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180 Maiden Lane / 10thFloor






New York, NY 10038
To:      Aggi Pharo




Date:    July 12, 2012
From:
 Frank M. Schaefer
Phone:
 (212) 458-8047
Re: 
Financial/Transactional Audit of K&K Insurance Group - Report # MGA 12-12
K&K Insurance Group, Inc. (K&K) is a Division 66 Program Administrator for Lexington Insurance Company that administers the Sports, Leisure, and Entertainment Insurance Program.  K&K has complete underwriting authority within their guidelines.   K&K has authority to process claims up to $100K; any claim above $100K is to be referred to Vendor Services for oversight.  K&K is also required to refer to Vendor Services claims within certain categories of loss and all coverage matters.  The program is written on Illinois National Insurance Company, Granite State Insurance Company, New Hampshire Insurance Company, and National Union Fire Insurance Company paper.  Surplus lines are written on Lexington Insurance Company paper.  The Program Administrator Agreement between Chartis and K&K became effective on October 6, 2003.  
The program produced $18.2M in gross written premium (GWP) in 2011 and is estimated to produce $22.1M in GWP in 2012. 
Prior to February 1, 2012, reinsurance for primary casualty business had a net retention of $1,000,000 and $10,000,000 on excess umbrella.  As of February 1, 2012, there is no primary casualty or excess umbrella treaty placement. Reinsurance for property treaty is $5,000,000 retention up to $40,000,000 treaty protection.

We performed a financial/transactional audit of K&K’s book of business on June 5-8, 2012 at K&K’s office in Forth Wayne, IN.  The audit team consisted of Frank M. Schaefer and Pierre Choute from MGA Audit.  A total of 70 files were reviewed (50 pre-selected policy files, 10 claims and 10 cancellations).   Post audit work continued until July 6, 2012 (the date that response to the audit finding was received).
The audit rating assigned is “Satisfactory.”
Errors & Omissions Coverage is placed with Lexington Insurance Company for $10.0M which exceeds Chartis’ requirements.  Fidelity Bond Coverage is placed with National Union Fire Insurance Company of Pittsburg for $10.0M which also exceeds Chartis’s requirements.
K&K is wholly-owned subsidiary of Aon Corporation (Aon).  The financial analysis below was performed utilizing Aon’s audited financial statements (Form 10-K) for the periods ended December 31, 2011 and 2010, and the 1st quarter unaudited financial statements (Form 10-Q) as of March 31, 2012.  The financial statements were audited by Ernst & Young, LLP and an unqualified opinion was rendered.  Aon is one of the top ten (10) national brokers and has provided us with a Parental Guarantee signed by a Vice President of the company guaranteeing as a primary obligator the performance in full of the existing Program Administrator Agreements.

Income Statement Analysis:

· Net Revenue increased $2.8B or 32.6% from $8.5B in 2010 to $11.3B in 2011, and was $2.8B as of March 31, 2012.

· Operating Expenses increased $2.4B or 32.9% from $7.3B in 2010 to $9.7B in 2011, and was $2.4B as of March 31, 2012.

· Net Income increased $0.3B or 38.7% from $0.7B in 2010 to $1.0B in 2011, and was $0.2B as of March 31, 2012.

Balance Sheet Analysis:

· Total Assets increased $0.6B or 1.8% from $29.0B in 2010 to $29.6B in 2011, and was $30.3B as of March 31, 2012.

· Total Liabilities increased $0.8B or 3.7% from $20.7B in 2010 to $21.4B in 2011, and was $21.9B as of March 31, 2012.
· Net Worth (Overall) decreased ($0.2B) or (2.2%) from $8.3B in 2010 to $8.1B in 2011, and was $8.4B as of March 31, 2012.
Evaluation of K&K’s Financial Condition / Standards for Financial Security:
Various rating methodologies are used to evaluate the financial strength of the PA and to determine the appropriate level of security needed to protect Chartis’ interests. The scores developed with each test are then used to classify the PA within a range from Category 1 (the best) to Category 4 (the worst), with specific security required for each category level.

The results of the rating methodologies identify K&K as a Category 2 program administrator.

         S&P rating of “BBB” at December 31, 2011: Category 2 

         Current ratio of 1.13 at December 31, 2011: Category 1 

         Altman Z-score of 1.52 at December 31, 2011: Category 4

         D&B Comprehensive Report: 

· Financial Stress Score of 2: Category 2 

· Commercial Credit Score of 2: Category 2

The security required of a Category 2 program administrator according to Chartis’ Standards for Financial Security is either: a) a separate Chartis-specific fiduciary account; or b) a shared fiduciary account used to process the premiums of multiple carriers, including Chartis. However, the premiums so held for each company must be ascertainable from PA’s books and records, and the PA must perform a monthly reconciliation of trust assets to trust liabilities. This is done to ensure that the total amount of trust assets is equal to or greater than the sum total of monies due all insurance carriers.  Additionally, Chartis premiums must be transferred weekly into a Chartis-specific fiduciary account.

K&K has a shared fiduciary account whereby premiums from all carriers are deposited during the month.  A monthly reconciliation is performed which compares the total of all premium trust accounts to the total of all balances due each of the insurance carriers.  However, K&K does not maintain a Chartis-specific fiduciary account for weekly deposits of premiums.  
Aon is subject to the new protocol relating to National Brokers and a parental guarantee is on file.

Items to Note:


· An underwriting audit was performed in September 2011 by Aggi Pharo, Senior Program Manager, and Kevin Maus, Audit Director.  The audit was rated “Satisfactory.”

· The previous financial audit was performed by Junior Coach from MGA Audit and Busari Bello-Osagie of Chartis SOX Compliance on February 16-19, 2010.  The audit rating assigned was “Satisfactory.”
· A Casualty Claim Review was done on May 24-26, 2011 by Michael FitzGerald, Director, from Vendor Quality Assurance Group.  The overall Best Practice score was 97.69% which is equivalent to “Satisfactory” rating.  
· As of May 18, 2012, K&K has a receivable balance of $47,573.92 consisting of 451 policies.  An aging of this balance is as follows:
	# of Days
	# of Policies
	Amount

	Less than 30 Days
	125
	$63,834.28

	31-90 Days
	205
	$14,980.91

	91-180 Days 
	33
	($192.28)

	Over 180 Days
	88
	($31,048.99)

	Total
	451
	$47,573.92


· Cash on Account (stand alone cash) balance as of May 18, 2012 amounts to $69,709.30.

· The MGA Cash History Report for the calendar year 2011 and through March 2012 shows 2% for both periods of premiums being reported late to Chartis.  This is below the 10% concern level for late reported items.

Summary of Findings:
The audit program utilized by MGA Audit is a guideline of steps to follow when conducting a financial / transactional audit, which covers such areas as Accounting, Underwriting, Claims, and Systems.  This allows us a broad understanding of the administrator’s operations.  The following is a list of our findings based on the 70 policy files that were reviewed covering the time period of April 2011 to March 2012. 
Major Findings

· No major findings were noted during the financial/transactional audit.
Minor Findings

· The Installment Payment Plan Addendum needs to be signed.

Conclusions / Recommendation and Responses:
1. During the review of the K&K Insurance premium collection procedures, it was noted that insured can remit payment via 5 (five) different installment plans.  Installments payment plans comprise approximately 34% of the way premiums are collected from the policy holders.  However, only 1 (one) of the installment plans has been approved and executed as an Addendum to the PA Agreement.  Although there is a draft Addendum to the PA Agreement to allow the other installment options, as of the date of audit, the Addendum has not been accepted by the PA and/or, signed and executed.  MGA Audit recommends that this addendum be executed and be reflected as part of the PA Agreement.

K&K’s Response:  N/A

Division’s Response:  We have verbally approved the installment agreement and are working with our Legal Department to get the final language approved for the PA agreement.  We would expect that this issue will be finalized for K&K’s signature before 8/1/12.

Cc:



	P. Adinolfi
	J. Alicandro
	E. Allen
	N. Anselmo
	J. Artesani

	B. Banaitis
	L. Beaulieu
	N. Bennett
	M. Bowen
	J. Bracken

	D. Bresnahan
	R. Bruckner
	P. Burns
	T. Carter
	S. Coplan

	M. Cucuta
	R. D’Alfonso
	V. Doty
	J. Doyle
	P. Eastwood

	D. Fields
	M. Foley
	L. Guglielmo
	P. Hancock
	E. Jackson

	R. Klepper
	A. Land
	S. Leeret
	S. Leonard
	T. Link

	E. Martin
	F. Myers
	T. Norris
	D. Noyes
	S. Paris

	J. Parker
	V. Pugliese
	K. Radigan
	J. Rowland
	S. Salvatore

	J. Stepanek
	C. Sullivan
	V. Valle
	C. West
	


PAGE  
3

