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Independent Auditors’ Report

The Honorable Anne Melissa Do~vling
Acting Director of Insurance of the State of Ifiinois

We have audited the accompanying financial statements of Lttmbermens Mutual Casualty
Company, in Liquidation, which comprise the statement of cash and invested assets as of
December 31, 2014, and the related statement of changes in cash and invested assets for the year
then ended, and the related notes to the financial statements.

Office of the Special Deputy Receiver’s Responsibility for the Financial Statements

The Office of the Special Deputy Receiver (the "OSD"), representing the Director of
Insurance of the State of Illinois, as Liquidator, is responsible for the preparation and fair
presentation of these financial statements in accordance with the financial reporting provisions of
Article XII1 of the Illinois Insurance Code. The OSD is also responsible for the design,
implementation, and maintenance of internal control relevant to the preparation and fair
presentation of financial statements that are free from material misstatement, whether due to
fraud or error.

Auditors’ Responsibility

Our responsibility is to express an opinion on these financial statements based on our
audit. We conducted our audit in accordance with auditing standards generally accepted in the
United States of America. Those standards require that we plan and perform the audit to obtain
reasonable assurance about whether the financial statements are free from material misstatement.

An audit involves performing procedures to obtain audit evidence about the amounts and
disclosures in the financial statements. The procedures selected depend on the auditors’
judgment, including the assessment of the risks of material misstatement of the financial
statements, whether due to fraud or error. In making those risk assessments, the auditor
considers internal control relevant to the OSD’s preparation and fair presentation of the financial
statements in order to design audit procedures that are appropriate in the circumstances, but not
for the purpose of expressing an opinion on the effectiveness of the Estate’s internal control.
Accordingly, ~ve express no such opinion. An audit also includes evaluating the appropriateness
of accounting policies used and the reasonableness of significant accounting estimates made by
the OSD, as well as evaluating the overall presentation of the financial statements.

We believe that the andit evidence we have obtained is sufficient and appropriate to
provide a basis for our audit opinion.

Belleville, IL ¯ Carbondale, IL ¯ Litchfield, IL ¯ Cape Girardeau. MO ¯ St. Louis, MO ¯ Milwaukee, WI ¯ Columbia, IL



Basis for Adverse Opinion on Accounting Principles Generally Accepted in the United
States of America

As described in Note A, the financial statements are prepared by the OSD on the basis of
the financial reporting provisions of Article XIII of the Illinois Insurance Code, which is a basis
of accounting other than accounting principles generally accepted in the United States of
America, to comply with the requirements of Article XIII of the Illinois Insurance Code. The
effects on the financial statements of the variances between the regulatory basis of accounting
described in Note A and accounting principles generally accepted in the United States of
America, although not reasonably determinable, are presumed to be material.

Adverse Opinion on Accounting Principles Generally Accepted in the United States of
America

In our opinion, because of the significance of the matter discussed in the Basis
for Adverse Opinion on Accounting Principles Generally Accepted in the United States of
America paragraph, the financial statements referred to in the first paragraph do not present
fairly, in accordance with accounting principles generally accepted in the United States of
America, the financial position of Lumbermens Mutual Casualty Company, in Liquidation, as of
December 31, 2014, or the results of its operations for the year then ended.

Opinion on Regulatory Basis of Accounting

In our opinion, the financial statements referred to in the first paragraph present fairly, in
all material respects, the cash and invested assets of Lumbermens Mutual Casualty Company, in
Liquidation, as of December 31, 2014, and its changes in cash and invested assets for the year
then ended, on the basis of the financial reporting provisions as described in Note A.

Springfield, Illinois
August 24, 2015



Office of the Special Deputy Receiver,
Representing the Director of Insurance
of the State of Illinois, as Liquidator

Lumbermens Mutual Casualty Company, in Liquidation

STATEMENVF OF CASH AND INVESTED ASSETS

December 31, 2014

Cash and cash equivalents (Note B)

Invested assets (Note C)
Fixed maturity securities - at amortized cost

Affiliated equity securities - at fair value

Unaffiliated equity securities - at fair value

Total cash and invested assets

$ 5,616,218

112,714,327

13,493,276

2,129,327

$ 133,953,148

The accompanying notes are an integral part of this statement.
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Office of the Special Deputy Receiver,
Representing the Director of Insurance
of the State of Illinois, as Liquidator

Lumbermens Mutual Casualty Company, in Liquidation

STATEMENT OF CHANGES IN CASH AND INVESTED ASSETS

December 31, 2014

Cash and invested assets - January 1, 2014

Receipts
Reinsurance collections
Loss recoveries
Deductible collections
Investment income (Note C)
Gain on sale of investments (Note C)
Release of amount held in trust (Note E)
Other cash receipts
Dividend from affiliates

$ 114,051,667

9,461,596
6,627,702

2,145,097
3,735,542

294,341

2,510,403
1,443,443
5,000,000

Total receipts

Disbursements
Loss and loss adjustment expenses
Salaries
Payroll tax
Employee benefits
Information technology services
Legal fees and expenses
Professional and other services
Insurance
Rent
Guaranty fund administrative expenses
Other operating expenses

Total disbursements

Change in fair value of investments

Cash and invested assets - December 31, 2014

31,218,124

3,463,829

7,811,499
839,005

1,397,096
3,051,753

911,358
873,400

100,472
998,147

2,435,714
1,126,891

23,009,164

11,692,521

$ 133,953,148

The accompanying notes are an integral part of this statement.
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Office of the Special Deputy Receiver,
Representing the Director of Insurance
of the State of Illinois, as Liquidator

Lumbermens Mutual Casualty Company, in Liquidation

NOTES TO FINANCIAL STATEMENTS

December 31, 2014

NOTE A - BACKGROUND AND BASIS OF PRESENTATION

Pursuant to the Illinois Insurance Code (the "Code"), the Director of Insurance of the State of
Illinois ("Director" or "Receiver"), is appointed as Conservator, Rehabilitator, or Liquidator of
domestic insurance companies which have been determined by state courts to be insolvent or to
meet provisions or grounds for conservation, rehabilitation, or liquidation as specified in the
Code.

The Director, as Liquidator, marshals and liquidates the assets of the insurance company and
winds down the business affairs of the company, as approved by the courts.

The Director is empowered by the Code to appoint a Special Deputy as his agent to supervise
the conservation, rehabilitation, or liquidation of insurance companies. The Office of the
Special Deputy Receiver (the "OSD"), an Illinois chartered not-for-profit corporation, supports
the activity of the Special Deputy appointed by the Director, to manage the affairs of insurance
companies placed in conservation, rehabilitation, or liquidation. Common expenses of the
OSD are allocated to the insurance companies in receivership.

On July 2, 2012, an Agreed Order of Rehabilitation was entered against Lumbermens Mutual
Casualty Company ("LMCC") and American Manufacturers Mutual Insurance Company
("AMM"), an affiliated mutual insurance company, with the consent of their respective Boards
of Directors by the Circuit Court of Cook County, State of Illinois ("Supervising Court"). On
August 16, 2012, an Agreed Order of Rehabilitation was entered against American Motorists
Insurance Company ("AMICO"), a wholly-owned subsidiary of LMCC. AMICO is a stock
property and casualty insurance company domiciled in the State of Illinois. AMM and
AMICO ceded 100% of their premiums, losses, loss adjustment expenses, and underwriting
expenses to LMCC.

On May 8, 2013, the Supervising Court entered an order effective May 10, 2013, placing
LMCC, AMM and AMICO in Liquidation. Also, on May 8, 2013, the Supervising Court
entered an order granting the Receiver’s Motion for Substantive Consolidation of the assets
and liabilities of the Estates of LMCC, AMM and AMICO. This order allowed the equal
distribution of assets on the claims arising in the liquidation proceedings of these three
companies.
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Office of the Special Deputy Receiver,
Representing the Director of Insurance
of the State of Illinois, as Liquidator

Lumbermens Mutual Casualty Company, in Liquidation

NOTES TO FINANCIAL STATEMENTS - CONTINUED

December 31, 2014

NOTE A - BACKGROUND AND BASIS OF PRESENTATION - Continued

On December 16, 2014, an Agreement of Merger was entered by and between LMCC, AMM
and AMICO. The Agreement of Merger was approved by the Director, with an effective date
of December 31, 2014. LMCC is the surviving entity, which acquired all the fights and
obligations of AMM and AMICO by virtue of the laws of the State of Illinois, hereafter
referred to as the Estate. The financial statements are presented as if the merger occurred at the
beginning of 2014.

Article XIII of the Code provides regulations governing insurance companies in conservation,
rehabilitation, and liquidation. Section 202 of Article XIII requires that the Estate prepare a
report including financial statements of cash and invested assets and statement of changes in
cash and invested assets. Section 200 of Article XIII requires an annual audit be completed for
each estate under liquidation or rehabilitation, which had total cash and invested assets during
the calendar year greater than $ 500,000.

The accompanying statement of cash and invested assets includes only the cash and invested
assets of the Estate, with fixed maturity securities stated at amortized cost and equity securities
stated at fair value; the accompanying statement of changes in cash and invested assets reflects
only cash transactions and the net amortization or accretion (netted with interest receipts) of
invested assets held during the year; consequently, all other assets and all liabilities of the
Estate are not reflected in the accompanying financial statements. This is a comprehensive
basis of accounting other than accounting principles generally accepted in the United States of
America ("GAAP"), and, accordingly, the accompanying statements are not intended to present
the financial position and results of operations in conformity with GAAP.

NOTE B - CASH AND CASH EQUIVALENTS

Cash and cash equivalents include any cash or short-term, highly-liquid investments readily
convertible to Maown amounts of cash, which are under the complete and direct control of the
OSD and are available to the Estate. At December 31, 2014, cash and cash equivalents
consisted of the following:

Cash and cash equivalents
Money market funds

$ 757,970
4,858,248

Total cash and cash equivalents $ 5,616,218



Office of the Special Deputy Receiver,
Representing the Director of Insurance
of the State of Illinois, as Liquidator

Lumbermens Mutual Casualty Company, in Liquidation

NOTES TO FINANCIAL STATEMENTS - CONTINUED

December 31, 2014

NOTE C - INVESTED ASSETS

Invested assets consist of those assets that are under the complete and direct control of the
OSD, are available for liquidation by the Estate, and are being specifically held as investments.
At December 31, 2014, invested assets consisted of the following:

Book Value Fair Value

U.S. Government and U.S. Government
agency obligations

U.S. Government sponsored enterprise
mortgage backed securities

Municipal obligations
Corporate obligations
Corporate mortgage and asset backed

securities

Less: amounts held as collateral (Note E)
Less: cut-through funding (Note E)

$ 23,679,315 $ 24,298,747

19,166,943 19,196,778

3,726,368 3,864,341

60,206,501 60,960,216

36,085,311 36,610,291

142,864,438 144,930,373

(29,739,840) (29,739,840)
(410,271) (410,271)

Total fixed maturity securities $ 112,714,327 $ 114,780,262

Affiliated equity securities consist of the Estate’s wholly owned subsidiaries, net of
encumbrances, that are under the complete and direct control of the OSD. At December 31,
2014, affiliated equity securities consisted of the following:

Specialty Surplus Insurance Company $ 13,493,276

Specialty Surplus Insurance Company ("SSIC") is a stock property and casualty insurance
company domiciled in the State of Illinois. A wholly-owned subsidiary of LMCC since
January 2000, SSIC cedes 80% of its net premiums, losses, LAE, and underwriting expenses to
LMCC, after adjusting for the effects of certain third-party reinsurance. SSIC was party to a
reinsurance agreement, beginning 2005 and extended for three-year terms through 2013,
facultatively reinsuring a corresponding three-year A-side management liability policy issued
by an unaffiliated third-party to the Estate. SSIC deposited the $ 15 million reinsurance
premium it received into trust for the benefit of the third-party insurer to collateralize the
SSIC’s reinsurance obligation.
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Office of the Special Deputy Receiver,
Representing the Director of Insurance
of the State of Illinois, as Liquidator

Lumbermens Mutual Casualty Company, in Liquidation

NOTES TO FINANCIAL STATEMENTS - CONTINUED

December 31, 2014

NOTE C - INVESTED ASSETS - Continued

The reinsurance agreement was not extended beyond the current term and, during the first
quarter of 2014, the policy issued by the unaffiliated third-party was released and discharged.
During the second quarter of 2014, the trust agreement securing SSIC’s reinsurance obligation
was terminated and SSIC’s unencumbered cash and invested assets increased by approximately
$ 15.3 million. Subsequently, in December 2014 the Estate received a $ 5 million dividend
from SSIC. An increase in the fair value of the Estates investment in SSIC of approximately
$10.9 million was recognized as of December 31, 2014.

LGA-17, Inc. was a non-insurance subsidiary of LMCC. LGA-17, Inc. held a note secured by
a mortgage made during 2002. In December 2014, LGA-17 received $ 1,250,000 to settle the
outstanding note from the borrower. A final distribution of $ 1,161,972 was paid to the Estate
in December 2014, representing the remaining assets of LGA-17. LGA-17 was then dissolved
on December 17, 2014.

Unaffiliated equity securities at December 31, 2014, consist of the following:

Facility Insurance Holding Corporation $    2,129,327

Facility Insurance Holding Corporation ("FIHC") is the successor to the Texas Workers’
Compensation Insurance Facility of which the Estate was formerly a member insurer. In 1997,
the Estate was issued common stock shares of FIHC. The FIHC shares owned by the Estate
have limited transfer options and limited voting rights. The shares are not marketable securities
and no quoted market prices exist. The Estate estimates the fair value of the shares by
calculating the present value of the projected Special Dividend to be paid to shareholders on
August 1, 2017. As of December 31, 2014, the Estate recognized an increase in the fair value
of FIHC ors 793,397.

During 2014, net amortization of debt securities totaling $ 1,469,363 was netted against
interest receipts. Gain on the sale of investments of $ 294,341 was recognized in 2014, as the
proceeds on the sales were greater than the book value of the investments.
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Office of the Special Deputy Receiver,
Representing the Director of Insurance
of the State of Illinois, as Liquidator

Lumbermens Mutual Casualty Company, in Liquidation

NOTES TO FINANCIAL STATEMENTS - CONTINUED

December 31, 2014

NOTE D - FAIR VALUE MEASUREMENTS

Fair value is defined as the exchange price that would be received for an asset or paid to
transfer a liability (an exit price) in the principal or most advantageous market for the asset or
liability in an orderly transaction between market participants on the measurement date.
Accounting standards establish a fair value hierarchy, which requires an entity to maximize the
use of observable inputs and minimize the use of unobservable inputs when measuring fair
value. The standards describe three levels of inputs that may be used to measure fair value:

Level 1 - Quoted prices in active markets for identical assets or liabilities. Level 1
assets and liabilities include debt and equity securities that are traded in an active
exchange market.

Level 2 - Observable inputs other than Level 1 prices such as quoted prices for
similar assets or liabilities; quoted prices in markets that are not active; or other
inputs that are observable or can be corroborated by observable market data for
substantially the full term of the assets or liabilities. Level 2 assets and liabilities
include debt securities with quoted prices that are traded less frequently than
exchange-traded instruments. This category generally includes certain U.S.
Government and agency mortgage-backed debt securities and corporate debt
securities.

Level 3 - Unobservable inputs that are supported by little or no market activity and
that are significant to the fair value of the assets or liabilities. Level 3 assets and
liabilities include financial instruments whose value is determined using pricing
models, discounted cash flow methodologies, or similar techniques, as well as
instruments for which the determination of fair value requires significant
management judgment or estimation.

Fair values for the Estate’s affiliated equity securities are based on a present value estimate of
the subsidiaries’ ability to return cash to the Estate via dividends or a return of capital, net of
any encumbrances of the subsidiaries.

The fair value of the Estate’s Level 3 unaffiliated equity security was determined to be the
present value of the projected Special Dividend to be paid to FIHC class A common stock
shareholders on August 1, 2017.
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Office of the Special Deputy Receiver,
Representing the Director of Insurance
of the State of Illinois, as Liquidator

Lumbermens Mutual Casualty Company, in Liquidation

NOTES TO FINANCIAL STATEMENTS - CONTINUED

December 31, 2014

NOTE D - FAIR VALUE MEASUREMENTS - Continued

The following table summarizes the assets measured at fair value at December 31, 2014:

Fair Value Level 1 Level 2 Level 3

Affiliated equity securities
Unaffiliated equity security

$13,493,276 $ $ $13,493,276
2,129,327 2,129,327

The following table presents a reconciliation of all Level 3 assets and liabilities measured at
fair value on a recurring basis at December 31, 2014.

Affiliated equity securities
Beginning balance

Change in fair value
Distribution received upon dissolution

of affiliate

$ 3,756,124
10,899,124

(1,161,972)

Ending balance $ 13,493,276

Unaffiliated equity security
Beginning balance

Change in fair value
$ 1,335,930

793,397

Ending balance $_ 2,129,327

NOTE E -STATUTORY DEPOSITS AND RESTRICTED ASSETS

In the normal course of writing insurance in various states, the Estate was required by state
statute to deposit funds with various state insurance departments. When the Estate entered
rehabilitation, the statutory deposits were transferred to the OSD’s control on behalf of the
Estate, or impounded by the various state insurance departments for the protection of
policyholders within their jurisdiction. Since the OSD does not have direct control over those
assets held by state insurance departments or related entities, and it is uncertain whether any
portion of such assets will be available to the OSD in satisfying the obligations of the
proceedings, they are not considered invested assets by the OSD until complete and direct
control is established.

12



Office of the Special Deputy Receiver,
Representing the Director of Insurance
of the State of Illinois, as Liquidator

Lumbermens Mutual Casualty Company, in Liquidation

NOTES TO FINANCIAL STATEMENTS - CONTINUED

December 31, 2014

NOTE E - STATUTORY DEPOSITS AND RESTRICTED ASSETS - Continued

During 2013, the California Insurance Commissioner ordered, pursuant to the California
Insurance Code, that the California workers’ compensation statutory deposit of the Estate be
released to the California Insurance Guarantee Association. It was further ordered that the
California workers’ compensation statutory deposit be held separate and apart from the other
assets of the Estate to be used for the payment of workers’ compensation claims arising under
the Estate’s policies and related expenses. Similar orders were filed in North Carolina and
Nevada during 2013 and New York and Virginia in 2014. At December 31, 2014, the amount
of the deposits held by the State Insurance Guaranty Associations are as follows:

California $ 154,113,241
Nevada 102,469
North Carolina 5,589,883
Virginia 52,790

Total $ 159,858,383

At December 31, 2014, other statutory deposits with a book value of $ 66,317,433 wereheld
by various states.

The Estate has funded three trust accounts for the benefit of a policyholder and certain
reinsureds. As it is uncertain whether all or any portion of these funds will be available to the
OSD to satisfy the obligations of the Estate, these funds are not reflected as unencumbered
assets of the Estate in the accompanying financial statements. The Estate has an interest in
these restricted assets with a book value (U.S. Government agency obligations and money
market funds) of $ 13,749,367 at December 31, 2014. During 2012, LMCC sold its wholly
owned subsidiary Lumbermens Casualty Insurance Company (LCIC) to AmFam, Inc. As part
of the sale, LMCC amended and restated its reinsurance agreement with LCIC to reinsure
100% of the legacy policy liabilities. The Amended and Restated Reinsurance Agreement
required LMCC to collateralize its reinsurance obligations with a collateral trust. During 2014,
$ 926,257 was returned to the Estate from the collateral trust as a result of a reduction in
the reinsurance obligations. During 2014, the Estate’s Long Term Retention Trust (Trust),
established for the benefit of former employees, paid out all amounts due and the Trust was
terminated in accordance with the Trust agreement. After satisfying all obligations of the
Trust, the Estate received $1,584,146 of unencumbered funds.

13



Office of the Special Deputy Receiver,
Representing the Director of Insurance
of the State of Illinois, as Liquidator

Lumbermens Mutual Casualty Company, in Liquidation

NOTES TO FINANCIAL STATEMENTS - CONTINUED

December 31, 2014

NOTE E - STATUTORY DEPOSITS AND RESTRICTED ASSETS - Continued

As an agreed condition for National Indemnity Insurance Company ("NICO") to provide cut-
through endorsements to certain policies, the Estate invested in Berkshire Hathaway corporate
obligations which were pledged as security for the NICO cut-through endorsements. Because
the Berkshire Hathaway corporate obligations have been pledged as collateral to NICO, the
Estate does not have the ability, in the absence of a voluntary agreement from NICO, to
dispose of the investments prior to maturity or redemption. The Berkshire Hathaway corporate
obligations have a book value of $146,813,229 at December 31, 2014. As a result of the entry
of the Order of Liquidation, NICO is obligated to fund amounts payable by the Estate under
the endorsed policies. The Estate has encumbered $ 410,271 of cut-through funding at
December 31, 2014. NICO has and will continue to be reimbursed for all funding and any
other claims and expenses it pays under the endorsed policies from the Berkshire Hathaway
corporate obligations.

At December 31, 2014, the Estate holds collateral within its investment portfolio totaling
$ 29,739,840 to secure and fund the obligations of policyholders under a deductible agreement,
or under an insurance policy where the premium due is subject to adjustment based upon actual
loss experience. Cash collateral and funds received on deductible obligations are being
transferred to segregated investment accounts upon the completion of a policyholders collateral
needs analysis. Cash collateral not yet segregated is not considered funds available for the
benefit of all policyholders.

Additionally, Lumbermens International Corporation ("LIC") is a wholly owned subsidiary of
LMCC. LIC is the holding company of Long Grove Insurance Company Limited ("LGIC"), an
Australian insurance company in run-off since 1998. The Estate is seeking an exit from this
investment through sale of LGIC, or through the return of capital of $ 2,858,285 that is
currently encumbered by Australian regulatory authorities and which approximates the value of
LIC. As LGIC’s assets have been encumbered by Australian regulatory authorities, LIC is
recorded with no value by the Estate within the accompanying financial statements.

Lastly, the Estate is an investor of a real estate acquisition development and construction
arrangement ("ADC") as a real estate joint venture ("Delta Wetlands"). The Delta Wetlands
joint venture underlying investment consists primarily of a water development project located
in California’s Sacramento River Valley. Provisions of the joint venture agreements result in

14



Office of the Special Deputy Receiver,
Representing the Director of Insurance
of the State of Illinois, as Liquidator

Lumbermens Mutual Casualty Company, in Liquidation

NOTES TO FINANCIAL STATEMENTS - CONTINUED

December 31, 2014

NOTE E - STATUTORY DEPOSITS AND RESTRICTED ASSETS - Continued

reduced marketability of this investment as LMCC is not the majority partner. The partners of
Delta Wetlands are seeking an exit strategy. Due to the complexity and size of the project,
potential investors are limited. The Estate continues to assess the ultimate fair value to be
received upon the exit from its investment. As this investment is not under the complete and
direct control of OSD, it is recorded with no value by the Estate within the accompanying
financial statements.

NOTE F - LITIGATION/SETTLEMENTS

1. Ames Department Stores, Inc., et al.

Ames Department Stores, Inc., et al (Debtors) has filed Chapter 11 in the United States
Bankruptcy court in the Southern District of New York (Bankruptcy Court). The Receiver has
filed a proof of claim and an administrative expense claim against the Debtors, seeking
reimbursement of losses and expenses, as surety, under or relating to several surety bonds
issued by the Estate as surety for one or more of the Debtors. The Debtors’ bankruptcy estates
do not have sufficient assets to make any significant distribution to general unsecured
creditors, and therefore the Estate is not likely to receive any significant sum of money from
their estates, except under the Estate’s administrative expense claim. By Stipulation and Order
dated September 21,2011, it was agreed among other things, that the Estate’s administrative
expense claim shall be limited to the sum of $ 2,000,000 for purposes of calculating and!or
making any affirmative distribution of cash or other liquid assets of the Debtors’ estates.
Furthermore, that sum of $ 2,000,000 is not likely to be determined to be payable to the Estate
inasmuch as it was asserted primarily in response to arguments made by the Debtors, which we
believe lack merit, to the effect that the Estates’ $ 14,350,000 surety bond that was issued
to The Travelers Companies ("Travelers"), as Obligee, continued in effect post-petition
(a contention which the Estate has denied, but as to which the Estate has asserted that if it were
true, the Estate would then be entitled to recover as administrative expenses unpaid bond
premiums, and attorneys’ fees, for that same post-petition period).
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Office of the Special Deputy Receiver,
Representing the Director of Insurance
of the State of Illinois, as Liquidator

Lumbermens Mutual Casualty Company, in Liquidation

NOTES TO FINANCIAL STATEMENTS - CONTINUED

December 31, 20 t4

NOTE F - LITIGATION/SETTLEMENTS - Continued

2. Ames Department Stores, Inc.

There is an Adversary Proceeding, in ~vhich Ames Department Stores, Inc. ("Ames") has
contended that it, as well as Travelers, was granted rights under the above-mentioned
$14,350,000 surety bond, and that Ames was also granted rights under a settlement agreement
that was reached between the Estate and Travelers which established an $ 8,000,000 Trust
Account (being held at Bank of New York Mellon). Ames has claimed an uncertain amount of
damages, apparently totaling approximately $ 22,000,000. The Estate has denied liability, and
has asserted a counterclaim for the sums mentioned above (including the aforesaid $ 2,000,000
administrative claim). The likelihood of an unfavorable outcome seems somewhat remote,
under the applicable la~v based upon the applicable facts; however, the matter is complex both
substantively and procedurally, and is also expensive to litigate. Accordingly, the Estate made
a settlement offer to pay Ames $ 1,000,000 to resolve Ames’ claims; however, the offer was
denied.

The Estate has sought to remove the above-referenced litigation to the United States District
Court, Southern District of New York (District Court) from the Bankruptcy Court. The case is
presently pending in the District Court for purposes of that court making a determination as to
whether jurisdiction over the litigation properly resides with the District Court rather than the
Bankruptcy Court. Following several months of inaction by the District Court, the Debtor filed
a motion to have the reference to the District Court withdrawn. Oral argument was held on
June 17, 2014. The court issued its ruling on July 3, 2014, granting the Estate’s motion to
withdraw the reference to the Bankruptcy Court and directing that Bankruptcy Court Judge
Gerber issue a report and recommendations on the question as to whether the Bankruptcy
Court has exclusive jurisdiction over the underlying dispute concerning ownership of the Trust
Account assets.

In relation to the bankruptcy litigation described above, Ames has contended, in essence, that
the courts of the State of Illinois do not have any jurisdiction of Ames’ dispute with the Estate,
but that if Ames is unsuccessful against the Estate in the federal court proceedings described
above, Ames will assert one or more claims in the Illinois court administering the Estate’s
liquidation proceeding, and therein will seek entitlement to a priority higher than that to which
the Receiver believes it is entitled (with specific reference to the trust account described above,
and possibly on other grounds not yet clearly expressed to us).
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Office of the Special Deputy Receiver,
Representing the Director of Insurance
of the State of Illinois, as Liquidator

Lumbermens Mutual Casualty Company, in Liquidation

NOTES TO FINANCIAL STATEMENTS - CONTINUED

December 31, 2014

NOTE F - LITIGATION/SETTLEMENTS - Continued

2. Ames Department Stores, Inc. - Continued

We are unable to determine whether or to what extent an unfavorable outcome may result from
any such potential unasserted claim or demand, or whether or to what extent the Estate might
or might not incur as an associated loss.

3. North Plainfield Board of Education

The North Plainfield Board of Education (Board of Education) fired the Estate’s policyholder
(principal under a performance bond) for failure to complete the renovation of three elementary
schools as contracted. The Estate stepped in and arranged for the completion of the work
under a Takeover Agreement with the school board. The agreement provided that the surety
would receive the unpaid balance of the contract totaling $ 2.2 million when the work was
completed. After the work was completed, the Board of Education refused to make the
payment. Suit was filed in Somerset County, New Jersey to collect the unpaid balance. The
Board of Education filed a counterclaim seeking $ 7 million in liquidated delay damages for
late completion of the project including interest and attorney fees.

After the Estate was ordered into receivership, a motion to stay the Board of Education
counterclaim based upon the Supervising Court’s anti-suit injunction was granted by the New
Jersey trial court. On appeal, the New Jersey Appellate Court upheld the ruling. Thereafter, the
Board of Education filed motion in the Supervising Court seeking to have the anti-suit
injunction lifted to allow the Board of Education to prosecute its counterclaim in New Jersey.
That motion was denied by the Supervising Court.

Cross motions for summary judgment were filed by the Estate and the Board of Education.
The Board of Education also asserted an affirmative defense for recoupment. The New Jersey
trial court (Court) recently issued a preliminary ruling very favorable to the Estate, and the
Court has preliminarily denied the Board of Education’s motion for summary judgment and
rejected its affirmative defense. The Court granted the Estate’s motion for summary judgment
as to liability but left the calculation of damages at issue for further hearing. Once the New
Jersey action is resolved, the Board of Education counterclaim for delay damages will be
adjudicated in the Supervising Court. Should the Estate obtain a judgment in New Jersey, the
Receiver has agreed not to pursue collection until the Board of Education’s counterclaim is
resolved.
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Office of the Special Deputy Receiver,
Representing the Director of Insurance
of the State of Illinois, as Liquidator

Lumbermens Mutual Casualty Company, in Liquidation

NOTES TO FINANCIAL STATEMENTS - CONTINUED

December 31, 2014

NOTE F - LITIGATION/SETTLEMENTS - Continued

4. Declaratory Judgment and Other Direct Actions

The Receiver has and will in the future continue to assert the Supervisory Court’s anti-suit
injunction in lawsuits where declaratory judgment and other direct actions have been filed
against the insurance companies. In certain instances, these lawsuits have been dismissed
without prejudice while in other situations the lawsuits were stayed pending the resolution of
the receivership proceedings. Some plaintiffs, counter-plaintiffs and third-party plaintiffs
voluntarily agreed to the stay/dismissal of the actions, in many other cases the Liquidator,
through counsel, has filed motions against opposition.

5. Federal Priority Issues

The United States government has previously asserted that insurance companies may be
directly liable to the U.S. government where it has incurred a loss. The U.S. government has
asserted that its right to distribution of the Estate’s assets in these situations is superior to that
of other creditors, although that position was rejected, in part, by the United States Supreme
Court in the case Department of Treasury v. Fabe, decided in June, 1993. The United States
Government or any of its agencies may be eligible for a claim distribution on an allowed claim
under the statutory asset distribution schedule, 215 ILCS 5/205(1).

The amount of the liability, if any, cannot be determined at this time.

The Receiver is reviewing federal priority claims and has undertaken discussions with the U.S.
Department of Justice, or will at the appropriate time.

NOTE G - SUBSEQUENT EVENTS

Management has evaluated subsequent events for recognition and disclosure in the financial
statements through August 24, 2015, which is the date the financial statements were available
to be issued. Through August 24, 2015, no subsequent events required recognition or
disclosure in the financial statements.
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