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SALUTATION

December 23, 2016

Honorable Laura Cali Robison, Commissioner
Department of Consumer and Business Services
State of Oregon
350 Winter Street NE
Salem, Oregon 97301-3883
Dear Commissioner:
In accordance with your instructions and guidelines in the National Association of Insurance
Commissioners (NAIC) Examiners Handbook, pursuant to ORS 731.300 and 731.302,
respectively, we have examined the business affairs and financial condition of
PALOMAR SPECIALITY INSURANCE COMPANY
1001 SW 5" Avenue, Suite 1100
Portland, Oregon 97204

NAIC Company Code 20338

hereinafter referred to as the "Company" or "Palomar." The following report is respectfully

submitted.



SCOPE OF EXAMINATION

We have performed our examination of Palomar Specialty Insurance Company. The last
examination of this property and casualty insurer was completed as of December 31, 2011.

This is a full scope examination covering the period January 1, 2012 to December 31, 2015.

We conducted our examination pursuant to ORS 731.300 and in accordance with ORS
731.302(1), which allows the examiners to consider the guidelines and procedures in the
NAIC Financial Condition Examiners Handbook. The handbook requires that we plan and
perform the examination to evaluate the financial condition, assess corporate governance,
identify current and prospective risks of the Company and evaluate system controls and
procedures used to mitigate those risks. An examination also includes identifying and
evaluating significant risks that could cause an insurer’s surplus to be materially misstated

both currently and prospectively.

All accounts and activities of the Company were considered in accordance with the risk-
focused examination process. This may include assessing significant estimates made by
management and evaluating management’s compliance with Statutory Accounting
Principles. The examination does not attest to the fair presentation of the financial
statements included herein. If, during the course of the examination an adjustment is
identified, the impact of such adjustment will be documented separately following the

Company’s financial statements.

This examination report includes significant findings of fact, as mentioned in ORS 731.302
and general information about the insurer and its financial condition. There may be other

items identified during the examination that, due to their nature (e.g., subjective conclusions,



proprietary information, etc.), are not included within the examination report but separately

communicated to other regulators and/or the Company.

COMPANY HISTORY

The Company was initially formed by Pacific Indemnity Company and incorporated under
the laws of the state of Oregon on February 14, 1963, as Northwestern Pacific Indemnity
Company. The original Certificate of Authority was issued by the Oregon Insurance
Division on March 1, 1963. On December 11, 2013, the Oregon Division of Financial
Regulation approved a Form A — Change of Control filing and the Company was sold to
Palomar Insurance Holdings, Inc. Concurrently, the Company’s name was changed to

Palomar Specialty Insurance Company.

Capitalization
The Company’s capitalization consists of 100,000 shares of common stock authorized, issued
and outstanding with a par value of $30 per share. The parent entity owns all outstanding

shares, and to date, has contributed $44,309,639 in statutory surplus.

Dividends and Other Distributions

On February 13, 2015, the Company paid an extraordinary dividend of $15,000,000 to its
direct parent as a return of capital. Notice of the dividend met the requirements of ORS
732.554 and OAR 836-027-0170(2) and the Oregon Division of Financial Regulation

approved the dividend on January 12, 2015.

Surplus Notes

On January 23, 2015, the Division of Financial Regulation approved the issuance of four

surplus notes to unaffiliated investors. The surplus notes bear an interest rate of LIBOR plus



8.00%, payable quarterly, and have a maturity date of seven years from issuance. The notes

were issued on February 3, 2015, to the following entities:

ASG Facultas Onshore Holdings (Cayman), L.P. $ 6,928,372
Consumer Program Administrators, Inc. 5,605,297
RenissanceRe Ventures Ltd. 2,500,000
United Educators Insurance, A Reciprocal Risk Retention Group 2,466.331
Total $ 17,500,000

CORPORATE RECORDS

Board Minutes

In general, the review of the Board meeting minutes of the Company indicated the minutes
support the transactions of the Company and clearly describe the actions taken by its
directors. A quorum, as defined by the Company's Bylaws, was established at all of the

meetings held during the period under review.

The Bylaws authorize the Board to designate any committees which shall have such powers
and perform such duties as from time to time may be prescribed by the Board. Each

committee shall consist of one or more of the Directors of the Company.

Articles of Incorporation

The Company last amended its Articles of Incorporation on February 14, 2014, after the

acquisition by Palomar Insurance Holdings, Inc. The Articles of Incorporation conformed to

the Oregon Insurance Code.

Bylaws

The Company last amended its Bylaws on October 31, 2012. The Company’s Bylaws

conformed to Oregon statutes.



MANAGEMENT AND CONTROL

Board of Directors

The Bylaws, in Article IT — Section 1, state that the business and affairs of the Corporation
shall be managed by or under the direction of a Board of Directors, none of whom need be
shareholders of the Corporation. The lesser of five directors or one-quarter of the entire
Board of Directors must be residents of the state of Oregon. The number of directors
constituting the Board of Directors shall be fixed from time to time by resolution passed by a
majority of the Board of Directors. The amended Article of Incorporation, under Article IV
state the number of directors shall be fixed at seven (7). As of December 31, 2015, the

Company was governed by a five member Board of Directors as follows:

Name and Address Principal Affiliation Member Since
David McDonald Armstrong President and CEO 2014
La Jolla, CA Palomar Specialty Insurance Company

Robert Edsol Bennett 111 GM and Digital Product Leader 2015
Beaverton, Oregon Nike, Inc.

James Ryan Clark President & Managing Director 2014
San Francisco, CA Genstar Capital

Geoffrey lan Miller Principal 2014
San Francisco, CA Genstar Capital

Jeftrey Louis Wishnie Senior Director, Program Technology 2014
Portland, Oregon Mercy Corps

Officers

Principal officers serving the Company at December 31, 2015, were:

Officer Office

David McDonald Armstrong President

Heath Adam Fisher Executive Vice President & Secretary
Elizabeth Whitaker Seitz Treasurer

Jon Marcus Christianson Vice President & Assistant Secretary



Conflict Of Interest

The Board adopted an employee handbook that contains guidelines on confidentiality and

reporting of conflicts of interest. No material conflicts of interest were noted.

Insurance Company Holding System

The following organizational chart shows the relationship within the insurance holding

company system:

GC Palomar Investor LP
(Cayman Islands)

]

GC Palomar Holdings
(Cayman Islands)

1
- ]
il Palomar Insurance
Reinsurance Company st
Bermuda Ltd. gs, Inc.
(Bermuda) (Delaware)
Palomar Specialty

weet  Insurance Company
(Oregon)

Prospect General
== INsurance Agency, Inc.

(Catifornia)

Description of the entities within the holding company includes as follows:

Genstar Capital (GC) Palomar Investor LP: A Cayman limited partnership formed solely for

the purpose of aggregating investments into the Palomar Group.

GC Palomar Holdings: A Cayman incorporated holding company formed solely for the

purpose of investing in the Palomar Group. It was organized to preserve potential tax
benefits for stockholders that may arise from the insurance business of Palomar Specialty and

any future insurance affiliates of Palomar Specialty.



Palomar Specialty Reinsurance Company Bermuda Ltd.: A captive reinsurer with whom

Palomar Specialty Insurance Company has a 35% quota share agreement.

Palomar Insurance Holdings. Inc. (PIH): The Company’s direct parent company which holds

and consolidates the ownership of shares of companies within the group.

Prospect General Insurance Agency (PGIA): An insurance agency that works with

independent agents and brokers throughout the country to tailor insurance coverage options

to policyholders.

INTERCOMPANY AGREEMENTS

The following contracts or agreements with related parties are in place:

Cost Sharing and Allocation Agreement

The cost sharing and allocation agreement was entered into on November 20, 2014. Under
this agreement, PIH is reimbursed for certain services which are for the use and benefit of the
Company. Costs incurred by PIH are reimbursed by the Company on a cost basis without

any additional charges.

Intercompany Tax Allocation Agreement

The Company’s federal income tax return is consolidated with PIH and PGIA. The method
of allocation between the companies is made on a separate return basis with current credit for
any net operating losses or other items utilized in the consolidated tax return. Intercompany

tax balances are settled monthly.

FIDELITY BOND AND OTHER INSURANCE

The examination of insurance coverages involved a review of adequacy of limits and

retentions and the solvency of the insurers providing the coverages. The Company's



insurance coverages are provided through insurance policies covering Palomar Insurance
Holdings, Inc., and all majority owned subsidiary companies as a named insured. As a
named insured, the Company is insured up to $1,000,000 per fidelity loss after a $25,000
deductible and up to $1,000,000 per loss after a $25,000 retention against losses from acts of
dishonesty and fraud by its employees and agents. Fidelity bond coverage was found to meet

the coverage limits recommended by the NAIC.

Other insurance coverages in force at December 31, 2015, were found to be adequate, and are

as follows:
Workers’ compensation Commercial property liability
ERISA liability Director’s and officer’s liability
Employment practices liability Errors and omissions

TERRITORY AND PLAN OF OPERATION

The Company is a catastrophe insurer licensed in 19 states with a focus on residential and
commercial earthquake markets in earthquake-exposed states such as California, Oregon, and
Washington. In 2015, the Company entered into two uncorrelated types of catastrophe
insurance coverage, specifically Texas multi-peril homeowners and Hawaiian residential
hurricane.

GROWTH OF THE COMPANY

Growth of the Company over the past two years is reflected in the following schedule. The

amounts were taken from the Company’s filed annual statements.

Capital and Net Income
Year Assets Liabilities Surplus (Loss)
2014 79,225,484 10,976,285 68,249,199 (4,082,421)
2015 103,558,089 33,935,895 69,622,194 (3.495.,409)

10



LOSS EXPERIENCE

The following exhibit reflects the annual underwriting results for the Company over the past

two years. The amounts were compiled from copies of the Company's filed annual

statements.
(1) (2) 3) 2)*+3)/(1)
Premiums Combined
Year Earned Losses & LAE Other UW Ratio
2014 3,865,631 48,817 8,945,663 232.7%
2015 20,808,174 2,662,530 22,116,048 119.1%

A combined loss incurred and expense to premium ratio of more than 100% would indicate

an underwriting loss, which the Company experienced in each of the past two years.

REINSURANCE

Assumed

During 2015, the Company assumed a small book of business through an arrangement with

other insurance companies.

Ceded

The Company has a multi-layer excess of loss reinsurance program in place which provides
up to $542.5 million of earthquake and $75.0 million of ground up windstorm coverage
placed with a panel of approximately 50 reinsurers. The most rate sensitive stretch of the
core earthquake program is split into two vertical tranches. To hedge against rate volatility
and stabilize capacity, 50% of the program renews for 24 months every other January 1.
Two hundred million in excess of $342.5 million is available on a variable or “telescoping”
limit basis. This limit fills the gap between the 1:100 Tail Value at Risk (TVAR) and the

traditional catastrophe program ceiling.

11



Each of the reinsurance agreements described above contained a proper insolvency clause
that specified payments would be made to a statutory successor without diminution in

accordance with ORS 731.508(3) as required to take reserve credits for reinsurance ceded.

The maximum retained risk on any one person is $6,500,000. In view of the Company’s
adjusted capital and surplus of $68,518,182 at December 31, 2015, it does not maintain risk
on any one subject in excess of ten percent of its surplus to policyholders, in compliance with

ORS 731.504.

ACCOUNTS AND RECORDS

In general, the Company's records and source documentation supported the amounts
presented in the Company's December 31, 2015, annual statement and were maintained in a
manner by which the financial condition was readily verifiable pursuant to the provisions of

ORS 733.170.

STATUTORY DEPOSIT

As of the examination date, the Company maintained $3,680,000 (par value) in bonds on
deposit at the Oregon Division of Financial Regulation, which meets the requirements of
ORS 750.045(2). The deposit was verified from the Division of Financial Regulation. The

statutory deposit was properly listed in the 2015 annual statement on Schedule E — Part 3.

COMPLIANCE WITH PRIOR EXAMINATION RECOMMENDATIONS

There were no adjustments made to surplus and no recommendations were made in the 2011

report of examination.

SUBSEQUENT EVENTS

There were no items subsequent to the examination date that would have an impact on the

financial statements.



FINANCIAL STATEMENTS

The following financial statements are based on the statutory financial statements filed by the
Company with the Oregon Division of Financial Regulation and present the financial
condition of the Company for the period ending December 31, 2015. The accompanying
comments on financial statements reflect any examination adjustments to the amounts
reported in the annual statement and should be considered an integral part of the financial
statements. These statements include:

Statement of Assets

Statement of Liabilities, Capital and Surplus

Statement of Revenue and Expenses
Reconciliation of Surplus Since the Last Examination



PALOMAR SPECIALITY INSURANCE COMPANY

Assets

Bonds
Stocks
Common stocks
Cash, cash equivalents and short-term
investments
Subtotals, cash and invested assets

Investment income due and accrued

Premiums and considerations
Uncollected premiums and agents’
balances in the course of collection
Deferred premiums. agents’ balances
and installments booked but deferred
and not yet due

Reinsurance
Amounts recoverable from reinsurers

Net deferred tax asset

Aggregate write-ins for other than

invested assets

Total Assets

ASSETS

Balance per
Company

$ 71,785,235
15,286,530

4.299.685

et i LG

$ 91.371.450

572,681

5,290,648

3,180,852

47,583
3,016,927

77.948
$103,558.089
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As of December 31, 2015

Examination
Adjustments

hS -

568,733

Balance per
Examination

$ 71,785,235

15,286,530

4.299.685
$91.371.450

572,681

5,290,648

3,180,852

47,583
3.585,660

77.948

$104,126.822

Notes



PALOMAR SPECIALITY INSURANCE COMPANY

LIABILITIES, SURPLUS AND OTHER FUNDS

As of December 31, 2015

Liabilities, Surplus and Other Funds

Losses

Loss adjustment expenses

Commissions payable

Other expenses

Taxes, licenses and fees

Unearned premiums

Advance premium

Ceded reinsurance premiums payable
Funds held by company under reinsurance treaties
Payable to parent, subsidiaries and affiliates
Total Liabilities

Common capital stock

Surplus notes

Gross paid in and contributed surplus
Unassigned funds (surplus)

Surplus as regards policyholders

Total Liabilities, Surplus and other Funds

Balance per
Company

$ 1,257,677
304,096
236,725
1,472,336
613,488
28,732,638
65,539
(23,943)
1,234,267
43.072

3 33.935.895

$ 3.000,000
17,500,000
44,309.639

4.812.555
69.622.194

15

Examination
Adjustments

1,672,745

$1.672.745

g =

(1.104.012)
(1.104.012)
S 568,733

Balance per
Examination

§ 1,257,677
304,096
236,725
1,472,336
613,488
28,732,638
65,539
1,648,802
1,234,267
43.072

$ 35.608.640

$ 3,000,000
17,500,000
44,309,639

3.708.543
68,518,182
$104,126.822

Notes

(S I $S ]



PALOMAR SPECIALITY INSURANCE COMPANY

STATEMENT OF INCOME
For the Year Ended December 31, 2015

Underwriting Income

Premiums earned
Deductions:
Losses incurred
Loss adjustment expenses incurred
Other underwriting expenses incurred

Net underwriting gain (loss)
Investment Income

Net investment income eamed
Net realized capital gains or (losses)
Net investment gains or (losses)

Other Income

Net gain or (loss) from agents' or
premium balances charged otf

Finance and service charges not included

in premiums

Aggregate write-ins for miscellaneous

income
Total other income

Net income before dividends to
policyholders and income taxes
Dividends to policyholders

Net income after dividends to

policyholders before federal income taxes
Federal and foreign income taxes incurred

Net income

Balance per Examination
Company Adjustments
$ 20,808,174 $(1,672,745)
1,984,088
678,442
22.116.048 -
(3.970.404) (1.672.745)
195,844 -
261.806 -
457,650 -
17,345 -
17,345 -
(3,495.409) (1,672.745)
(3.495,409) (1,672,745)
$(3,495.409 $(1.672.745)

16

Balance per
Examination

$ 19,135.429
1,984,088
678,442

22.116.048

5.643.149

195,844
261.806
457,650

17,345
17.345

(5,168.154)

(5,168,154)

$(5.168.154)

Notes



PALOMAR SPECIALITY INSURANCE COMPANY
RECONCILIATION OF SURPLUS SINCE THE LAST EXAMINATION

For the Year Ended December 31,

Surplus as regards policyholders, December 31, previous year

Net income
Change in net unrealized capital gains or (losses)
Change in net unrealized foreign exchange capital gains
Change in net deferred income tax
Change in non-admitted assets
Change in provision for reinsurance
Change in surplus notes
Cumulative effects of changes in accounting principles
Capital changes:
Paid in
Transferred from surplus (Stock Dividend)
Transferred to surplus
Surplus adjustments:
Paid in
Transferred to capital (Stock Dividend)
Transferred from capital
Dividends to Stockholder
Aggregate write-ins for gains and losses in surplus
Change in surplus as regards policyholders for the year

Surplus as regards policyholders, December 31, current year

17

2015 2014 2013 2012
$68.249.199  $16.079.674 $15.746.260 $15.293.997
(5,168,154)  (4,082,421) 334,131 452,557
(1.224,053) 465,183 : .
2,343,33; 1,389.075 (717; (394_)
1.817.356  (2.884.536) - -
17,500.00(; i ] ]
: 400.00(; ] ;
« 57,982,397 - -
. (400,000) . .
(15.000,000; - : )
268,953 52.169.52-5 333.41:4 152083
$68.518.182  $68.249.199 $16.079.674 $15.746.260




NOTES TO FINANCIAL STATEMENTS

Note I — Ceded Reinsurance Premiums

In 2015, Palomar amortized its ceded reinsurance premiums in proportion to its increasing
risk exposure rather than pro rata by day over the term of the treaty. As a result, Palomar
overstated its premiums earned by $1,672,745 with a corresponding understatement of ceded
reinsurance premiums payable of the same amount. This adjustment will reduce surplus by
$1,104,012 after factoring in a deferred tax asset benefit of $568,733. Subsequent to the
examination date, the Company corrected its premiums and in the 2016 quarterly statements

noted the adjustment as a prior year adjustment to surplus, thus no recommendation is being

made to this report.

Note 2 — Actuarial Reserves

David F. Dahl, FCAS, MAAA, actuary with the Oregon Division of Financial Regulation,
reviewed the Company’s losses and loss adjustment expense reserves as of December 31,
2015. During Mr. Dahl’s review, he examined the Statement of Actuarial Opinion and
supporting statements for the Company as of December 31, 2015, which were prepared by
Sheri Scott, FCAS, MAAA, Consulting Actuary of Milliman Inc. Ms. Scott, the appointed
actuary, opined that the reserves for loss and LAE carried by the Company as of December

31,2015, were reasonable.

In general, Mr. Dahl found that Ms. Scott used appropriate actuarial methods, and that the
indicated loss and LAE reserves included in the report were reasonably stated as of

December 31, 2015.

18



SUMMARY OF COMMENTS AND RECOMMENDATIONS

This report of examination did result in a decrease in reported surplus of $1,104,012 due to
overstatement of earned premiums noted in Note 1 on page 18; however, the examiners make

no recommendation.

CONCLUSION

During the four year period covered by this examination, the surplus of the Company has
increased from $15,293,997, as presented in the December 31, 2011, report of examination to

$68,518,182, as shown in this report. The comparative assets and liabilities are:

December 31,

2015 2011 Change
Assets $104,126,822 $15,472,149 $88,654,673
Liabilities 35.608.640 178,152 35.430.488
Surplus $ 68,518,182 15,293,997 $53,224.185




ACKNOWLEDGMENT

The cooperation and assistance extended by the officers and employees of the Company

during the examination process are gratefully acknowledged.

In addition to the undersigned, Tarik Subbagh, MSBA, CPA, CFE, Supervising Financial
Examiner, Albert Karau, Jr., MBA, CPA, CFE, FLMI, and Edsel Dino, AFE, Financial
Examiners from Washington State Office of the Insurance Commissioner participated in this

examination.

Respectfully submitted,
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AFFIDAVIT

STATE OF OREGON
ss

S

County of Marion

Greg A. Lathrop, CFE, PIR, being duly sworn, states as follows:

l. | have authority to represent the state of Oregon in the examination of Palomar
Specialty Insurance Company, Portland, Oregon.

!Q

The Division of Financial Regulation of the Department of Consumer and Business
Services of the State of Oregon is accredited under the National Association of
[nsurance Commissioners Financial Regulation Standards and Accreditation.

|98 ]

[ have reviewed the examination work papers and examination report. The
examination of Palomar Specialty Insurance Company was performed in a manner
consistent with the standards and procedures required by the Oregon Insurance Code.

The affiant says nothing further.

Do Lo

Greg A. Lathrop, CFE, PIR™

Supervising Financial Examiner

Department of Consumer and Business Services
State of Oregon

Subscribed and sworn to me this /7/ day of W ,2017.
o I .
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2 LINDA J ROTHENBERGER
NOTARY PUBLIC-OREGON
COMMISSION NO. 476327
MY COMMISSION EXPIRES MARCH 22, 2017

Notary Publig’tor the State of Oreg

My Commission Expires: \/j/a?i’zzﬁ//7




