business at an annual or special neeting but a |esser nunmber may
adjourn fromtinme-to-timne.

BOARD OF DI RECTORS

The Articles of Incorporation provide that the affairs and business of the
Conmpany shall be managed by a Board of Directors consisting of at |east five nor
nore than seven directors. The Board of Directors shall be divided into five
cl asses. The election of directors shall be by ballot at each annual neeting.
Directors of the class whose terns expire shall be elected for a termof five years
and in such nunber as shall be deternined at such neeting.

The Articles also provide that regular neetings of the Board of Directors
shall be held quarterly with the neeting held inmmediately follow ng the annual
nmeeting of the nenbership designated as the annual neeting of the Board of
Directors. Special neetings of the Board may be called by the President or by any
three nenbers of the Board of Directors upon witten notice.

El ected and qualified nenmbers serving as directors at Decenber 31, 2002 were
as follows:

Name Princi pal Business Affiliation Term Expires
Lawr ence B. Tayl or Presi dent and Chai rman 2003
Des Moi nes, |owa Mer chant s Bondi ng Conpany (Muitual)

Janet Tayl or Not Enpl oyed 2004
Des Mbines, |owa

WIlliam W Warner, Jr. Director and Secretary 2004
M Iton, Florida Mer chant s Bondi ng Conpany ( Mutual)

Mel i ssa A. \Warner Director and Secretary/ Treasurer 2005
Des Moi nes, |owa Nort hern Casualty Conpany (Muitual)

Wlliam N. Tayl or Maj or Account Manager 2006
Engl ewood, Col orado Ci sco Systens

Jeffrey W Tayl or Di rector of Marketing 2007
Cary, North Carolina Nortel Networks

Ll oyd B. Tayl or Retired Vice President 2007
Des Moi nes, |owa Cargill Inc.



Each of the Board nenbers is a nenber of the Board of Directors of Northern
Casualty Conpany (Miutual). All directors are related fanm |y nenbers.

Directors receive $2,000 per neeting, whether attended or not. The Conpany
shares the cost of directors’ incurred travel expenses with Northern Casualty
Conpany (Mutual).

EXECUTI VE COW TTEE

The Bylaws require that the Board of Directors shall annually appoint an
Executive Conmittee of at least three directors and/or officers. The President
shall be a nmenber ex-officio of this conmttee. This commttee shall assist the
Board of Directors in the managenment of the affairs of the Conpany and shall
di scharge other duties as delegated to it by resolution of the Board of Directors.
Menbers serving on this comrittee were:

Name Ofice

Law ence B. Tayl or Presi dent and Chairman
WIlliam W Warner, Jr. Secretary

Wef el W Warner Chai rman of the Board (Eneritus)
Stanl ey P. MCornmack Executive Vice President

M ke P. Foster Executive Vice President

Edwi n L. DeKock Tr easurer

OTHER COWM TTEES

The Board of Directors may also establish other conmittees from tine-to-tine
to discharge such duties as the Board of Directors shall establish. Oher
committees established were:

Conpensati on Conmi ttee Advi sory
Lawr ence B. Tayl or Wef el W Warner
Mel i ssa A. \Warner Deni ne Tayl or

Wefel W Warner
OFFI CERS

The Articles prescribe that the Board of Directors annually elects a
President, a Vice President, a Secretary, a Treasurer and such other officers as
may be necessary for the conduct of business. The offices of the Treasurer and Vice
President nmay be conmbined with any other office at the discretion of the Board of
Directors.

Duly el ected officers serving at December 31, 2002 were:



Name Title

Wef el W Warner Chai rman of the Board (Eneritus)
Law ence B. Tayl or Chai rman of the Board and President
Stanl ey P. MCor mack Executive Vice President - Cains
M ke P. Foster Executive Vice President - Underwriting
Edwi n L. DeKock Tr easurer

WIlliam W Warner, Jr. Secretary

Karl W1 Iliamson Vi ce President

Rob Freel Assi stant Vice President

Curt Hartter Assi stant Vice President

Audrey Wl Ilians Assi stant Vice President

KimWells Assi stant Vice President

Jacki Kragel Assi stant Secretary

The sal aries of officers are shown in Exhibit “A".

CONFLI CT OF | NTEREST

The Conpany has an established procedure for annual disclosure to its Board
of Directors of any material interest or affiliation of its officers or directors
which is in conflict with their duties. The disclosures were found to be signed
annual ly by directors and officers with no material conflicts noted.

CORPORATE RECORDS

The Articles of Incorporation were not anended during the exam nation period.
The Bylaws were amended at the directors neeting held Novenmber 16, 2002. The
amendment outlined the duties of the Secretary and the nmakeup of the Executive
Committee.

The mnutes of the policyholders, Board of Directors and Executive Conmittee
were read and noted. The exami nation report as of Decenber 31, 1994 was accepted at
the Board of Directors neeting held Novenber 24, 1999. The examination report as of
December 31, 1998 was accepted a& the Board of Directors neeting held April 22,
2000.

FI DELI TY BONDS AND OTHER | NSURANCE

A $3,000,000 fidelity bond that neets the N. A 1.C recomended m ni nrum anpunt
covers the Conpany and naned affiliates. Oher coverages in place appear to
adequately protect the interests of the Conpany. All policies are witten with
conpani es authorized to wite in |owa.

EMPLOYEE VELFARE

Full -time eligible enployees are provided group health/nedical and dental
coverage on a contributory basis. Goup life insurance benefits and group |ong-term
disability insurance is provided on a non-contributory basis. Enployees my
participate in a retirement 401(k) savings plan. The Conpany will match enpl oyee
contributions by fifty percent up to two percent of their annual salary.



REI NSURANCE

Sur pl us Share

The Conpany automatically cedes to the Conpany’'s affiliate, Northern Casualty
Conpany (Mutual), twelve (12) percent of all contract surety bonds between $1 and
$100, 000. The nmexi mum ampunt of risk that is ceded on any one contract bond is
$12,000 and in event of a claim Northern Casualty's liability will not exceed
$20, 000 on any one account, notw thstandi ng the number of bonds which are involved.
The Conpany receives a 42.5 percent direct ceding commission on net prem unms
written. In addition to the direct comm ssion the Conpany receives a contingent
conmi ssion of forty percent of the net underwriting profit.

The Conpany has a surplus share treaty with three authorized reinsurers for
the automatic cession of 100 percent of the Conpany’'s surety bonds above its net
retention. The Conpany’'s net retention is deternmined according to the anmobunt of the
bond, with the reinsurer accepting the excess. The Conpany’'s cession levels in
ef fect at Decenmber 31, 2002 were as foll ows:

Bond Anpunt Per cent Ceded
$ 1-$ 199,999 0%
200, 000 — 499, 999 50
500, 000 - 7,500, 000 80

Excess of Loss

The Conpany has an excess of loss treaty whereby the reinsurer shall be
liable for an amount not to exceed $2,000,000 ultimate net |oss, any one |oss, any
one Principal in excess of the Company’s retention of $500,000. The aggregate limt
of liability for |osses discovered during any one agreenent year is $3,000,000 al
Principals, all |osses.

COVM TMENTS AND CONTI NGENT LI ABILITIES

An executive conpensation agreement provides for death benefits, an annuity
to be paid to the surviving spouse and nonthly disability payments upon ternination
due to any disability. No funds will be set aside to pay such amunts and the
Conpany’s obligations to pay such amunts shall be treated as a general asset of
the Conpany subject to the clains of creditors. The Conpany reserves the right to
term nate or suspend annuity paynments in the event that the continued viability of
the operations of the Conpany is or nmay be threatened for any reason.

The Conpany has in place enploynent agreenents with executive officers. The
agreenents stipulate the gross salary and bonus conpensati on.

An executive bonus plan that provides for an additional bonus that shall be
applied as premumon a life insurance policy is also available to select executive
of ficers.



STATUTORY DEPOSI T

The statenment value of special deposits held in trust, which are not held for
the protection of all policyholders of the Conpany, are as foll ows:

Ar kansas $408, 815
Georgi a 35, 000
M chi gan 440, 432
New Mexi co 100, 500
Nort h Carolina 100, 090
Sout h Carolina 352, 232
Virginia 399, 711

The statenent value of special deposits held in trust for the protection of
all policyholders is $2,080, 345 as of Decenmber 31, 2002.

TERRI TORY AND PLAN OF OPERATI ON

The Conpany specializes in witing all nmajor classes of surety bonds,
i ncluding contract surety; bid, performance and paynment bonds; |icenses and permit
bonds; court/judicial and various classes of comercial surety. Business is
produced through approxi mately 2,300 independent agencies. All policies are issued
on a non-assessable basis and rates are devel oped based on the Conpany’s own | oss
experi ence.

The Conpany is authorized to wite business in the follow ng jurisdictions:

Al abama Kent ucky Okl ahoma
* Al aska Loui si ana Oregon

Ari zona Mar yl and Pennsyl vani a
Ar kansas M chi gan Sout h Carolina
California M nnesot a Sout h Dakot a
Col or ado M ssi ssi ppi Tennessee

Del awar e M ssouri Texas
District of Colunbia Mont ana Ut ah

Fl ori da Nebr aska Virginia
Georgi a Nevada Washi ngt on

| daho *New Jer sey West Virginia
[11inois New Mexi co W sconsi n

I ndi ana North Carolina Woni ng

| owa North Dakota

Kansas Ohi o

*States entered into during the exani nation period.

GROMH OF COVPANY

The followi ng historical data, taken from the office copies of the Company’s
filed annual statenments for the years indicated, reflects the progressive surplus
growt h of the Conpany:



Sur pl us as Net Net I nvest nent

Adnmitted Regar ds Prem umns Losses I ncone

Year Asset s Pol i cyhol ders Ear ned I ncurred Ear ned
1998 $37, 298, 481 $23, 281, 641 $15, 624, 398 $1, 528, 168 $1, 483, 900
1999 39, 585,612 25,989, 112 16, 019, 015 718, 366 1,537,575
2000 43,437, 294 28,968, 861 15, 990, 154 1,174, 317 1,702, 834
2001 44,743, 284 30, 161, 377 17, 169, 623 2, 854, 608 1, 813, 615
2002 45,121,932 31,473,719 18, 240, 181 2,142,832 1, 679, 553

ACCOUNTS AND RECORDS

Office copies of the filed annual statements for the years under review were
found to be in agreement with or reconciled to the general |edger kalances of
assets, liabilities, and income and di sbursenents.

Based on a review of the information system it is reconmended that the
Conpany create a Disaster Recovery Plan specific for the Information Technol ogy
depart nment.

The Conpany failed to disclose the Reinsurance Assuned and Ceded table for a)
return of conm ssion which would have been due if all reinsurance were cancel ed,
and b) accrual of additional or return commissions predicated on |oss experience
from profit sharing arrangenents: in accordance with the Statenents of Statutory
Accounting Principles - Chapter 62.70.

SUBSEQUENT EVENT

At the Board of Directors neeting held November 16, 2002, the Conpany
organi zed and capitalized a wholly owned subsidiary, Nations Bonding Conpany, a
Texas domiciled surety insurer. The Conpany transferred $2,500,000 in exchange for
100, 000 shares of $10 par value conmon stock. Initial fully paid commpn capita
stock is $1,000,000 and paid in and contributed surplus is $1, 500, 000. Mt i ons
Bondi ng Conpany was incorporated effective April 15, 2003. The Conpany al so entered
into a Managenent Services Agreenent and Rei nsurance Agreenent with Nations Bonding
Conpany.



ASSETS

Not
Ledger Adnmitted Admitted

Bonds $28, 761, 447 $ $28, 761, 447
Preferred stocks 1,067,614 1,067,614
Common st ocks 4,668, 591 4,668, 591
Real estate: properties occupied by the Conpany 1, 208,076 1, 208, 076
Real estate: properties held for incone 216, 623 216, 623
Cash and short-terminvestnents 6, 085, 551 2,425, 862 3, 659, 689
Agents' bal ances in course of collection 2,920, 447 409, 520 2,510, 927
Rei nsurance recoverable on | oss and | ae paynents 147, 326 147, 326
EDP equi pnment and software 27, 665 27, 665
I nterest and dividend i ncone due and accrued 428, 112 428,112
Ot her assets nonadmitted 104, 986 104, 986
401(k) — Non-vested portion 17,990 17,990
Statutory provision 515.35(4)(n) (1) (2,237, 164) 2,237,164

Total assets $45, 654, 428 $ 721,194 $44, 933, 234

LI ABILITIES, SURPLUS AND OTHER FUNDS

Losses $ 2,111, 211
Loss adj ustnent expenses 1,436, 122
Ot her expenses 740, 791
Taxes, licenses and fees 387, 628
Federal incone taxes 218,763
Unear ned prem uns 7,616, 648
Di vi dends decl ared and unpaid — policyhol ders 1,127,096
Ceded rei nsurance premn uns payabl e (651, 996)
Amounts withheld for account of others 661, 950

Total liabilities $13, 648, 213
Sur pl us as regards policyhol ders 31, 285, 021

Total liabilities and surplus $44, 933, 234



UNDERWRI TI NG AND | NVESTMENT EXHI BI T

STATEMENT OF | NCOVE

Underwriting | nconme
Prem uns ear ned

Deduct i ons

Losses incurred

Loss expenses incurred

O her underwiting expenses incurred
Total underwriting deductions

Net underwiting gain (loss)

I nvest nent | ncone

Net investnent income earned

Net realized capital gains (| osses)
Net investnent income

& her | ncone
Net gain or (loss) from agents' bal ances charged off
Aggregate write-ins for miscellaneous incone

Total other income
Net incone before dividends to policyhol ders and Federal income taxes
Di vi dends to policyhol ders
Net income after dividends to policyholders and before Federa
Federal and foreign incone taxes incurred

i nconme

Net i ncone

CAPI TAL _AND SURPLUS ACCOUNT

Surplus as regards policyhol ders, Decenber 31, 2001
Gai ns and (Losses)
Net income

Net unrealized capital gains or (losses)
Change in net deferred incone tax
Change in nonadmtted assets

Change in 401(k) — non-vested portion
Statutory provision 515.35(4)(n) (1)

in Surplus

Change in surplus as regards policyholders for the year

Surplus as regards policyhol ders, Decenber 31, 2002

10

$ 2,142,832
1, 314, 621
12, 736, 342

$ 1,679,553
(172, 726)

$  (1,670)
24, 995

t axes

$18, 240, 181

16,193, 795

$ 2,046, 386

1, 506, 827

23,325

$ 3,576,538
450, 319

$ 3,126, 219
1,002, 829

$ 2,123,390

$30, 161, 377

$ 2,123,390
(3, 645, 248)
346, 353

59, 710
2,275
2,237,164

$ 1,123,644

$31, 285, 021



CASH FLOW

Cash from Operations

Prem unms col |l ected net of reinsurance
Loss and | oss adj ustnment expenses paid
Underwriting expenses paid
Cash from underwriting
Net investnent incone
O her incone:
Agents’ bal ances charged of f
Net anmount withheld or retained for account of others
Aggregate wite-ins for mscellaneous itens
Total other incone
Di vi dends to policyhol ders
Federal income taxes (paid) recovered
Net cash from operations

Cash from | nvestnents

Proceeds frominvestnments sold, matured or repaid:
Bonds
St ocks
Total investnent proceeds
Cost of investments acquired (long-termonly):
Bonds
St ocks
Real estate
Total investnents acquired
Net cash frominvestnents

Cash from Fi nanci ng and M scel | aneous Sour ces

Cash provided:
O her cash provi ded
Net cash from financing and m scel | aneous sources

Reconciliati on of Cash and Short-Term | nvest nents

Net change in cash and short-terminvestments
Cash and short-terminvestnents:

Begi nni ng of year

End of year

11

$17, 180, 611

12, 849, 306

$

24,995

$

239, 304

$

59, 341

$

3,459, 498

(1, 670)

7,477

9, 012, 000

7,883, 669
1, 313, 253

197, 603

$ 871,807
1, 893, 425

30, 802
279, 297
(512, 829)
$2, 003, 908

$9, 251, 304

9, 256, 263
$ (4,959

$ 197,603

$2, 196, 552

3, 888, 999
$6, 085, 551



UNDERWRI TI NG AND | NVESTMENT EXHI BI T

FOUR- YEAR PERI OD ENDI NG DECEMBER 31, 2002

STATEMENT OF | NCOVE

Underwriting | nconme

Prem uns ear ned

Deduct i ons

Losses incurred

Loss expenses incurred

O her underwriting expenses incurred

Total underwiting deductions

Net underwriting gain (loss)

| nvest ment | ncome

Net
Net

i nvestnent incone earned
realized capital gains (losses)
Net investnent incone

O her | ncone

Net

gain or (loss) fromagents' bal ances charged of f

Aggregate write-ins for mscellaneous incone

Net

Net

Total other incomne

$ 6,890,123
3, 548, 820
48, 081, 291

$ 6,733,577
230,178

$  (31,861)
79, 891

i ncone before dividends to policyhol ders and Federal incone taxes
Di vi dends to policyhol ders
incone after dividends to policyhol ders and before Federal incone taxes
Federal and foreign incone taxes incurred

Net incone

CAPI TAL _AND SURPLUS ACCOUNT

Surplus as regards policyhol ders, Decenber 31, 1998

Gains and (Losses) in Surplus

Net
Net

i ncone
unreal i zed capital gains or (losses)

Change in excess of statutory reserves over statement reserves
Change in net deferred inconme tax

Change in nonadnitted assets

CQumul ative effect of changes in accounting principles

Change in 401(k) - non-vested portion

Statutory provision 515.35(4)(n)(1)

Change in surplus as regards policyholders for the period

Surplus as regards policyhol ders, Decenber 31, 2002

12

$67, 418, 973

58, 520, 234

$ 8,898, 739

6, 963, 755

48, 030

$15, 910, 524
1,504, 615
$14, 405, 909
4,885,113

$ 9,520,796

$23, 281, 641

$ 9,520, 796
(4,105, 792)
(41, 970)
544, 185
(163, 539)
10, 261
2,275
2,237,164

$ 8,003, 380

$31, 285, 021



STATEMENT OF SURPLUS DI FFERENCES

Sur pl us
Per Per I ncrease
Conpany Exam (Decr ease)
Assets
Cash and short-terminvestnents $6, 085, 551 $3, 659, 689 $(2, 425, 862)
Statutory provision 515.35(4)(n)(1) 2,237,164 2,237,164
Net change in surplus per exam nation $ (188, 698)
Sur pl us as regards policyhol ders, per Conpany 31,473,719
Surplus as regards policyhol ders, per exam nation $31, 285, 021
COVMENTS
Cash and short-terminvestnents $3, 659, 689

The Conmpany held nobney narket securities, reported as short-terminvestnents,
in excess of the amount allowed under |owa | nsurance Code 515.35(4)(f)(2).

Statutory provision 515.35(4)(n) (1) $2, 237, 164

The amount of $2,237,164 has been allowed as an admtted asset under |owa
I nsurance Code 515.35(4)(n)(1).

13



CONCLUSI ON

The cooperation and assistance extended by the officers and enpl oyees of the
Conpany during the course of this exam nation is hereby acknow edged.

In addition to the undersigned, Joseph W Detrick, AFE, CPA, Marvin R M nor
and Melissa R Johnson, exanminers for the lowa Insurance Division, participated in
the exami nation and preparation of this report.

A review of losses and related itens was perforned under the direction of
Ranmona Lee, ACAS, Actuarial Adm nistrator for the lowa Insurance Division.

Respectfully subm tted,

VIRG NIl A R WEST, CFE
Exani ner-i n-charge

| nsurance Di vi sion
State of |owa
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The sal aries,
officers for the year

Nane

Wef el W Warner

Lawr ence B. Tayl or
Stanl ey P. MCormack
M ke P. Foster

Edwi n L. DeKock

WIlliam W Warner, Jr.

Karl WIIianson
Rob Free

Curt Hartter
Audrey Wl Iians
KimWells

Jacki Krage

EXHBIT “A”

i ncluding bonuses, of the Conpany’s elected and appointed

ended Decenber 31, 2002 were as foll ows

Title

Chai rman of the Board (Eneritus)
Chai rman of the Board & President
Executive Vice President
Executive Vice President

Tr easurer

Secretary

Vi ce President

Assi stant Vice President

Assi stant Vice President

Assi stant Vice President

Assi stant Vice President

Assi stant Secretary

15

Renmuner ati on

$282, 400
178, 000
216, 000
158, 400
124, 000

12,000
119, 200
72,350
96, 200
93, 800
78, 400
97, 600



