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Chartered in 1986, First 
Monetary Mutual Limited is 
a Bermuda based insurance 

company owned and 
operated by commercial 

banks, savings banks and 
savings and loan associa-
tions in the states of New 
York and Pennsylvania.

Membership in the
organization affords 

primary or wraparound 
Director's and Officer's 

Liability insurance 
coverage as a core benefit, 
and opportunities to build 
revenue streams through 

participation in the 
Company's private 

mortgage reinsurance 
program.

Membership benefits 
include EBoardRoom and 

EmployeERoom web based 
systems, a Shareholder's 

meeting allowance, member 
reinvestment program, web 
site design & hosting, on-

line access to the American 
Banker and the National 

Mortgage News.
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Two Bermuda symbols, the graceful longtail bird and a Bermuda moongate represent First                  
     Monetary's Annual Shareholders Meeting held each year in Bermuda. Bermuda's longtail                  
       bird, is a symbol of beauty and freedom.  The Bermuda moongate is a coral-stone arch                  
             shaped like full moon and symbolizes unity, peace and happiness.



FM came of age this year, and all of us that had a hand its “upbringing” have another thing to celebrate. 
Adolescence hasn’t been easy, requiring the usual commitment to hard work and values, along with the 
unwavering faith of “family”.  

None of these efforts were misplaced. I’m pleased to report that our company has 
successfully transitioned the minefields of youth and, more important, is now earning 
money. 

Many times in the course of my previous twenty reports, I described the nature of 

commercial insurance market cycles in detail.  Suffice it this time to say that the 
insurance market operates on a continuum, where coverage moves in cycles from 
high cost and limited availability to low cost abundance. 
  
Traditionally, captive companies thrive only in hard markets, quickly failing when the conditions turn soft.  
At 21, FM’s has THRICE exceeded the seven-year life expectancy of typical captives, and did it over the 
course of an excessively prolonged soft cycle. FM lived on because we successfully reinvented ourselves 
time and again as the cycle progressed. In the context of our company’s 21st “birthday’, it’s appropriate 
that we revisit some of FM’s defining moments growing up. Call it a quick trip down FM-ory lane… 
 
Born a captive …  
 
First Monetary was born out of crisis and the immediate need for insurance protection. During its first ten 
formative years, First Monetary provided its member owners critically important Directors’ and Officers’ 
Liability protection. These years, in and of themselves, comprised the entire lifespan for many of our 
contemporary captive organizations, but First Monetary still had a lot of growing to do. 
 
What became apparent as we entered our teens was the fact that a single product marketed to a restricted 
market could not sustain the company. As community banks returned to profitability in the mid-1990’s, 
commercial insurers progressively reentered the D&O market and expanded their portfolios. Their 
reemergence initially entailed offers of similar coverage at higher premiums, but after several quarters, 
limits and provisions grew while costs began a rapid decline. Adjustments were in order. 

Raised an innovator … 

What differentiated our company’s response from those of other captives, and kept FM vibrant in the years 
that followed was our outright refusal to respond to changed environs by following the primary market’s 
lead. FM pursued its own path, expanding its risk management role, and sprouting innovative products 
and services that community bankers had emerging needs for.   

Age ten ushered in the era of the INTERmoNETary System, the first online insurance and community 
bank portal. Age eleven brought with it a comprehensive Employment Practices Insurance Program that 
could be secured for 1/3 the $3,000 asking price of the commercial market, and employee handbook 
templates that made securing coverage from any source possible at a 60% savings over internal 
production. Sixteen signaled the advent of the first Private Mortgage reinsurance program for community 
banks, and seventeen took the company beyond its old New York neighborhood to mingle with a new 
group of friends from Pennsylvania. At 20, FM moved into the “E-Board Room” by adding a secure web 
service for managers, directors and regulators.    
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Always a pragmatist … 

Weathering the market storms simultaneously required a keen and constant budgetary awareness, and 
we ingrained that trait in our organization throughout its growing years. Like any good family, we made 
practical decisions and struck together through periods of sacrifice and belt tightening. At various times, 
FM took necessary steps to reduce its risk profile, protect members from diminutions of capital, and pare 
non-essential expenses. FM sustained core operations throughout the process. We took the worst that the 
market could throw at us, and never wavered in our ability to protect the financial interests of our 
shareholders.   

Ready for the World … 

First Monetary enters adulthood well prepared for the world. The progressively narrowing losses of prior 
years have been replaced by a $50,000 pre-tax profit. Expenses are down 5% over the reporting period 
and interest rates are finally headed up. PMI income is nearing the $200,000 mark.  Our “Stasis Strategy” 
leaves our options open and our fortunes positive irrespective of membership growth or near-term 
direction of the D&O market. 

Beyond the clear financial benefits a return to profitability provides, the ramifications for marketing should 
be even greater.  Our 2001 expansion into the Pennsylvania market, and the expenses we incurred as a 
result of it, were premised on an expectation that new member recruitment would offset the investment 
within two years. While the establishment of a capital reserve fund overcame some of the understandable 
resistance to sign with us while losses, however temporary, were being sustained. With a profitable 2005 
on the books, and the expectation of another one projected for 2006, the clouds have lifted, and the 
reluctance should diminish.  

Looking forward, we project that the PMI line will provide significant and growing profits. Increased 
earnings from the Membership CD investment program will add to the bottom line. PMI will produce fifty 
percent of the Company’s gross revenue in 2006, with another fifteen percent realized from CD investment 
income. Pricing pressures on the D&O insurance line will remain, however, offsetting some of the gains. 

D&O Market Analysis  
 
The competitive cycle of an insurance market is a perplexing time when underwriters often hear two 
competing voices. One says, ''Why not?''  The other, ''Why bother?”  As a provider of insurance coverage, 
we hear them too, and offer the following by way of interpretation. 
 
WHY BOTHER? 
 
As shown in the graph on the following page, the D&O industry experienced roughly $4 billion of net 
adverse loss reserve development during the observation period, averaging about 20 loss ratio points per 
year during 1998 – 2002. The 2002 underwriting year has already exhibited meaningful adverse 
development through 2004 of nearly $800 million or 13 loss ratio points. While seemingly improved, recent 
accident years are unseasoned and subject to deterioration as pending litigation unfolds. The average 
duration on cases is about three years, so figures for 2002 through 2004 years are still relatively immature.   
 
 
These results support FM’s underwriting strategy to shed risk to the commercial market, but  
the continuing pattern of loss suggests that there is still wisdom to maintaining viable alternatives to that 
market.  
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Schedule P – “Other Liability” Claims Made 
Leading D&O Liability Insurers 

Gross Premium Earned vs. Gross Losses & LAE/Underwriting Expenses 
(Assumes 23% Expense Ratio for All Companies)  (In Millions)  

 Source: A.M. Best, CFR 
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WHY NOT? 
 
Despite record losses during the past several years, major community bank D&O carriers seem 
committed to competing for customers by reducing premiums and increasing coverage. 
 
FM believes there are two key reasons for this state of affairs: 
 

1. The community bank market segment was profitable and low-risk during the past five years. 
 
2. Retail D&O insurers benefited disproportionably from recoverable reinsurance during the soft 

reinsurance market cycle: 
 
 

Net Insurer vs. Reinsurer Accident Year Ceded Loss and LAE Ratio  
 Source: A.M. Best, CFRA 

 
 
During 1998 – 2001, ceded loss & LAE ratios exceeded net by 44 points on average, reflecting that 
reinsurers paid a significantly disproportionate share of soft market losses. This development caused 
reinsurers to increase premiums and retentions while reducing limits. 
 
Unlike the commercial market/reinsurer disproportionate outcome, FM and its reinsurers have shared 
mutual results. During the period 1986 through 2005, FM’s overall net loss ratio was 13%; during the 
same period, FM reinsurers realized a 15% loss ratio indicating an equally shared portfolio risk and 
income result. FM believes many primary insurers are now keeping more risk “in house”.  Essentially, 
retail companies have continued competitive pricing models by exposing their balance sheets to greater 
risk.  
 
This strategy has worked in the community bank market because this sector has realized stellar results 
for the past several years.  Recent FDIC reports indicated insured institutions turned in a fifth-
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consecutive year of record earnings in 2005, posting net income of $134.2 billion. In addition, 27 March 
2006 marked the 636th day since the FDIC last provided assistance to a failed or failing bank—the 
longest such streak in the history of the Corporation.  Given the current economic environment, growing 
legislation, regulatory activity, litigation, corporate governance requirements, what is the best 
underwriting strategy for a captive D&O insurer? 
 
 
Regulatory View 
 
Admittedly, there are many positive reports on the U.S. economy and banking industry. Paradoxically, 
this has led some analysts to ask a somewhat pessimistic question: “How long can these good times 
last?”  
 
Experience teaches us that economic expansions do not last forever, and that some types of economic 
disruptions can be associated with financial distress for banking organizations.  
 
The FDIC recently reported three key economic and banking risk concerns: a spike in energy prices, a 
decline in home prices and a retrenchment in consumer spending arising from record consumer 
indebtedness.   
 
It should be noted that these three areas are by no means the only potential sources of risk. The FDIC 
also names financial market panics, natural disasters, terrorism, war, and even changes to policy as 
being among many other potential sources of disruption to the currently benign economic and banking 
environment.  It is difficult to assess many of these risks before they occur, but in 2005 the FDIC 
examined so-called “stroke-of-the-pen” risk -- risk that arises when tax, monetary, accounting and other 
policy changes produce unintended consequences for the economy and banking  
 
The FDIC concluded that the consequences of any of these developments might have for economic 
growth could range from modest to severe, depending on how events play out over the next few years. 
 
Earnings Pressure 
 
In addition to the risks identified by the FDIC, FM also considers the following competitive and 
financial/operational risks to represent potential concerns:  
 

1. the continuing, unchecked growth of Credit Unions  
2. the threat of a new entrant in the banking business: Wal-Mart 
3. the flat yield curve’s impact on earnings 

 
Credit Unions are non-tax paying financial institutions. This tax-exempt status provides CU’s with a 40% 
price point advantage over community banks that are taxed at the Federal, State and Local levels.  Wal-
Mart’s destruction of smaller competitors is well documented. If/when it is granted a banking charter; 
Wal-Mart’s national branch network will have a dramatic effect on community banks.   
 
Historically, the yield curve spread, or the difference between short-term and long-term interest rates, 
has had some predictive power as respects the performance of the U.S. economy and banking industry. 
The shape of the yield curve spread also has held implications for bank margins (NIM – Net Interest 
Margin) and profits.  The FDIC has reported that the presence of structural forces (expectations of lower 
long-term inflation, a recent reduction in the term premium, strong demand for longer-term debt by 
foreign central banks, and investment activities by pension and hedge funds) suggests a flat yield curve 
could persist for some time.  
 
Flat or inverted yield curves have historically been associated with narrowing Net Margins and lower 
earnings at banks.  The FDIC has reported that many smaller banks thus far have been able to insulate 
themselves from changes in the yield curve spread, because they have only slowly raised the interest 
rates they pay on liabilities.  
 



In contrast, the largest banks have seen their liability costs rise more rapidly, while at the same time their 
asset yields have lagged those for smaller banks. This situation has resulted in a classic margin squeeze 
for the largest banks as the yield curve has flattened.  
 
Even so, it may be just a matter of time before margins for smaller banks begin to be squeezed, 
especially if the flat yield curve persists. Regardless of the slope of the existing yield curve—positive, flat, 
or negative—bankers will benefit from strategies designed to cope with the uncertainty of changing 
interest rates. 
 
FM’s 2006-07 D&O Strategy 
 
With commercial D&O insurance premiums declining, and abundant coverage capacity available to most 
community banks, FM has concluded that the current risk exposure is not adequately reflected in the 
D&O premiums charged by commercial markets.  Per past practice, FM will not compete on price or 
coverage on the well-founded assumption that doing so would increase our claims exposure and prove 
unprofitable in the long-term. FM intends to remain an active player in the D&O line of business, 
however. Lloyds of London concurs with our plans, and have agreed to provide reinsurance on terms 
that will make that possible.   
 
A Dynamic Stasis Strategy 
 
Throughout our 21-year history, FM has applied disciplined strategies to the management of our balance 
sheet in three key areas: 
 
1. Asset quality  
2. Claim reserve adequacy  
3. Quality and appropriateness of reinsurance program  
 
The stasis strategy outlined in our current business plan upholds the integrity of all three areas. Assets 
continue to be placed exclusively with member institutions and are held exclusively in the form of FDIC 
insured instruments. Claims are conservatively reserved and traditional excess of loss and quota share 
reinsurance treaties are transacted solely with A-rated carriers. 
 
Expense controls are being maintained.  2005 Management fees were maintained at a level 33% below 
the agreed contact rate for services.  Having established that member outreach programs were not 
currently productive, marketing and sponsorship expenses were effectively eliminated last year; there is 
no current plan to reinstate them. 
 
While marketing and product development efforts are effectively frozen, management efforts to improve 
the nature and quality of our products, services and operations are ongoing. In recent months, we have: 
 

1. Improved Internet services for Member institutions or their subsidiaries 
2. Updated EBoardRoom to version 2 – released at 21st annual meeting – faster, new features, 

more secure, easier to administer   
3. Added EmployeERoom – a new platform to communicate to and educate your employees in the 

event of pandemic influenza. This dedicated website can be an important link for communicating 
pandemic status and actions to employees, vendors, suppliers, and customers inside and outside 
the worksite in a consistent and timely way  

4. Expanded American Banker Online service 
5. Added Mortgage Thrift News Online Service 
6. Maintained the $400 Annual meeting attendance reimbursement  
7. Maintained the Member CD investment program 

 
A monetary analysis of all these services indicates FM is among the best Membership values available to 
community financial institutions. The benefits of a strong FM will be apparent to all Members in the many 
years yet to come. Thank you for keeping the family strong. 




