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Markel Fmaw! Haﬁfmgx Lsfm.tad 154 ﬁmwi masr

ﬁo!a?ng company whose objective is to ackieve a high rate of

return on invested capital. Currently the company owns
three subsidiaries - Markel Insurance Company of Gﬂﬂdda

" Sphere Reinsurance Company qf Gaﬂm cmd Mafdm fif"
k2 Hg!ﬂzug Gmap Iﬂﬂ‘ -

Markel Immnc& 15 one qf the largest tmc:aémg insurancs. |
companies in Canada and has provided the Canadian Mﬂézﬂg g

industry with the !aﬂgasr continuous market for this very . -
-specialized class of insurance. For 1986, gross premium volume =~
was $51.6 million aﬂd the company éﬂd 62 w@l@m s e

2 Sphere Rﬂfﬂ.’ﬂmﬂﬂg, acquired on .S'@Mﬁr.? 1986, is one
- of only two Canadian owned reinsurance mmpam&f wring
- property, auto and casualty risks. Gross premiums totalled

$17.5 million Jor the 1986 year and there were ?wloyﬁar

| Mom’en &“Hefﬁﬁig,-_wm}ﬁa}; Omyﬁgr 27, .;936; is Canada’s
- largest independent insurance claims management company, -

engaged in providing claims ad;mgg, appraisal and loss

. management services to a wide variety of insurance mmpdm

and self-insured organizations. For the year gross revenues

. totalled $30.9 million, and the company had 570 mloyear
- locared in IJE&MM&M G’amml: F
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1986 1985 - 1984 1983 - 1982 .- 1981 : 1980- -1979 . 1978 'lé??
REVENUES e o 3 e & i .
Insurance premiums earned 40,885 - 14,049 16606 19621 . .- 14443 E'Iﬂ.ﬁ?ﬁ - 71,633 6,250 7.604 10424
Service revenues " 6,850 .. - E -y g - = = ol
Interest & dividend income - 4,678 . 2455 2337 2009 - 2,198 2421 1,757 1619 - 1,534 - 1,348
TOMLREVENUBROF. = v oh % ol T a7 e s el RS i i
CONSOLIDATED COMPANIES- -~ 52,781 . 16,623 . 18,953 21,630 ~ 16,641 13,097 9390 7869 - 9,38 . 11,772
EARNINGS . : g ' |
Earnings before realized ; AT 1 T ) : oo it _ i I i,
" investment gairis & taxes /8133 . (1339) -[4 ﬂm L. 9% - os42 - (538) - (2425) 143 - 1041 1,708
Realized investment gains - o) e L 25 25 . C(e6). - (276). - 424 . 209 o (D
Toal pre tax earnings .- 9,085 m&m (4,854) - 308 - 476 - (814)  (20001) . 362 L10S- - 1,701
- Extraordinary items A e - - -, - — - - =
*JETEARNINGE&F’I‘EE'IH . 6548 - (910 - (4,775). 280 - 28 -~ (326)  (785) .- 524 - 742 982
TOTAL ASSETS 129845 4477 3001 32325 BT, 1931 CWIM. 53 2927 25009
_CASH & INVESTMENTS 95,696 - S8 253900 2428 © 20037 22265 ¢ 21853 19701 18057 18124
TOTAL DEBT 4']‘.-‘!5 e ll:ll]ﬂ }III 800 = i - - -
SHAREHOLDERS EQLIIT‘:’ ! 11_.._‘!?5_'- © 10379 2287 0 7067 678 .. 65650 689K . 175 . 7389 6801
NUMBER OF SHARES o ; : o M S e R : :
.~ FULLY DILUTED ~ S e 7,007 . 5,000 616 616 616 - 616 616 616 616 616
RETURHﬂNSHAREHDLDE.RS' ot T GO : ot _
EQUITY . 25.4% . - - 1% - 1I% - By 7.0%  1L0% - 17.2%
" PER COMMON SHARE o i
- FULLY DILUTED FRE oyt S, R B gL - J :
“eet earnings 135 89  (7.7%) 0.45 035 (0.53) (1.27) 085 1.20- 1.60
Dividends e == =3 R el LR D062S 0.25 0:25 . - 0232
Shareholders’ equiry : -a89 ... 208 370 46 AL 1L19 12.52 12.00

.- QUAR’I‘ERLY EARNINGS AND COMON SPOCK PRIGES

j L Rt R T

Net Em‘r.ungs P Nel: Earnmgs ~-Share Pnce
- (3000) - Per Share
1986 . 1985 1986 . . = 1985 1986 1985
1st Quarter 890  (1,324) 21 @By ' 7.88/6.00 4.10/4.10
2nd Quarter 1,235 (38) 24 - (.06) © 10.50/7.25 3.15/3.00
. 3rd Quarter 2,054 285 . .55 46 12.75/10.00 5.00/4.75
4th Quarter 2,369 167 35 27 14.13/12.50 . 6.00/6.00
'
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1986 was a year of slgmﬁcanl: achievement

- for your company. Net income aftertax (in-

cluding tax loss carryforwards) amounted to
to a loss of $0.9 million
in 1985, The company has never earned more

- than' $1.0 million in the past. Total assets
. .increased to $130 million vs $41 million in

1985 while shareholders’ equity increased to

“$41 million from $10 million in 1985, Fully

diluted book valué per cmnmnnshn:ﬁhumud
by 183% to $5. E'El from $2.08 in 1985. After-

taX return on average common shareholders”

equity was 25.4%. This figure includes the tax
loss carryforwards in income, assumes all con-
vertible preferreds are converted into common

-shares (as they most likely will be) and is based

on the average common equity during the year
as common equity expanded considerably be-

cause of the public issue.

* The major reasons for this :u:gmﬂcﬂnt perfor-
mance in. 1986 were three fold: :
1] A tremendous inerease in Markel's tn.mkmg

_insurance business.

~ 2) A common stock issue of §20 ml.l'l'mn
3) Acquisitions. -

Keith Ingoe dncuss:s in greater dn:tml in his

report the reasons for the 3%]: year that.

Markel Insurance had in 1986. While the com-
pany benefitted from the demise of a major
competitor, Keith and his staff have done an
outstanding job in managing the company as its

business more than doubled during the {w
: r-

The business potential that Markel
ance faced allowed us to complete a public

financing of $20 million led by Wood Gundy -

and Dean Witter Reynolds. We sold 2 million
subordinate voting shares from treasury- at

$10 share. in July 1986. The issue was suc-
cessful because we were fortunate in hav-

“ing people of the calibre of Dick Falconer, Jim
Hinds and Joe Brosseau from Wood G and .
‘Bryan Smith and Rob Bell from Dean Witter

Reynolds working on our behalf. Rick Salsberg,
from Tory & Tory, together with Bob Karp,
were invaluable in navigating us through the
legal maze. It all culminated in a well crifted
prospectus which all sharcholders should
review to better understand our business. We
thank these gentlemen for their great effort and
welcome our new sharcholders. After months
of work, we were extremely gratified to receive
a cheque for $20 million from small and large

investors across Canada. We appreciate the

vote of confidence and will do our best to con-
tinue to earn it. The common stock issue was
2 significant milestone for Markel Financial

- as it placed the company on a very firm finan-

cial footing.

_ Financial stock. The am

-Whlﬂh hﬂ# only one vote and retain mull:np]u:,-;-- .

voting shares (10 votes) for. ourselves? Mlin.'llsr

~_because we wanted to control Markel Financia]

and manage the company to provide an above
m":ti# long termi return to s Iders, Our
multiple voting shares are not traded and ean.

be sold in the public markets only as subor-
- -dinate voting shares. Alsg, a takeover offerfor

our shares, if accepted, nnmc:lm:hrmgcnn R
- similar offer for all the common shares out- . ™
‘standing. A Canadian Tire type situation, . - -
distasteful, .:mnnundw:ll St

which we find
not happen with Markel anm:ml However, .

., we must add that it is extremely unlikely thar -
: mmﬂd;ﬂwmh&wﬁrﬁmﬂ' . o)
an offer came in at 100% above the current -~ -

market price. Thus, our mulupl: voting shares .

prevent an investor from getting an attractive
one time bonanza, Our feeling though, is thar

for this short term’ pain, there cou b-r: some’
excellent long term gains, Berkshire Hathaway,
for example, has experienced an unbelievable

' -increase in its share price from $20in 196510
~* $3300 currently. Any takeover offer for Berk- . " -
 shire Hathaway, though attractive in the shore -

run, would be hard pressed to match the long.
term returns that have been achieved.. For

- Berkshire Hathaway, tfusuafact Forusitis - -
only a goal! .

The public issue pmwdt:d us . with $18.4. -

million after expenses. After iding $5
-+ million in additional capital mﬁm

" . ance, we had $13.5 million available for acquisi-_
tions. Fortunately, we were able to complete
two_acquisitions in late 1986. We

Sphere urarice Company of Canada on -

September 2, 1986 and Morden & Helwig - -
Ltd., the largest

claims - adjusting firm in -
Canada, on October 27, 1986. We purchased

' Epht:rcfurﬂ mﬂhunca:hphtuﬁwmrnﬂm“-

of $2.8 million which is adjustable based on
loss reserves dmr:lnpmu:nt until 1990. Rui
Quintal and his team have run the company
for over five years. In the extremely risky busi-
ness of reinsurance their. rience and con- .
mwuw:undm'mm,g hwwﬂlhnidus in
ﬁod stead in the future. W: amalgamated with
orden & Helwig by paying its shareholders
$2.0 million in cash and $6.9 million in Markel
tioh was sup-

ﬁrwdhémr:rﬂ'?%ufthcmnrc:hmz B
orden Hdm,g!lWChﬂmeh:mnquw

5 Fun b'b anagement team led by Ken'
Polley. Under Kml's leddership, Morden &
Helwig has tremendous growth potential in-
Canada and abroad and we are excited to be
shareholders. To take advaritage of the growth

Nl T
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- nrmmu::nnd also to allow its employeesto
hggm shareholders again, Morden & Helwig
* is planning an initial puhl:: offering of subor-
. dinare voting shares and has filed the pre-
Irmmanr prospectus on March 16, 1987. We
- welcome the employees of Sphere Re and

: Mnrd:n & Helwig to our team and look fnr-
* ward to a long Tt
My, partngt, Steven Markel, in his rnpnr:

ﬂsiﬂﬂlﬂt—lﬂn

disciisses these acquisitions in greater detail
and shows how they provide further diversi-
fication.: Rui and Ken have reports an their own
npcrﬁtlnﬂs that follow.

-~ The two acquisitions made in 1986 illustrate
“some of rJv..- pl'lﬂcfplv::s that will guide us.in the . .

ﬁl‘tum

1) We w:li[ ‘acquire ::urnpamﬁ with good.

' mandgement already in [Jlacc.

' E] ‘We will not acquire companies unless we
_: believe: th:}r can achieve a 20% return on

- capital. -

3} Each :nmpmy will bc run mdq;mdcntly :
2o tthe targeted return

and be measured
"~ of 20% op capital invested. .
#} “Emnsld:r our stock as good as cash. We
 will not issue stock indiscriminately. When
" we isstic stock, as we did for Morden &
- Heiwig, we will ensure that we get as much
" value as we give,

.- Whenwe began our assn-cmtrﬂn with Markel .
L Fumnusij@I:mbﬁ 1985, Markel Financial - = .
company with only one subsid- . -
iary, Markel [nsurance. In fact, Markel Finan-

‘was a holdi

- cinl Was Synofymous with® Mn'ﬂi:'l Insurance.

Rﬂnﬂl‘kﬂhl}; in  little more than a year, Markel -
_ Financial is now operating in three’ different
* businesses. We think chis creates some confu- .
sion between the holding company and Markel

Insunmnr_ With your approval, we are propos-
. ing to change the name of Markel Financial to

FmrfaxF“umnciaIkumlmd Ifyouare - j

wondering where “F came from, you may

hcsurpm:dmknuwmanuﬁdnmmnwfmm'

a“name mmn'lmmu:irmuﬂwﬂmrdnf'ﬂlm
- tors but_from-Brenda Adams who is Keith
1Ingoe’s secrery. Brenda's logic for Fairfax -

Fair, fricndly, goquisitions - made sense to us
and thus the name. Markel Insurance will

- always use the “Markel™ name under which it

has done business for more than 35 yea
Markel Finanicial will be soon” moving to
95 Wellington Strect West in Toronto, David
Rooney has recently joined us as Vice-Pre-
sident, Finance and Thief Financial Officer

for Markel Financial. David comes to us after

11 years as’ Chief Financial Officer of Ault
Foods (a subsidiary of Joha Labatt) duting

 their underlying long

which time Ault achieved a significant com-
paound fate of growth in sales and carnings.
Since September 1985, we have developed

- a number of new investment guidelines and

policies for the management of our Insurance

. Company portfolios. First the operating re-

quirements of Markel Insurance and more
recently Sphere Reinsurance were reviewed

" and all excess funds were earmarked for poten-

ml long term investment. Cash and short term

3 mmﬁ at Markel Insurance for example have

from 47% of the investmens portfolio st |

. December 31, 1984 to 14% as of December

31, 1986. En:nnd. we have restricted the term

to maturity of the bond portfolio to less than
" five years unless unusual opportunities exist.

Finally, we have increased the proportion of in-
vestments in common shares and convertible
securities. As of [December 31, 1986, we had
$43.8 million in common stocks and convert-
ible securities.

For the benefit of new investors we rewerate
our- investment philosophy from last year's

.- annual report — “Our investment philosophy

is based on the value approach as laid out by
Ben Graham and practised by his famous disci-

ple, Warren Buffert. This means we buy stocks

nf Fmanclsin sound companies at prices below
term values. We expect to
make money over ume, not in the next month
or two. In fact, in the short term, stock prices

- could go well below our cost. In our purchases,

_we are always trying to first protect your capnal

" from long term losses (as opposed to short term
~ price fluctiations) before attempting to make

money. We do not speculate with your money
and thus, do not buy options, commaodities,
futures, gold and other short term trading

-« instruments. Over time, our investment philos-

ophy has served us well and we plan to stick
with it)" -

© In 1986, Marke! Financial realized about

$1 million from eapital gains vs $0.5 million
in 1985, Unrealized gains amounted to $1.0
million ar December 31, 1986 vs 1.3 million
in 1985. The total investment portfolio for

‘Markel Insurance was up 10.4% which was a
- mediocre result. Common stocks did well for

us in 1986 but convertible securities did poorly.

* Over time, we expect our common stock and -

convertible positions to contribute significantly
to consolidated profics of Markel Financial. As
of December 31, 1986, we had $13.2 million in
Natural Resources (particularly Mines) and
£3.4 million in the Banks,

Where does the stock market go from here?

- We don't know but if we had to guess we think

there are many long term secular forces that



could result in the stock market experience
of the 1950 being ted. While the Dow
Jones has more than led in the past four
_years, we should point out that in the fiftics
~ and sixties this i increased five-fold from
200 in 1950 to 1000 in 1965. We think there
will be ips and downs in the market, as there
¢ always have been, but we think there is a good
possibility of the Dow Jones rising significantly
: in the next five years. We continue to find good
long term values that meet our criteria.
: have one change among our-Directors
this year. Jack Hérbert will be resigning from
‘the E:dtdpmucd:hnim:rnts ile Ken
Polley will be joining the Board. We thank Jack
for his support and contribution during the

. year. Also, on your behalf, we would like to

thank the Board and the Management and
‘Emiployees of our subsidiaries for their sig-
- nificant contributions in 1986. Without their
help, 1986 would not have been as successful

Kl

as It was. .
 April 5, 1987 .

V. Prem Watsa

' Chairman of the Board
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OPERATING REVIEW

1'?315 was an eventful year for your company.
corporate operating resulfts were the best

-m uur hmmry }‘&m ew over 200% to
$53.7 million as compared to $17.1 million in
1985. Net income was $6.5 million as com-
pared to a Yoss in 1985 uiimn,um On aper

.'ahII: basis, fully diluted, net income was $1.35

a5 com to 4 foss in 1985 of $1.89. The

- 1986 results were benefited by the recovery

of deferred income taxes in the amount of
$L.7 millioa or $0.34 pe shace, fully diltited.

The growthin l?ﬂﬁm the result
of very f:lvﬂu industry conditians as well
as Ehc uisicion of § Reinsurance com-
Ea lnada and Morden & Helwig Lad.

m{n of these mmptnmprmdmmc holding

. COmpa in the insur-

o vkt o ke -
ance industry. In the case of Sphere Re, the
ialey is m reinsurance and with Morden

He ecialty is claims management
SETVices gc er with Markel Insurance, the
hu‘idmg l.':ﬁmpmﬂ now hes the diversification
as well as the ization necessary to meet
our future goals.

The consolidated financial stateraents and
resules of Markel Financial contained in this
annijal ¢ include the results of Sphere Re
from the September 2; 1986 date of its acquisi-
tion and the results of Morden & Helwig from
October 27, 1986. The annual and five year

dataon these companies is.provided to offer .

a complete tm:l mcmmgful discussion of l:l'j:r.:
upﬂ‘auﬂﬂs :
In last year's annual report we defined two

" important financial goals of the corporation.

L Y

" isinclu

The first was to achieve-a return on equicy of
20%. During 1986 we exceeded this
casning & Tetucn on eguity of 25.4%., We were

abile to ammmﬁmmﬂ '

company carned excellent returns. For M
Insurance the return on equity was 43.9%,
for Sphere Re 11 4% and for Morden & Helwig

 40.5%. :
Our Encﬂnd ﬁnam;ul] goal was to maintain a
high level of financial secyrity. The goal was-

achieved both as a result of the company’s pro-
fit as well as the successful share issue h

‘together have increased shareholders’ equity

w $41.3 million. Each of vur operating sub-
sidiaries ‘has sufficient capital to support its
operation and the holding company has addi-
tional furids to enable it to take advantage of

_ any opportunities which may arise.

e ol insurnee company ‘*fm"]m" snumi
undmrntmg and adequate c rcs:rvlng

.are also important clements in maintaining

financial security. In each of these areas we
have devoted much energy to insure our suc-
cess. To assist us in evaluating our outstanding
loss reserves we have retained outside actuarial

consuitants. The report of The Wyaee Company .

-confirming the a of our loss reserves
inlﬁi:lnm_mqubﬂﬂ.ﬁﬂuﬂi:lpm-

; l'ﬁl'-"l:l'!l'.

- Morden

jections arc based on assumptions about the
future and involve s degree of uncertainty,
We believe, as do our consultants, that we have
iébquﬂﬂhfprmddfwmrmmndmg losses, -
and that the projections are based on reason-
able assumptions. '
There is currently a proposal hcfore the
Ontario government the impie-
mentation of a form of privately ai tered
“no fault” automobile insurance for personal
injury hesed upon frst party, rather thea thicd
party, liability. The has been referred
to a commission of inquiry for study, and a
report is expected by November 1 7. This
report is expected to form the basis of further
consultation with th: industry and with other -
m[} with thiese
ue 0 Uncertainty with respect to pro-
posals and their likelihood and timing, we are
unable to estimate the impact of such proposals
on our future operation. Implementation of a
ive “no faul” regime in Ontatio
could reduce the amount of our instrance and
adjusting business in the motor vehicle seg-
ment in the province, However, the importance
to the company of motor vehicle coverage and
claimis hlndlmg in Ontario has diminished in.
bu and“;gtll':?h ::mphﬂ mmuf
siness ic is is
trend is expected to mnnnu:. Gurmm;hr 249%
of our total revenues, comprising 38% of total
insurance premiums and 15% of claims man-
agement Tevenues, afe atributabie to motor
w.':hn‘:lm in Ontario and include out: ince

cm:ng:nn Ontario based vehicles. We believe
-chat if Emnwrmnmmﬁmmmdﬁmd

our insurance operation may expérience an
overall seduction of premium revenue which
would be offset by lower claims costs expected

to result from a firse party no fault system.

Claims management revenues would be re-

- duced but this impact covld be parvially offser

by acericion amongse smaller, less dwcrslﬁ:d
independent claims adjusters, -
Inlmﬁ}wr'smpul‘rﬂtpmnmndmlmkfw
opportunities to expand in the insurance indus-
try, but to do so in specialized segments of the

- market.. We believe the acquisitions of Sphere
- Re and Morden ﬂt Helwig are excellent fits

al. As a service business,
'Helwig should not be adversely
affected by: chmgm in the insurance under-
writing

While our u mmpu.m-:s.a.ll parcicipae
in dﬂ:mﬂn;ﬂih?s of the insurance m;iu[si:rj and
provide Iding company with both diver-
sification and specialization, each operating

company is run independently. Each is a sepa-
rate, self-sufficient o ‘responsible for
its own Opetation: 323 profitabilicy. While the
operating companics do business wicth each
other, the amounts are modest and in all cases
l:-nmd on nrms-l:ngl;h business relationships.

Lo our. Orate |



Th: insurance. marketplace continued the
trend established in 1985 of firm prices and
limited nmi]:hﬂmynfm'[‘lmmﬂk:t- .
plmx: enabled our insurance mmp%pem :
tions to enjoy very successfu ¢ the
insurance industry is now in its rnmm*y we
can see signs of increased competition.
“ﬁ:mqgm the market place will continue
- to be tight thruughnuttlmymundﬂmuw:

apprmr:h 1988 downward pressure on insur-
ance prices may well return. Should this occur,
. we are commirtted to maintaining our mum:l
undmmung standards and will r:ﬁm:

ate in any future rice war. With the wm‘* .

ification comp! in 1986, we believe we .
wd]hcablntunchmuurpmﬁtgmlsm-ny
market environment. -

. As we look toward l?ﬂ?mm:pmmnunuﬁ_
'gr-cmrth in each of our operations and we will
continue to look for further opportunities to

expand our business profitably.

April 5, 1987~

Steven A: Markel .
Fh:ud:nt and Vice-Chairman
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Mukd lnsumm':: Company of. Canada is
e filh'mmﬂdmpmwdmgpmwnnnd -

insurance and related services to the

o '_truuk:ng industry, It specializes-in mnlrmg

small to iflnnu::hm:rj Canadian long-haul common
. carrier- flects against - property  damage and
“public liability. In addm-::-n,,r]w company writes -
a.small portfolio of cargo insurance and um- .
" brella/excess liability insurance, - :

- During.1986, the market rcnumr.d firm
ge property and casualry

¥ insurersfrom the market and the insolvency of

- controls &

. “creased to $51.6 million from $
1985 and the earned premiums Increased to

- $34.6 million from .IHmﬂlmlL Premiums from
. long-haul trucking policies accounted for 97%
I'.-ﬂf s written premiums. The balance is

, - --one specialty truck insurer. This created a very
- . positive market environment which enabled

' .the company to sell

adequate premiums, imple-
underwriting and loss prevention

d to Write more b'.mn:ss
of this was that gross written premiums in-
.3 million in

ment §

e up- from cargo lnl:l umbrella/excess

it I:rusmﬁs :
The average number of power umts in-

creased to 7,724.from 3,748 of the previous

£+ year. Ontario acéounts for 57% of premium in-

L P S

A, gl TR e ot R

come, with another 29% from Quebec. The
Maritime Provinces provide about 10% and the

_balance is from Western Canada. -
~_ Throughout this period ufu:mpuamlymuﬂ'l

the company maintained adequate pricing,

- sound underwriting and loss control practices.
" These features, combined with efficient claims

" handling routines, held the incurred losses in

check.

e loss ratio shows a significant im-

" provement to 71.9% compared to 96% in 1985.

A Claims Reserve Analysis Committee was

3 c:amh&mh:d in 1986 and meets- quartc.tl;r

The resule -

. - FINANCIAL SUMMARY ($000) ~~For the years ended December 31 ;
TN e w000 1986 L 1988 1984 1983 1982
- - Gross premiums written 51,615 - - 23,415 21,064 24,326 26,732
.- Net premiums earned ' 34,633 14,049 16,616 19,620 14,443
Net incurred losses 24,614 . 13,533 17,588 14,598 11,101

".Nﬁtrsummﬁmun& : 0 g 0l o _

. * . __Operating expenses’ . 7,363 : 4,.14'?-- 5,646 6,958 4,801
* ... COMBINED RATIO . 92.4% 125.8% 139.7% 109.9% 110.2%
~ Underwritingincome (loss) -~ 2,656 - ~(3,631) .. (6,619) (1,934)  (1,384)
. JInvestment income. - - 4,297 - 2,850 2,150 2,104 1,744
..+ Earnings (loss) aftertax . - . 5,612 ' (781) . (4,468) 178 123
" Total assets ' 70,584 - . 38,472-° 29,875 . 32,048 26,226
¥+ .~ Shareholders’ equity 18,082 7471° 3,252 6,720 6,542
. RETURNONEQUITY . .43.9% - - 2.7% 2.4%

m:;ui'c that both our claims incurred but not
reported and case rescrves are adequate to
meet future claims payment requirements.

- This activity: is supported by semi-annual

audirs of case files to ensure that our reserving

- miethods are producing adequate reserves.

‘During the year, Markel strengthened the

* - staff complement. Seventeen new positions -

- were created,. bringing the total to SiXty-two.

= thmughnut'mﬁil: of the year due'to the with- - -
o« ‘drawal of several large (e

This cnnhln:l the company to improve service
mammnnm:pmbklw:l year end. In addi-
tion, it‘was necessary to expand the offices in
both Toronto and Montreal to meet our accom-
modation needs. In spite of these increased
costs, the operating expense ratio was reduced

 tor13.4% from 18.7% in 1985. It is also inter-

esting to note that our total acquisition and

- underwriting expense ratio of 21.3% is much

lower than the lndustnr average of approxi-
mately 33%. This is due to the specialty nature
of our business.

The Combined Ratio for the year was 92.4%

- which translates into an underwriting profit of
- $2.7 million. This is an excellent turn-around

from the 125.8% combined ratio and $3.6
million underwriting loss of 1985.

‘The infusion of $5 million of capital in July,
combined with the substantial increase in busi-

- ness durmgﬂwym built the investment port-

folio to $59.5 million. This, in turn, generated
a record investment income of $4.3 million
which compares quite favourably with the $2.9
million in 1985,

Before tax earnings amounted to $7 million -
a significant improvement over the $781,000
loss in the prior year. Shareholders’ equity is
now in excess of $18 million, which is more
than adequate to support the premium growth
and pnutmn us well for the future.

We anticipate that the market will maintain
a ﬁrnm::ss ghout most of 1987. However,
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competition is increasing as a number of com-
panies who wichdrew wichin the lasc few years
are returning to the marketplace due o im-
proved industry results. In addition, there are
indications that there will be some new entries
from thc United States.

In spite of the increasi activity, we intenid

‘to maintain our sound underwriting, loss pre-

vention and pricing integrity. Through continu-
ing our concentration on the ment of

the less price-sensitive, small to medium-sized

account and the implementation of a revitalized .

marketing plan whn:h includes diversification

into other specialty product lines, we expect

in be able to meet our income objectives t'ur
987.

We also intend to focus a good deal ufal:tcn
tion on further improvements in customer
service through upgrading of otir automation
facilities and taking the time to establish sound
working relationships with our pﬂlmyhﬂldcrs
and brokers. .

Overall, we are extremely proud of our.
lccnmpllshmc:nts in 1986, as we either met
or exceeded the results for which we planned.
An excellent effort was .made by our staff -
under somewhat difficult conditions at times
to achieve this level of success. The Manage-
ment and Directors of the company :
this feat by way of an émployee bonus. As a
result, employee morale is at o high level. In
addltmm Khrk:l appreciates the support it
received from its policyholders and brokers.

-We recognize that we will face new
challenges in 1987, including the [:msm le in-
tervention of the Dnmnu Government in auto-
mobile insurance. However, we are confident
that we have planned pur activities well to
manage these challenges and that these plans
will be successfully executed.

April 5, 1987

Keith E. 1
President and Chief Executive Officer
Markel Insurance Company of Canada
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FNANCIAL SUMMARY ($000) For the years ended December 31

1986 1985 1984 1983 1982
Revenues : 30,939 27,398 23,331 23,119 30,918
Earnings before y
extraordinary jtems 1,423 1,304 660 74 57
Earnings after tax 2,155 . 1,764 740 74 - 57
“Total assets ' 14,501 14,121 - 12,475 12,178 13,922
Shareholders’ equity 6,219 4,429 2,684 1,986 1,905
49.6% 31.7% . 3.8% 2.0%

RETURN ON EQUITY _* 40.5%

Morden & Helwig Group Inc. is an indepen-
dent insurance claims management company,
which, through its subsidiaries, is en in pro-
viding claims adjusring, appraisal and loss manage-
mcnr. SErvices. company is Canadds largest

tinsurance claims management com-
parr,r with 135 branch offices in all provinces of
Canada and in the Yukon Territory, pn;undmg ser-
vices to a wide variety of i msummmn‘;fan
self-insured organizations. Morden Hclwlg's
core business of claims adjusting gr-nr:rlt:s
proximately two-thirds of its revenues, with
remainder being derived main 'lihicmm appraisal

and loss mam?ncm has
a total of 57 lugrocs of whlch 300 ‘are
licensed claims id raisers.

In 1986 total revenues mm:m:i by 12.9% to
$30.9 million, due primarily to the mnsnhdmun
of a full twelve months operations of subsidiary
Centapp Services compared to consolidation of
only four months in 1985. While the total number
of claims managed in 1986 declined from 1985,
mainly due to excellent weather conditions across
Canada, claims of a more complex nature wc::
handled,

An increase in sales and nmk:tmg expenses
in 1986 reflects growing on sales 1o
national accounts, including self-insured organiza-
tions. Higher legal, audit and management ex-
g:mmuamultnfm: n of Morden

Helwig with a Markel Financial Holdings sub-

_ mdnwmnﬁumpmhynrﬂmm“m interest

X

Ernm b-:fﬂﬂ: mtrmrdm items of $1.4

iﬂlunmmtam:fhjr? 195 over 1 » and 4 refund
of surplus contributions to the company’s pension
plan and a settlement-of lncﬁtmn brought final
profit for the year to $2.2 mullion, an increase of
22.2% over 1985.

"There is currencly a propos
government recommending the implementation
of a form of privately administered “no fault”
automobile insurance for personal injury compen-
sation based upon first party, rather than third
party, liability. This proposal may ultimately have
4 negative impact on our revenues, however, the
importance to Morden & Helwig of motor vehicle
claims in Ontario has diminished in recent years
as the company has diversified its lines of business

mdgmgraphmmpq!ﬁm and this rend is ex-
ue. mmpan'_-_r_tsnmu:s that

10

al before the Ontario -

approximately 15% of its revenues for 1986 were
attributable to adjusting services in connection
wﬁl “ﬂ{t vehicle claims in ﬁf\‘;l:anu -
or Helwig's strate internal growth
in Canada has three as M%Fmtum i5 to
capitalize on the dl.-.m:nd for full claims manage-
ment services resu from the trend toward self-
insurance by corporations, ments and gov-
ernment agencies, and of the trend toward large
iNSuUrance Contracts br:masmi:mnttm by groups
uli; insurance e an mn:ﬂslng number
g bﬁﬁnﬂlﬂ' EOVEramEnt  OfgRtizations
choose to self-insure, the demand for full claims
management services is likely to increase. The se-
cond aspect is to promote specialization among -
nur idjusm in our traditional business, thereby
enhanced use by insurance company
u;l|mts of these t:fﬂy specialized personnel and
L is to broaden our range
nf loss manag::uwm. services to clients,
The company also plans to increase market
share in Canada by further acquisitions of exist-
indépendent claims management firms, Many
“}grhr,s: companies, which are often family-
controlled, have swrong local or regional market

position but are less ﬁnphusu-:a in their ap-.

ch to claims and are less :ummami
mlms haql:lh:qmifdnmw acquisition of
such companies, & Helwig believes that
it can gain experienced personnel and increase its
local or regional presence. The company is also
exploring m:pmsmn through acquisition of in-

dependent claims ment com in the
Unu:d States and :hl: tndEm ﬁm "Iu':: pre-

pare for our expansion Morden

to raise $15 million in an ini m:Ipul:lluz Ecrmg to
position the company to take advantage of expan-
sion opportunities as they arise.

‘We appreciate the outstanding contribution of
all of ﬂur ﬂnplum to our record 1986 results.
We are in a period of change with a positive out--
look, and we are anticipating it with enthusiasm.

Pu:i'.tdm:md Chicf mum Offscer
Morden & Helwig Gmlq:r Inc.
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FINANCIAL SUMMARY (5000)

Fm‘d’u:yunmdad[l::mnh:r.!l

Sphere Runsuran-::: I one uf only two Gana—
dian owned reinsurance writers. The company
is n:glsla:rnd under the Canadian' [nsurance Act

-and is licensed to write all classes of insurance

other than life. Property tisks sepresent: the

largest part of Spheres premium volume while

. auto and casualty 1 risks make up the remainder.
'Propnrtmnal treaties account for Lh: majority of |

premiums.

In 1986 net p:r.:mnums urm:d rose 35% to
$16.4 million. This substantial increase re-
sulted I]:rlmmlyr from :h: following: :

needed rate mc:ﬂass:s introduced by
 the industry during the | past eighteen months
now being felt at the reinsurance level,

- shumg: ‘of reinsurance capacity. which led

to substantial -rate increases in Ih: .:xc:ss

of Joss sector, -
— an increase in our net retention to 100% in

- 1986 from 89% in 1985.

~ While the loss ratio improved to 8% in 1986
from 8Z% in 1985 our clalm‘s rience was
admm:l',r d by some major events. In
1986 large claims arose from a major fire in the
Alexis Nihon col in Montreal and a severe
ontreal. Prior years claims
dcvc]npm:nt: were particularly aggravated by
a loss in a potash mine in'western Canada and
our participation in two cancelled casualty

treaties. The premium increases and an im-

‘proved loss experience other than the above
listed cases lowered the-combined ratio to
110% in 1986 from 116% in 1985, which re-
sulted in a reduction of the underwriting loss to

£1.6 million. Our. claim reserves have been

certified by an independent actuary and at
December 31, 1986 totalled _S]S‘El million
compared to $8.9 million at the end of 1985.

11

1986 1985 - 1984 1983 1982
- .Gross premiums written 17,506 15,352 - 14,229 13,400 14,197
Net premiums earned 16,359 12,162 - 9,751 8,427 6,202
Net incurred losses 12,693 - 10,000 - 7,547 5,966 5,713
Net commission & ; E - .
operating expenses 5,308 4,101 3,430 3,083 2,163
COMBINED RATIO 110.0% 115.9% 112.6% 107.4% 127.0%
Underwriting loss 1,642. 1939 . 1,226 - . 622 1,674
Investment income .. 2,855 - 2164 - 2,005 - 1,700 1,499
Earnings (loss) after tax i BOF 262 779 1,078 (175)
Total assets 31,352 24,636 21,035 18,572 16,877
Shareholders' equity 7,487 6,680 6,419 5,640 4,562
11.4% 4.0% - 12.9% 21.1% -

" Overall investment income improved in
1986, Net interest and dividend i income rose
‘to $2:4 million as a result of an incredse in the
size of the portfolio, partly offset by reduced
interést fates and dividend vields. Capital gains
n:al:acd mcr-:und 1o HEEI ﬂ-!}l] from $84, 000

.in 1985.

‘Asa {mult of thc improved und:ﬂmtmg per-

.t'unnnm:c ‘and better investment results net
- earnings for the year

were $807,000, up 208%

from $262,000 in 1935

In 1987 dmcmnpany is |l}ﬂ-k.1:l'.lg for continued

- improvement in underwriting results and higher

volumes as a result-of much better pricing
already established in the marketplace.

We would like to take this opportunity to ex-
tend our thanks to our employees and brokers

 for their mintlnumg suppurt

ﬁ:;

Pspnl 5 1987

L. Rm Du:nml :
President and Chi :EExccmum {}ﬁ’m
-Sphere Reinsurance Company of Canada
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" » Maintain 2

. Markel Financial Hﬂm :b financial ser-
company jective is to
achieve a high rate of return on invested capital
and thus to provide an above l:mgn:rm
return to sharcholders. Th: company’ nfn
are to maintain a return on equity of 20
crease earnings and asset values, and maintain
r.':]‘g] level of financial security. Markel Finan-
u to realize grnwth in our-existing

specialcy Jnsunnm: operations and look . for

-acquisitions in the financial services industry

that will meet our return criteria and provide

- further diversification. To avoid dilution of
shareholder equity common shares will only be -
- issued to the advantage of all shmhulders

We have established goals and strategies for
our-Markel Insurance subsidiary as set out

- below, and will, over the next few months, de-

velo l_r specific guals and strategies for Morden
elwig and Sphere Reinsurance to ensure

5 nchmm:m of our corporate goal of maintain-

mg a Z0% return on equity.

: h‘lﬂrl::l ln:uranue _Gnmpnn}f- Gnalsnn'd
- Strategies
' Gﬂalurﬂmmgmh:whmn:sublﬁhadm

_several critical areas mnludmgF*ummul Under-
'wnl:lng, Rr.uﬂurmm, Glmms and [nvﬁtmnnt

_Fmanclal i

~ ® Achievea l'l:l'.l.ll'l'l.m'l equity of EU% We h::-

h:m: a 20% return on shareholders’ equiry
* over time is a level of profitability which will
enable us to maintain reasonable growth and
fairly reward shamhuldm investment. -
level of finanicial security.
While insurance buyers often overlook this
critical aspect of the i instirance product, we
- _believe in the Iung run it will pm‘mﬂ:valm

; Und:nvntmg

* ‘Maintiin a combined operating ratio no
-worse than 100%, Wh::nm:ad‘umaumn

bined ratio of 100% our

- tions break ‘even and investment income
flows to the bottom line: “Tb achieve this we

- have set more detailed objectives in pricing,

underwriting selection :m:l the adequacy of

loss reserves. .

Reinsurance -

- Markel Insurance’s primary reinsurance gual

is to maintain sound reinsurance with finan-
cially solid reinsurers. In order to achieve this

goal we must continue to Elywmd under-

writing and pricing stan to our business
to assure our :cmsurcrs a rcﬂun.ahlc profit.

12

ﬂpl:‘fl"

Ehums :

* Investigate, m:gmmm and settle all claims
quickly and fairly.

» Establish adequate loss reserves on all open
claims. By closely monitoring claims activity
and settlements we can better determine the
edeq;r:.‘yuf our loss reserves and better pro-

ture costs enabling us to more accu-
ratt:lf,r price our pmdm‘:t Additionally, we
have established a Loss Reserve Evaluation
Committee to review and monitor our loss
development on a quarterly basis.

Investment

- Qur primary investment goal is to generate

sufficient investment income to ensure
achievemnent of the company's goal of a 20%
after.tax return on shan:huldm equity. We
attempt to obtain the best long term return
on'our assets, within the lations of the
Department of Insurance, by investing in
common stocks and convertible securities to
achieve long term capital gains, and unless
special opportunitics exist, we plan on limit-
i.ngkl::c term of our fixed income investments
' s than 5 years.
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FOR THE YEAR ENDED
DECEMBER 31, 1986

13
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CONSOLIDATED BALANCE SHEET

14

ASSETS 1986 1985
($000%) (B000's)
CASH, ACCOUNTS RECEIVABLE AND PREPAID EXPENSES
Cash, term deposits and short-term investments 24,389 8,821
" Accounts receivable (rose 7) 16,748 6,036
Claims adjustments in process 4,383 -
Deferred policy acquisition costs 3,936 834
Accrued interest 1,011 624
Prepaid expenses 550 63
# : 51,017 16,378
INVESTMENTS (note 4)
Bonds = at amortized cost
(market value - $30,635; 1985 - $20,140) 29,893 19,153
Preferred stocks — at cost
(market value — $14,150; 1985 - $1,295) 14,657 1,260
Common stocks — at cost
(market value - $27,499; 1985 - $3,454) 26,694 3,084
Other investments 63 —
; 71,307 23,497
FIXED ASSETS (wove 5) 1,983 175
TRUST FUNDS 432 =5
~ GOODWILL ‘5,106 -
DEFERRED INCOME TAXES — 1,427
: ' 129,845 41,477
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LIABILITIES . 1986 1985
i o ($000's) (§000')

ACCOUNTS PAYABLE '
Payable to reinsurers (wote lﬂ 5,815 2,617
Premium deposits 4,739 1,343
Bank loans fworte 7) 2,176 -
Accounts payable and accrued liabilities 6,468 967

~ Deposits from unlicensed reinsurers 5,561 2,378

- Income taxes pm@h__ : N 1,173 A5

Arime e, 25,932 7,305

 'PROVISION FOR CLAIMS - 40,236 16,839

UNEARNED PREMIUMS 17,121 6,954
FUNDS HELD IH TRUST 432 o

- NOTE Pﬁ‘iﬂl\ELE {mkr 13(a}) 2,800 —
MORTGAGE PAYABLE 200 -
DEFERRED INCOME TAXES 1,322 —
-MINGRITT l]*-ITEREST ' 827 -

88,570 31,098

'SHAREHDLDERS EQUITY o

.. CAPITAL STOCK fuore3) 38,858 13,138
RETAINED EARNINGS (DEFICIT) 2,417 (2,759)

PN s | - ‘41,275 10,379
129,845 - 41,477
Signed on Behalf of the Board:
W Director
Director
15

L 25t R

as at December 31, 1986
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CONSOLIDM‘ED S’IIATEMENT

OF DPERKI‘IONS
(- . Forthe year ended Décémber31, 1986 - . . ' 1986 1985
AT Sl i ($000%) ($000%)
OPERATING INCOME ;
:  Premiumsearned - - - 40,885 14,049
* .. Claims Idjll!lmtn[ft:tﬂ i - ' : - 6,850 —
: Elthmr ml:l;mu: ; ko id Tl - 368 119
: ; : : ' 48,103 14,168
; WMMIHEDME
* " Interest and dividends : : - 4,678 2,455
: Realized gains on disposal of investments -~ ' 2 - 052 459
G L SR s : 5,630 2,914
s S NGO - 53,733 17,082
| E}{FENEES Ry i
.:- * Losses unclmms mcurr:d ' : o o - 28,193 13,533
i ."[}ptﬂungmd mvcsu:wntcxp:ns:s b e o, - 12,144 2,906
. Agents’ commissions i ; 3,281 2,112
z -Rmnsunnm: mnmusmns E : b i - 1,030 (589)
i 3 TS O e S ST L 44,648 17,962
¥ NET: i?iaaﬂimes (LOSS) BEFORE INCOME TAXES ~ = - 9,085 (880)
© PROVISION FOR INCOME TAXES fnote 11) = .. La e 184 30
“. .. NET EARNINGS (LOSS) BEFORE Exrmknmam ITEM .
¢ - AND MINORITY INTEREST - 4,901 (910)
..~ EXTRAORDINARY ITEM - ﬂEchERv UF I]EFERHED o
- v INCOMETAXES = _ RS -
. MINORITY INTEREST . AR (64) -
."NETEERHINGS (LOSS) FOR THE YEAR L 6,548 (910)
" . EARNINGS (LOSS) PER SHARE BEF{]RE |
¢ EXTRAORDINARY ITEM — |
. .‘H.a_mr: i . _ - % : - $1.95 $(1.89)
. Fully diluted ' ' $1.01 $(1.89)
.- EARNINGS {LOSS) PERSH.&RE AFTER
LRhs -mnRDINARf ITEM -
" Basic -, - . - I $2.78 $(1.89)
: _FuIIy dllur.ad e B RN $1.35 $(1.89)
. CONSOLIDATED STATEMENT OF
. RETAINED EARNINGS ©eric
For the year ended December 31, 1986 : - 1986 1985
. i o e (5000%) ($000')
- (DEFICIT) - BEGINNING OF YEAR (2,759) (1,546)
- Edrnings (loss) for the year 6,548 (910)
" Dividends'on prdﬂrﬂdlhm (1,044) (256)
. Share issuance costs fwoee 3(c)) (328) (47)
4 '-'__REmrqED mmﬂs mmcm END{}F mm 2,417 (2,759)
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1986

1935"
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For the }'i:u:r.nd;d Dmh:f 31, 1986
: ; ($000'5)° MI} .
OPERATING ACTIVITIES VR )
Net earnings (loss) for l:h-r. year before :xtuurdm:ry item and £ .
minority interest y 4,901 (910)
Items not affecting cash -
Depreciation and amortization of fixed assets 108 - 197
Amiortization of goodwill 116 -
Deferred income taxes 2,749 30
~Realized gains on disposal of investments (952) (459)
: ; 6,922 (1,142)
Increase (decrease) in provision for claims 23,397 - (2,116)
Increase in unearned premiums : 10,167 3,208
Decrease in cash funds resulting from changes in other operating . - i ;
working capital items other than cash resources (8,378) (2.377)
CASH RESOURCES PROVIDED BY (USED IN] OPERATING : :
ACTIVITIES 32,108 (2,427)
INVESTING ACTIVITIES !
Bonds — purchases (5,529) (10,830)
— proceeds on sale 5,735 3,434
Preferred stocks — puichases - (9,020) . (1,260)
- proceeds on sale 389 153
Common stocks — purchases, (22,923) (3,439)

. —proceeds on sale 3,551 1,956
Purchase of fixed assets . : (B9 (5)
Proceeds on disposal of fixed assets 3 5
Acquisition of subsidiary companies (15,806) -

: : (43,689) (9,986)
FINANCING ACTIVITIES
Issuance of capital stock (wote 3(c)) 25,721 9,305
" Dividends.on preferred shares (1,044) (256)
Share issuance costs (note 3(c)) (328) (47)
_ Issue of promissory note 2,800 —

: | 27,149 9,002
INCREASE (DECREASE) IN CASH RESOURCES - 15,568 (3,411)
CASH RESOURCES - BEGINNING OF YEAR 8,821 12,232
CASH RESOURCES - END OF YEAR 24,389 8,821
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‘have accounted I’nrum.g
- whcrch-gr the assets and liabilities of the acquired
recorded at their fair value at the date .
«of acquisition, and the results of operations of the

'!‘h:up-armum-nftiummpmymd its subsidiarics

: rdampnnclpaﬂfm:hnum reinsuring and loss -

adjus ty risks on commer-
nq;“hmni 'Igle significant accounting policies fol-
Iu*n':dhjrtl'mwmpm-fu:uﬁullm

Principles of consolidation :

- ‘The consolidated financial Ihtﬂrrl:n'.:.'l include the

accounts of the subsidiaries Markel Insurance Com-

Gnm : of ﬂnmdl and

rden & Helwig mg;mﬁl:inl; inter-
company: balances and- ‘transactions have been
eliminated. The acquisitions of Sphere Reinsurance
nfﬂlnnhmdMnrdmdtHdmghmmd

the purchase method

: Ey of ':I.Tlldl.. Markel Service Canada Limited,

COMpanics arc

al:q.nm:l mmmmuhdﬁdim the date of ac-
quisition. Minority interest on the balance shect

~represents the interest of the minority sharcholders

in the net assets nfthl: cm'npmfn subsidiaries.
Premiums

-Premiuns are taken into income mnll,:l'.mugtmut
" ..the terms of the related policies.
' deposits secure the payment of premiums and

refundable, they are not taken into-income unlr.':as
default in payment of premiums occurs.

Claims adjistment

The company records its: i.'l'l"l'ﬂ:l'ltﬂr'j' of claims ad- -
" justments in process at their estimated value at year-

end,; and management has determined the claims
adjustments in process at year-end through a com-

. plete phwml count of related files. Claims adjust-. -
ment fees arising therefrom are accotnted for on an .

estimated p-:rcnnug—u-f-clmplcunn basis.

" Deferred policy 'llﬂll.lllll‘.ll:ln costs :

The costs incurred in acquiring premiums are de--
- ferred, to the extent that they are considered re-
- coverable, mdr.hmlmmumd over the same period

. - as the related premiums are taken into income.

Investments
Burrdsmmnmﬂntnnnmdcm:pmdmgﬁwdm

- amortization of the discount or premium over the

term of the investment to the mawrity date. Pre-

 ferred and common stocks are carried at cost.

pn:mlum .

'NOTES TO CONSOL]DHI‘ED
- FINANCIAL STATEMENTS -

1 EUMI'-MRY GFSIGNIFIEA.NI‘
- ACCOUNTING POLICIES

immﬂlmmm: '
Inmm“mrdadumutmﬂmdu-
count of premium on a bond or debenture is amor-
tized on a straight-line basis to maturity. Dividends
mmdﬁdnumm:mdurmﬂ:hmﬂmnsm
losses realized on the disposal of investments are
uk::umm mmmcnnﬂle date nfd_lspuul

Claims
Claim pn:#mnns are established tlm“cn: Imm
method as claims are reported. The provisions are

subsequently adjusted as additional information on

vl ﬂmunmudunuun:ufa:hmbmmﬂhnm'

during the course of its settlement. ‘A provision is
also made for claims incurred but not based
on the volume of business currently in andthe .

‘historical experience on such late reported claims.

Translation of fnun;n currencies

- Assets acquired and liabilities incurred i in fumgn

currencies are translated into Canadian dollars ar

December 31 exchange rates. Income and

expenses
mmshmd-tth:mummtﬂmmdw

 date incurred. Realized and unrealized gains and

losses on forcign mhm,g: are rmnmrz:d in r.l'n:

- statement of -qp-:munm.

Fixed assets - - :
Fixed asscts are recorded at their original cost less

-accumulated depreciation and amoruzation. Lease

inducements received, less direct moving costs, have

‘been applied against leasehold improvements and
: mnmrmudmmefullmmufdur:hmd lease.

tion and amortization are recorded to
depreciate the fixed assets ‘over their estimated

- iseful lives on the following annual bases:
.Buildings - 5% declining balance
- Furniture and fixtures = 20% declining balance

~ Leaschold improvements - straight-line over th:

term of the lease :
Automobiles = . 30% dmc:lmm; hlll.m:c
Goodwill

Goodwill is recorded at cost and lmurl:m::d ona
straight-line basis over 10 years.

' Income taxes

Income taxes are m:-mdn:d using the tax l!locatmn

method.

2. CHANGE IN ACCOUNTING
POLICY

mdnummun nnck.sﬁ'mﬂmnﬂwnrduc

‘The company hn dungﬁd its policy of accounting
for preferred

Lo Cost.

The cffect of this chiange has been to decrease the
assets and shareholders’ equity of the company as at
December 31, 1985 by $303. .

3. CAPITAL STOCK -

{a) Authorized capital .
The authorized share capital of the company

" consists of an unlimited number of preferred
shares issuable in series, 2,348,000 Series | -

preferred shares, 2,874,000 Series 1l preferred
- shares, an unlimited number of multiple voting
ﬂmm&munlunmd number of subordinate
'Thprdﬂrﬂd:hm'-lﬂllmnkprmrmm:

18 -

mu.l.luple voting shares and the subordinate
voting shares with respect to the payment of
dividends and to the return of capital in the
event of the liquidation, dissolution or winding-
up of the company.
Th:l:rnld:rsuhhcﬁmﬂ referred shares
and multiple voting shares entitled to ten
votes per share and the holders of the Series Il
preferred shares and subordinate voting shares



For th: year =nn:|=d Decemlmr 31, 1986 Gn $000' .mepit pm' -h-re -mmu} 8

- shares and le
controlling sh

will be -.mmla:l to one vote per share. Under
certain circumstances, such as a significant
reduction in the numhqr_ of Series Mﬁ
voting shares

Iders of the company, the
number of votes attached o Series | preferred
shares and the  multiple voting shares will
automatically and permanently be reduced to

‘one vote per share,

The holders of thi:: Series | and Series 1l
preferred shares are entitled, in priority to
dividends payable on the multiple voting or
subordinate shares, to receive cumula-
tive cash dividends pthl:Wum
annual rate of $0.363375 per s

‘The Series | preferred shares are redecmable
at the option of the company at a price per
share of $3.23 plu: ll‘.'CI'IJ!Gd and unpaid divi-

the implementation of the share capital
reorganization described in i) above, their
mm ‘mrﬂpamnmuﬂfm Eﬂm:'ulli |
coniem ;i

_. the ¢losing of the issue of subordinate
voting shares described in note 3(c) below.

iif) - All holders of the 1,503,000 issued and
" common share warrants '

outstandin;

agreéed on June 3, 1986 to exchange, after
-the- unph:n:l-unn of the share capital

described in'i) above, their =

warrants for subordinate voting shares
'_tmwmpnumnu:ljt with the closing of .-
the issue of subordinate.voting shares
described in note 3(c) below, without
payment of cash consideration for a value
' répresenting the difference berween the

price of the subordinate voting shares L

dends to the date of ent, at any time aftcs offered under note 3(c) below and the .
September 26, 1 . warrant exercise price of $3.80.
(b) Share capital reorganization (e} Shard sus s
i) ‘Avmeetings of sharcholders held on June :
-L”ﬁl'?ﬂﬁgs O s gk 'D'n]ulerE 1986, tl'i-:m'lnpm}rml,md

obtained for amendments to the articles of
. dmmnmwmunmd:hnmm:nfmc
Series Lprr.i:rred shares, create a chs:h of
" mul voti Eh-ﬂl‘ﬂ. reclassify the
l:nm“rgun shuﬁ as subordinate . votin
shares, and create a new l:ll:: of Series
.preferred shares.

i) Holders of SEﬁ.DﬂI} of th-u: issued and

2,000,000 wburdmau:mmg:hm at an issuc
price of $10 per share. Net cash proceeds, after
deducting expenses of issuc and the share
c:plulm-nrpmmunﬂufﬂﬁlﬁdmnhﬁdm_ :
note 3(b) above, were used by the com
mn:ﬂ:th-r:ciplulmrdlu hmnimrknl

~ “Insurance Company of &mdahgr $5,000 and
. to finance the acquisitions referred to in note
. 13, with the remainder being available for

) Series I'and Series Il preferred shares
During the year 526,000 Series | pre-
ferred shares were converted to Series 11 .

preferred shares (note 3(b)ii) above).
) - Surbordinate voting shares
During the year 622,926 subordinate
nn%ﬂmum issued upon conversion
926 common shares. Furthermore,
931, Bﬁl} subordinate voting shares were

. outstan Series | preferred shares : gﬂmulmrpmm purposes.
_agreed on June 3, 1986 to convert, after _r _
{d) Issued capital oge i i -
Number ~  ($000%) Number ($0007s)
Series | preferred shares 2,348,000 - 7,584 2,874,000 9,283
Series 11 preferred shares .526,000 - 1,699 ; - -
Subordinate voting shares 4,132,528 - 29,575 .- -
Common shares : - 622,926 3,855
Common share warrants - 1,503,000 - -
38,858 : 13,138

uru::dm::chmpiml 503 W{Immts
" (note 3(biii) above). :

A further 2,000,000 subordinate voting
shares were issued for cash at a price of
$10. per share (note 3(c) above) and
577,742 subordinate voting shares were
issued in partial consideration for the
acquisitions described in note 13,

4, INVESTMENTS

Investments with a l:'.nrr'_.'mghwlu: of approximately
$2,198 were on deposit with regulatory authorities -

at Dl:l:u:m!:u:r 31, 1986.
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NOTES - cﬂntlnuﬂd _' -

FU{EDAESE'I‘S
2 Fmdumtsmufnﬂm :
: : f 1986 1985
($000%) ($000's)
" land. 409 : -
' _Htllldmp 748 -
Furmr,u:-: nndﬁ:dur:: : 4,360 " 602
. Leasehold i improvements : 228 -
'-hummnb{l.u: AL S 62 -
g s e " 5,807 602
 Lesis m’,-_i._niulmd depreciation and amortization 3,824 _ 427
. I =Ty R P ; ¢ ﬂ' : - 1?5
" 6. PAYABLETO REINSURERS
“ .. Payable to reinsurers is shown net of reinsurance
recoverable of $1,548 in 1986 and $615 in 1985.

o 7. BA H.Ii: II...I,'LHL' NS
by ﬁmﬂnl assignment of book debts and a first fixed
- and fuating charge demand debenture for $10,000

- end, :h: mhsldlary’: bankers ngrmdm:eleau the

ilﬂﬂlﬂdcmlndddmm::mﬂﬂlldumcuufdﬁc

. _'mr:ttllth:mnflrubudurymphﬂgadu -'Huhsldilrjt.
i -_.mcumﬁmtl::hmhlnm Eubmﬁu:mm:h:yur e
3 8. DPEHATII‘HIGI.,EAEES :
i Aggmg:m: ﬁ.m.lrn mmm-unc:nu at Dmmhm 31, : - ' 900%)
..+ + 1986 under o leases relating to-premises, 1987 . Py 2,025
L . automobiles :?dlﬂqurpm:ntfurwmuammsupm iéﬂﬂ’ ; 1.574
M e I : _ .
e hemi 1989 - 911
1991 " 4 5 56
& : - 4. 817

- 9, REINSURANCE . -
. '.,mmﬂlplﬂ'i’fﬂlhwnhcpohqrufundﬁmumgmd

:"-:_ - reinsuring contracts of insurance which, in the main, -

" limit the liability of the company to a maximum
amount on any one loss of between $225 and $300

. (1985 -.'$200). The compsny’s reinsurance is

W Fncral]l! ‘on an excess of loss basis in several
o= layers.: Prior o 1985, “a part of this gc was

.. subject to an annual aggregate which

i amounted to $1,277 in 1985, This reinsurance does

‘ not, hmmw mlm-u: the mrnp-ariy of its primary
n

* . obligation to'the policyholders
Jigh mnmmmumhmmadm:bu:dupnn

addition, the

for claims reflects recoveries
from reinsurers of il:i ,769 (1985 - $8,749). During
the year, the company ceded $12,788 (1985 -
$5,668) of premium’income and $6,784 (1985 -
$757) of claims incurred.

10. HE[ATE[I PAR’I"I" TRANM TONS

(a) Markel oration .
Markel Corporation is a shareholder of
Ma:lwl Financial Holdings Limited and Steven
Markel, Executive Vice-President and
Tr:uur:r of Markel Corporation, is "In"lr:t-'
Chairman and President of Markel Financial

..+ . Holdings Limited.

; mmnpmyhnﬂnmmufﬂm
: maundmmmuhshamwfhlmk:lﬂnrpnmmn
'uamnufi] .?-lﬂ &

gy
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Markel Corporation has charged the com-
pany for computer development, management

and administration fus as folloves:
T ; ($000')
1986 , % 693
ll}ES_ hen 96
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‘I-ll‘:lhl. company.. During
: mdud:muumedmﬂ ﬂ([?ﬂ&-

21)-and the net losses mwcmd amounted
o $1,676 (1985 - $489).
- Included within- deposits Fn:lm unlicensed

Xy, rﬂwumunmamwm due to the related com-

o Ae)

of $1,159 (1985 — $1,007). The amount
mm reinsurers is oFfsét by an muuntnxlln

" from the related company of $106 (1985 - m] '

Invmmntcnunul .
O 2, 1985, Ha.mhhn“i:m[mumwn

Euum:l .. was retained as the investment

3 munullnt ﬁ:-r the Markel group. For the year

o Fnrthwirparandm Dmber 31,1986 m:uw.ﬂmmw.ammmm

(). R:htﬂd mmpmy : :
' The ¢ ny réinsures : pnmn:m of risks

ended D‘:L'-:mht.r 3, 1986 the investment
counsel fee p;nllizu:{ l ;ﬂ-_r;bl: I"n? tiﬁ;-laml:-ln'.t Warsa
amourved to e period July 2
to December 31 - $41). S
Mz. V. Prem Watsa is Chairman of the Board
of Markel Financial Holdings Limited, and is a
director of Markel Insurance Company of
Canada, Mr. Watsa is a director, officer and
sharcholder of Hamblin Watsa Investment
Counsel Limited, and he is a shareholder of
The Sixey Two Investment Company Limited,

the controlli Imelmld:mfthuﬂmu [ class
of pre@m'm[:d s of Markel Financial Hold-
ings Limited.

1L

. (a)

(5

~flected in these

IHEDHE 'Eﬂi.}f, POSITION

'I:'I'i:mnpal'qr has available unearned premium
reserves and claims provisions of n:mmmlf
- $1,780 (1985 - ISEEE] which hn-r: not been
 claimed for income tax purposes. The tax bene-
fits of these reserves amount to approximately
$890 (1985 - $2,916) ahd have not been re-
financial statements.

[n addition, the tomparnry and its subsidiarics
. have losses for income tax , the bene-
-fits of which have not been recorded in the ac-

counts, which'may be carried forward to reduce

mﬂhmmfunuam and which expire
la-EnIll:M':

1987 = e ! - 59
: [9’93 ...._", o, ; 3 B SECR . M

($000's)

(b) The rmrlsm-n for income taxes is anal
qu[mE: ?I:d -
Curremt  Deferred Total
) ($0005) ($000%)  ($000's)
1986:

Federal 1,013 1,941 2,954
Provincial 422 BO& 1,230
1,435 2,749 4,184

1985: '
Federal - 21 21
Provincial - 9 9
- 30 30

(c)

The provision for income taxes recorded in the
consolidated statement of operations differs
from the statutory marginal rate as certain
sources of income are exempt from tax or are
taxed at other than the marginal rate. Recon-
ciliations of the statutory marginal tax rate and
the effective tax rate are summarized below:

1986 1985
: ; : o %
: Pmulsmn fl:rr {m‘.'o'v::ry of) taxes at Cin:dun
. statutdry marginal income tax rate 52.0 (50.0)
Amortization of bond discount 0.2 4.4
- ~MNon-taxable capital gains' (6.0) (13.4)
~ Non-taxable investment income (5.0 (2.8)
Uncarned premium reserve for financial statement
purposes in excess l:rftlll.t recorded for tax purposes - 56.2
Share issuance costs (18.6) -
Met operating Iusm carried I'l:rrward 16.5 1.7
Other ~ net: : 6.9 (2.7)
Provision for income taxes at effective rate 46.0% 3.4%
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NOTES - continued

12. SOLVENCY POSITION

The company’s -insyrance and reinsurance sub-
sidiaries are inco ted under the Canadian and
panies Act (the "Act") and are
subject to certain mquum;numd restrictions con-

" tained in the Act.

At Dmnb:r.!l 1986, lh:s: mbslduru:s havea

combined swiplus under the solvency requirements
of section 103 of the Act of $16,940 (1985 - £2,491).

These subsidiaties are presendy limited in their .
ability to pay dividends at 31, 1986 under
pravisions of the above Act, as a result of the impact
of prior years' results.

{3, ACQUISITIONS ;
(a) On September 2, 1986, th::mmpmquuu‘td
5 :m Rﬁmuﬂnm Company of Canada

any incorporated and
rcgls:m:d under ﬁ:&mdhn and British In-
surance Companies Act.

“The company acquired 1,150,000 of the
1,150,450 issued and uutsta.nd’mg common
sha.rc.: of E-phnrc Re for a consideration of
$6,800, consisting of $4,000 in cash and a
9 314 $2,800 promissory note due Septem-
ber 3, 1991, The principal sum of the promis-
sory note is adjustable under certain circum-
stances. e 1

At September 2, 1986, the total assets and
total liabilities of Sphere Re at the fair values

- assigned were as follows: . :

: ($000's)
Total assets 13,270
Toral liabilities 7,567

| 5,703
Purchase price 9,006
Goodwill 3,303

The goodwill arising from the acquisivion will
be amortized over a period of 10 years.

iy The wable below summarizes on 2 pm—fu:ma
basis consolidated results of operations as if
Morden & Helwig Limited and Re had
been acquired as of January 1, 1986, and the
issue of subordinare mnng:hummdmnham

($0007s) capital reorganization described in notes 3(b)
: and {¢) sbove had occurred on January 1, 1986:
Total assets : : 29,302 o
Toual fiabilinies 22,502 December 31,
: _6,800 ﬁs}
By On ber 27, 1986, the compary erm:d ol revenue <ida
1T : _—
i mm?@ummmmmlpmten g & Net carnings before extraordinary item 5,974
: cofMpany with nrdm : " -
md[,,qmmd orden & Helwig", a Cana- Extraordinary jtems : 2443
dian fm of independent insurance tﬂrw Net earnings after extraordinary items
Th= amalgamation obtained the E ¢ and minority interest 8,417
Hm.-.hwgm mz: 1986, L“Fpun Net earrifngs per share - fully diluted basi
carmings - iluted basis
Hi:rd:n & .%'n'::lmm ﬂmt.hﬁﬂ:ﬁ-m {before exuractdinary em) $0.85
. Hi H| i d, ;Hu 3{2:;;: ,:“'m’ iy f: Net earnings per share - fully diluted basis
eonsideration for their shares. (afver cxtraordinary item and $1.20
Ar Olctober 27, 1986, the ol assets and minofity interest) _ L
mnmhm of Mﬂrﬂﬂ&ﬂuﬁ:ﬁ'ﬁ at the fair Shares outstanding - fully diluted 7,006,528
v assigned were 18 _ T
G{}NI‘INGEH CIES

h m.lhsnimrjr of the company is the defendant in
several damage suits and has been named as third
party in other suits. The uninsured exposure to the
company is not considered to be material.

—r

15. COMPARATIVE FIGURES

Certain of the 1985 comparative figures have hca:n
re-stared mmnﬁ:nn to the presentation adopted for

- 1986,
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. REPORT OF THE PROPERTY' CASUALTY

VALUATION ACI'UARY

We bhave made the valuation of Dhﬂ‘nlmhﬁm
of Markel Financial Holdings Limited for its
consolidated balance sheet at 31 December
1986 and its consolidated statement of opera-

tions for the year then ended. In our opinion,

() the valuation for Markel Financial Hold-
mg conforms to the Recommen-
 dations for Property Casualty Insurance
. Company Financial -Reporting of the
Canadian Institute of Actuaries,

‘tn] t.'m: amount nf E]a:m Liabilities mnkr:s
p provision for the future payments
the Company’s policies, -
l’:ll} a proper charge on account of those
_liabilities has been made in the Income -

s "'leunr.n, Cmda
: Muc]l 11, I“?E?

: THE WE'IT COMPANY

ACTUARIES & CONSULTANTS -

AUD]’I‘ORS’ REPORT TO

THE SHAREHOLDERS

' ,]"u![urch (1, 1987 i
%hwtwnﬁmdtkmmrmhdmdbahnm

sheet of Markel Financial Holdings Limited as

at Décember 31, 1986 and the consolidated . -

statements of operations, retained earnings
(deficit) and changr:s in financial position for
the 131::1 ended. Our examination Was
made.in accordance with generally accepted

' auditing standards, and accordingly included

such tests and ndu:r pm-cedurcﬁ 4s we COn-

ﬂn:lf:md necessary in l;h: cm:umamnms Pl

23

.* principles npphm:l after giving

Inﬂuf npmmn. 'i.ht.‘il: f:nmﬂ'nﬂ*amﬂ financial
statements present fairly the financial position.
:of the company as at December 31, 1986 and

<" the results of its operations. and the r;hlngcs in. -

its financial position for the year then ended in

retroactive effect
to the change in accounting policy as explained -

. inngte 2 to ‘the financial statements, on a basis’ :
gpact cnns'istmt with thit of the preceding year.

EDDPERE & LYERAHD
NI}LHTS_

: EHHHTERED ACCOU
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[ﬂlnuh‘.l- Inc. Telephone (416) 598-4500
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airman, Moto Internationale David E. Rooney
1. Rﬂhhm Hﬂﬂﬂ ; ; \"inu-ﬁtndemi FI‘II.I'JI!‘E & Chief F4n|m.-|.;j ﬂfﬁn:r
President, Robhar lnvestments Limited =
Keith E. I 3 - :
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