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a smaller reporting company.  See the definitions of “large accelerated filer,” “accelerated filer” and “smaller reporting
company" in Rule 12b-2 of the Exchange Act:
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PART 1 - FINANCIAL INFORMATION

Item 1. Financial Statements

AMTRUST FINANCIAL SERVICES, INC. AND SUBSIDIARIES

Condensed Consolidated Balance Sheets

(In Thousands, Except Par Value)

March 31,
2012

December 31,
2011

(Unaudited) (Audited)
ASSETS
Investments:
Fixed maturities, available-for-sale, at market value (amortized cost $1,637,870;
$1,382,863) $1,685,022 $ 1,394,243

Equity securities, available-for-sale, at market value (cost $29,749; $34,041) 30,752 35,600
Short-term investments 84,571 128,565
Equity investment in unconsolidated subsidiaries – related parties 87,117 83,691
Other investments 14,865 14,588
Total investments 1,902,327 1,656,687
Cash and cash equivalents 277,183 406,847
Restricted cash and cash equivalents 59,236 23,104
Accrued interest and dividends 14,437 12,644
Premiums receivable, net 1,004,951 932,992
Reinsurance recoverable (related party $646,659; $597,525) 1,142,147 1,098,569
Prepaid reinsurance premium (related party $453,752; $429,124) 620,989 584,871
Prepaid expenses and other assets (recorded at fair value $142,575; $131,387) 338,144 292,849
Federal income tax receivable 8,264 13,024
Deferred policy acquisition costs 295,397 280,991
Property and equipment, net 63,801 61,553
Goodwill 173,023 147,654
Intangible assets 195,489 166,962

$6,095,388 $ 5,678,747
LIABILITIES AND STOCKHOLDERS’ EQUITY
Liabilities:
Loss and loss expense reserves $1,968,319 $ 1,879,175
Unearned premiums 1,453,008 1,366,170
Ceded reinsurance premiums payable (related party $264,934; $222,408) 375,189 337,508
Reinsurance payable on paid losses 17,775 14,731
Funds held under reinsurance treaties 42,624 49,249
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Note payable on collateral loan – related party 167,975 167,975
Securities sold but not yet purchased, at market 54,507 55,942
Securities sold under agreements to repurchase, at contract value 200,915 191,718
Accrued expenses and other current liabilities (recorded at fair value $12,050; $12,022) 337,723 267,643
Deferred income taxes 138,001 108,775
Debt 302,550 279,600
Total liabilities 5,058,586 4,718,486
Commitments and contingencies
Redeemable non-controlling interest 600 600
Stockholders’ equity:
Common stock, $.01 par value; 100,000 shares authorized, 85,013 and 84,906 issued in
2012 and 2011, respectively; 60,463 and 60,106 outstanding in 2012 and 2011,
respectively

850 849

Preferred stock, $.01 par value; 10,000 shares authorized — —
Additional paid-in capital 585,623 582,321
Treasury stock at cost; 24,550 and 24,800 shares in 2012 and 2011, respectively (298,260 ) (300,365 )
Accumulated other comprehensive income (loss) 22,456 (9,999 )
Retained earnings 651,373 617,757
Total AmTrust Financial Services, Inc. equity 962,042 890,563
Non-controlling interest 74,160 69,098
Total stockholders’ equity 1,036,202 959,661

$6,095,388 $ 5,678,747

See accompanying notes to unaudited condensed consolidated statements.
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AmTrust Financial Services, Inc.

Condensed Consolidated Statements of Income

(Unaudited)

(In Thousands, Except Per Share Data)

Three Months Ended March 31,
2012 2011

Revenues:
Premium income:
Net written premium $ 359,777 $ 234,019
Change in unearned premium (45,753 ) (33,681 )
Net earned premium 314,024 200,338
Ceding commission – primarily from related party 46,274 35,684
Service and fee income (related parties $6,092; $3,439) 40,538 25,189
Net investment income 14,518 14,192
Net realized gain (loss) on investments (1,148 ) 415
Total revenues 414,206 275,818
Expenses:
Loss and loss adjustment expense 199,929 128,696
Acquisition costs and other underwriting expenses 124,025 81,234
Other 35,639 20,196
Total expenses 359,593 230,126
Income before other income (expense), income taxes and equity in earnings of
unconsolidated subsidiaries 54,613 45,692

Other income (expenses):
Interest expense (7,091 ) (3,754 )
Foreign currency gain (loss) 421 (284 )
Gain on investment in life settlement contracts net of profit commission 90 18,886
Total other income (expenses) (6,580 ) 14,848
Income before income taxes and equity in earnings of unconsolidated subsidiaries 48,033 60,540
Provision for income taxes 11,177 9,037
Income before equity in earnings of unconsolidated subsidiaries 36,856 51,503
Equity in earnings of unconsolidated subsidiaries – related party 2,364 1,819
Net income 39,220 53,322
Net income attributable to non-controlling interest of subsidiaries (134 ) (8,139 )
Net income attributable to AmTrust Financial Services, Inc. $ 39,086 $ 45,183

Earnings per common share:
Basic earnings per share $ 0.65 $ 0.76
Diluted earnings per share 0.63 0.74
Dividends declared per common share $ 0.09 $ 0.08

Net realized gain (loss) on investments:
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Total other-than-temporary impairment losses $ — $ —
Portion of loss recognized in other comprehensive income — —
Net impairment losses recognized in earnings — —
Other net realized gain (loss) on investments (1,148 ) 415
Net realized investment gain (loss) $ (1,148 ) $ 415

See accompanying notes to unaudited condensed consolidated financial statements.
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AmTrust Financial Services, Inc.

Condensed Consolidated Statement of Comprehensive Income

(Unaudited)

(In Thousands)

Three Months
Ended March, 31
2012 2011

Other comprehensive income, net of tax:
Net income $39,220 $51,321
Foreign currency translation adjustments 4,197 3,840
Change in fair value of interest rate swap (57 ) —
Unrealized gains on securities:
Unrealized holding gains arising during period 30,759 3,272
Less: Reclassification adjustment for gains included in net income (2,444 ) 1,253
Other comprehensive income, net of tax $32,455 $8,365
Comprehensive income 71,675 59,686
Less: Comprehensive income attributable to non-controlling interest 134 8,139
Comprehensive income attributable to AmTrust Financial Services, Inc. $71,541 $51,547

See accompanying notes to unaudited condensed consolidated financial statements.
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AmTrust Financial Services, Inc.

Consolidated Statements of Cash Flows

(Unaudited)

(In Thousands)

Three Months Ended March 31,
2012 2011

Cash flows from operating activities:
Net income $ 39,220 $ 51,321
Adjustments to reconcile net income to net cash provided by operating activities:
Depreciation and amortization 8,746 6,071
Equity earnings and gain on investment in unconsolidated subsidiaries (2,364 ) (3,123 )
Gain on investment in life settlement contracts (90 ) (18,886 )
Realized (gain) loss on marketable securities 1,148 (415 )
Discount on notes payable 968 163
Stock based compensation 1,180 1,459
Bad debt expense 1,994 1,147
Foreign currency (gain) loss (421 ) 284
Changes in assets - (increase) decrease:
Premiums and note receivables (73,953 ) (61,425 )
Reinsurance recoverable (43,578 ) (47,114 )
Deferred policy acquisition costs, net (14,406 ) (12,343 )
Prepaid reinsurance premiums (36,118 ) (22,677 )
Prepaid expenses and other assets (34,589 ) (9,018 )
Changes in liabilities - increase (decrease):
Reinsurance premium payable 37,681 51,523
Loss and loss expense reserve 89,144 48,085
Unearned premiums 86,838 60,458
Funds held under reinsurance treaties (6,625 ) (179 )
Accrued expenses and other current liabilities 29,084 (86 )
Deferred tax liability 4,575 10,086
Net cash provided by operating activities 88,434 55,331
Cash flows from investing activities:
Net (purchases) sales of securities with fixed maturities (212,243 ) 7,157
Net (purchases) sales of equity securities 7,509 1,447
Net (purchases) sales of other investments (309 ) 161
Acquisition of and capitalized premiums for life settlement contracts (7,961 ) (17,453 )
Acquisition of intangible assets and subsidiaries, net of cash obtained (2,222 ) —
Increase in restricted cash and cash equivalents (36,132 ) (23,402 )
Purchase of property and equipment (5,014 ) (15,402 )
Net cash used in investing activities (256,372 ) (47,492 )
Cash flows from financing activities:
Repurchase agreements, net 9,197 (95,251 )

Edgar Filing: Amtrust Financial Services, Inc. - Form 10-Q

9



Revolving credit facility borrowing — 98,200
Convertible senior notes proceeds 25,000 —
Secured loan agreement borrowings — 10,800
Secured loan agreements payments (240 ) —
Promissory note 2,500 —
Term loan payment — (6,667 )
Debt financing fees (750 ) (1,394 )
Capital contribution to subsidiaries 4,928 8,965
Stock option exercise and other 922 857
Dividends distributed on common stock (5,533 ) (4,761 )
Net cash provided by financing activities 36,024 10,749
Effect of exchange rate changes on cash 2,250 2,119
Net decrease in cash and cash equivalents (129,664 ) (20,707 )
Cash and cash equivalents, beginning of the period 406,847 184,819
Cash and cash equivalents, end of the period $ 277,183 $ 205,526
Supplemental Cash Flow Information
Income tax payments $ 46 $ 57
Interest payments on debt 2,880 3,151

See accompanying notes to unaudited condensed consolidated financial statements.
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Notes to Unaudited Condensed Consolidated Financial Statements

(Unaudited)

(In Thousands, Except Per Share Data)

1.Basis of Reporting

The accompanying unaudited interim consolidated financial statements have been prepared in accordance with U.S.
generally accepted accounting principles (“GAAP”) for interim financial statements and with the instructions to Form
10-Q and Article 10 of Regulation S-X and, therefore, do not include all of the information and footnotes required by
GAAP for complete financial statements. These interim statements should be read in conjunction with the financial
statements and notes thereto included in the AmTrust Financial Services, Inc. (“AmTrust” or the “Company”) Annual
Report on Form 10-K for the year ended December 31, 2011, previously filed with the Securities and Exchange
Commission (“SEC”) on March 15, 2012. The balance sheet at December 31, 2011 has been derived from the audited
consolidated financial statements at that date but does not include all of the information and footnotes required by
GAAP for complete financial statements.

 These interim consolidated financial statements reflect all adjustments that are, in the opinion of management,
necessary for a fair presentation of the results for the interim period and all such adjustments are of a normal recurring
nature. The results of operations for the interim period are not necessarily indicative, if annualized, of those to be
expected for the full year.   The preparation of financial statements in conformity with GAAP requires management to
make estimates and assumptions that affect the amounts reported in the financial statements and accompanying notes.
Actual results could differ from those estimates.

 A detailed description of the Company’s significant accounting policies and management judgments is located in the
audited consolidated financial statements for the year ended December 31, 2011, included in the Company’s Form
10-K filed with the SEC.

 All significant inter-company transactions and accounts have been eliminated in the consolidated financial
statements.  

To facilitate period-to-period comparisons, certain reclassifications have been made to prior period consolidated
financial statement amounts to conform to current period presentation. The Company and American Capital
Acquisition Corporation (“ACAC”) currently each have a 50% ownership interest in Tiger Capital LLC (“Tiger”) and
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AMT Capital Alpha, LLC (“AMT Alpha”). The Company also has a 21.25% ownership share of ACAC. As a result, the
Company ultimately receives 60.625% of the income and losses related to Tiger and AMT Alpha and therefore
consolidates Tiger and AMT Alpha. Prior to January 1, 2012, the Company reported Tiger’s and AMT Alpha’s income
and losses attributable to its 10.625% indirect ownership as a component of Equity in Earnings of Unconsolidated
Subsidiaries. This amount was offset by reporting an equal amount as a component of Non-controlling interest.
Effective January 1, 2012, the Company presents the impact of the 10.625% indirect ownership of Tiger and AMT
Alpha on a net basis and excludes this amount from both Equity in Earnings of Unconsolidated Subsidiaries and
Non-controlling Interest. All prior periods presented have been reclassed to conform to the current presentation. There
was no impact on prior period Net Income Attributable to AmTrust Financial Services, Inc. The Company’s equity
investment in ACAC and non-controlling interest were reduced by $3,807 as of December 31, 2011.

2.Recent Accounting Pronouncements

 With the exception of those discussed below, there have been no recent accounting pronouncements or changes in
accounting pronouncements during the three months ended March 31, 2012, as compared to those described in our
Annual Report on Form 10-K for the fiscal year ended December 31, 2011, that are of significance, or potential
significance, to the Company.

In December 2011, the Financial Accounting Standards Board (“FASB”) issued a new standard which indefinitely
defers certain provisions of a previously issued standard, Accounting Standards Update (“ASU”) No. 2011-05
Comprehensive Income (Topic 220) that revised the manner in which companies present comprehensive income in
financial statements. One of the ASU provisions required companies to present reclassification adjustments out of
accumulated other comprehensive income by component in both the statement in which net income is presented and
the statement in which other comprehensive income is presented. Accordingly, this requirement is indefinitely
deferred and will be further deliberated by the FASB at a future date. The amendment is effective for fiscal years and
interim periods within those years that begin after December 15, 2011. The Company adopted this standard on
January 1, 2012. The adoption of the new standard did not have a material impact on the Company’s results of
operations, financial position or liquidity.

7
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In June 2011, the FASB issued ASU No. 2011-05 Comprehensive Income (Topic 220). This update required that all
non-owner charges in stockholders’ equity be presented either in a single continuous statement of comprehensive
income or in two separate but consecutive statements. In the two-step approach, the first statement should present total
net income and its components followed consecutively by a second statement that should present total other
comprehensive income, the components of other comprehensive income, and the total of comprehensive income. The
updated guidance was effective for fiscal years and interim periods beginning on or after December 15, 2011 and was
to be applied on a retrospective basis to the beginning of the annual period of adoption. The new standard does not
change the items that must be reported in other comprehensive income and was effective for fiscal years and interim
periods within those years that begin after December 15, 2011. The Company adopted this standard on January 1,
2012. The adoption of the new standard did not have a material impact on the Company’s results of operations,
financial position or liquidity.

In September 2011, the FASB issued ASU No. 2011-08 Intangibles-Goodwill and Other (Topic 350). The updated
guidance is intended to reduce complexity and costs by allowing an entity the option to make a qualitative evaluation
about the likelihood of goodwill impairment, using factors such as changes in management, key personnel, business
strategy, technology or customers, to determine whether it should calculate the fair value of a reporting unit. Previous
accounting literature required an entity to test goodwill for impairment by comparing the fair value of a reporting unit
with its carrying amount, including goodwill. If the fair value of a reporting unit is less than its carrying amount, then
the second step of the test must be performed to measure the amount of the impairment loss, if any. In the second step,
the implied fair value of the reporting unit’s goodwill is determined in the same manner as goodwill is measured in a
business combination (by measuring the fair value of the reporting unit’s assets, liabilities and unrecognized intangible
assets and determining the remaining amount ascribed to goodwill) and comparing the amount of the implied goodwill
to the carrying amount of the goodwill. Under the updated guidance, an entity is not required to calculate the fair
value of a reporting unit unless the entity determines that is more likely than not that its fair value is less than its
carrying amount. This update is effective for annual and interim goodwill impairment tests performed for fiscal years
beginning after December 31, 2011. The Company adopted this standard January 1, 2012 and it did not have any
material impact on its results of operations, financial position or liquidity.

In May 2011, the FASB issued ASU No. 2011-04, Fair Value Measurement (Topic 820). The ASU generally aligns
the principles for fair value measurements and the related disclosure requirements under GAAP and International
Financial Reporting Standards (“IFRS”). ASU 2011-04 changes certain fair value measurement principles and enhances
the disclosure requirements, particularly for Level 3 fair value measurements. The amendment is effective on a
prospective basis for interim and annual reporting periods beginning after December 15, 2011 and early adoption is
not permitted. The Company adopted this standard on January 1, 2012 and adoption of the standard did not have a
material impact on the Company’s consolidated financial statements.

In April 2011, the FASB amended its guidance on accounting for repurchase agreements. The amendments eliminate
the criteria to assess whether a transferor must have the ability to repurchase or redeem the financial assets in order to
demonstrate effective control over the transferred asset. Under the amended guidance, a transferor maintains effective
control over transferred financial assets (and thus accounts for the transfer as a secured borrowing) if there is an
agreement that both entitles and obligates the transferor to repurchase the financial assets before maturity and if all of
the following conditions previously required are met: (i) financial assets to be repurchased or redeemed are the same
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or substantially the same as those transferred; (ii) repurchase or redemption date before maturity at a fixed or
determinable price; and (iii) the agreement is entered into contemporaneously with, or in contemplation of, the
transfer. As a result, more arrangements could be accounted for as secured borrowings rather than sales. The updated
guidance is effective on a prospective basis for interim and annual reporting periods beginning on or after December
15, 2011. The Company adopted this standard January 1, 2012 and it did not have a material impact on the Company’s
results of operations, financial position or liquidity.

In October 2010, the FASB issued ASU No. 2010-26, Accounting for Costs Associated with Acquiring or Renewing
Insurance Contracts (“ASU 2010-26”). ASU 2010-26 modifies the types of costs that may be deferred, allowing
insurance companies to only defer costs directly related to a successful contract acquisition or renewal. These costs
include incremental direct costs of successful contracts, the portion of employees’ salaries and benefits related to time
spent on acquisition activities for successful contracts and other costs incurred in the acquisition of a contract.
Additional disclosure of the type of acquisition costs capitalized is also required.

The Company adopted ASU 2010-26 prospectively. During 2012, the Company estimates that pre-tax expenses will
increase by approximately $8,000 to $10,000 as a lower amount of acquisition costs will be capitalized and existing
costs that no longer meet the criteria for deferral under ASU 2010-26 will be recognized in expense over the original
amortization periods. For the three months ended March 31, 2012, the Company recognized approximately $3,258 of
expense related to such previously deferrable costs. If the Company had adopted ASU 2010-26 retrospectively,
approximately $4,647 of acquisition costs that were deferred would have been recognized in expense for the three
month period ended March 31, 2011.

8
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3.Investments

(a) Available-for-Sale Securities

 The amortized cost, estimated market value and gross unrealized appreciation and depreciation of available-for-sale
securities as of March 31, 2012, are presented in the table below:

(Amounts in Thousands)

Original or

amortized

cost

Gross
unrealized
gains

Gross
unrealized
losses

Market
value

Preferred stock $5,091 $ 97 $ (408 ) $4,780
Common stock 24,658 3,783 (2,469 ) 25,972
U.S. treasury securities 50,086 2,729 (24 ) 52,791
U.S. government agencies 60,126 515 (37 ) 60,604
Municipal bonds 260,344 9,060 (354 ) 269,050
Corporate bonds:
Finance 631,638 24,319 (14,674 ) 641,283
Industrial 181,903 7,667 (1,192 ) 188,378
Utilities 38,331 2,422 (1,199 ) 39,554
Commercial mortgage backed securities 29,951 205 (283 ) 29,873
Residential mortgage backed securities:
Agency backed 377,604 18,425 (55 ) 395,974
Non-agency backed 7,887 — (372 ) 7,515

$1,667,619 $ 69,222 $ (21,067 ) $1,715,774

Proceeds from the sale of investments in available-for-sale securities during the three months ended March 31, 2012
and 2011 were approximately $203,183 and $286,240, respectively.

 A summary of the Company’s available-for-sale fixed securities as of March 31, 2012, by contractual maturity, is
shown below. Expected maturities may differ from contractual maturities because borrowers may have the right to call
or prepay obligations with or without call or prepayment penalties.

(Amounts in Thousands) Amortized
Cost Fair Value

Due in one year or less $11,470 $11,556
Due after one through five years 311,083 309,337
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Due after five through ten years 634,872 658,937
Due after ten years 264,988 271,830
Mortgage backed securities 415,457 433,362
Total fixed maturities $1,637,870 $1,685,022

(b) Investment Income

 Net investment income for the three months ended March 31, 2012 and 2011 was derived from the following sources:

(Amounts in Thousands) 2012 2011
Fixed maturity securities $13,529 $13,674
Equity securities 398 166
Cash and short term investments 591 606

14,518 14,446
 Less:
Investment expenses and interest expense on securities sold under agreement to repurchase — 254

$14,518 $14,192

9
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(c) Other-Than-Temporary Impairment

 The table below summarizes the gross unrealized losses of our fixed maturity and equity securities by length of time
the security has continuously been in an unrealized position as of March 31, 2012:

Less Than 12 Months 12 Months or More Total

(Amounts in Thousands)
Fair
Market
Value

Unrealized
Losses

No. of
Positions
Held

Fair
Market
Value

Unrealized
Losses

No. of
Positions
Held

Fair
Market
Value

Unrealized
Losses

Common and preferred stock $5,174 $ (1,572 ) 18 $2,079 $ (1,305 ) 4 $7,253 $ (2,877 )
U.S. treasury securities 4,920 (24 ) 11 — — — 4,920 (24 )
U.S. government agencies 45,275 (37 ) 1 45,275 (37 )
Municipal bonds 39,003 (354 ) 10 — — — 39,003 (354 )
Corporate bonds:
Finance 183,460 (4,490 ) 54 92,554 (10,184 ) 13 276,014 (14,674 )
Industrial 21,631 (1,192 ) 5 1 — 2 21,632 (1,192 )
Utilities 10,918 (599 ) 2 5,593 (600 ) 1 16,511 (1,199 )
Commercial Mortgage backed
securities 19,464 (283 ) 1 — — — 19,464 (283 )

Residential mortgage backed
securities:
Agency backed 30,231 (55 ) 9 — — — 30,231 (55 )
Non-agency backed 7,491 (368 ) 1 24 (4 ) 1 7,515 (372 )
Total temporarily impaired
securities $367,567 $ (8,974 ) 112 $100,251 $ (12,093 ) 21 $467,818 $ (21,067 )

There are 133 securities at March 31, 2012 that account for the gross unrealized loss, none of which is deemed by the
Company to be OTTI. Significant factors influencing the Company’s determination that unrealized losses were
temporary included the magnitude of the unrealized losses in relation to each security’s cost, the nature of the
investment and management’s intent not to sell these securities and it being not more likely than not that the Company
will be required to sell these investments before anticipated recovery of fair value to the Company’s cost basis.

(d) Derivatives

The Company from time to time invests in a limited amount of derivatives and other financial instruments as part of
its investment portfolio to manage interest rate changes or other exposures to a particular financial market. The
Company records changes in valuation on its derivative positions not designated as a hedge as a component of net
realized gains and losses.
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The Company records changes in valuation on its hedge positions as a component of other comprehensive income. As
of March 31, 2012, the Company had two interest rate swaps designated as a hedge and were recorded as a liability
amount of $3,595 and were included as a component of accrued expenses and other liabilities.

10
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The following table presents the notional amounts by remaining maturity of the Company’s interest rate swaps as of
March 31, 2012:

Remaining Life of Notional Amount (1)

(Amounts in Thousands) One
Year

Two Through
Five Years

Six Through
Ten Years

After Ten
years Total

Interest rate swaps $—$ 30,000 $ 40,000 $ — $70,000

(1)
Notional amount is not representative of either market risk or credit risk and is not recorded in the consolidated
balance sheet.

(e) Restricted Cash and Investments

The Company, in order to conduct business in certain states, is required to maintain letters of credit or assets on
deposit to support state mandated regulatory requirements and certain third party agreements. The Company also
utilizes trust accounts to collateralize business with its reinsurance counterparties. These assets held are primarily in
the form of cash or certain high grade securities. The fair values of our restricted assets as of March 31, 2012 and
December 31, 2011 are as follows:

(Amounts in Thousands) 2012 2011
Restricted cash $59,236 $23,104
Restricted investments 182,446 187,227
Total restricted cash and investments $241,682 $210,331

(f) Other

Securities sold but not yet purchased represent obligations of the Company to deliver the specified security at the
contracted price and, thereby, create a liability to purchase the security in the market at prevailing prices. The
Company’s liability for securities to be delivered is measured at their fair value and as of March 31, 2012 was $54,420
for corporate bonds and $87 for equity securities. These transactions result in off-balance sheet risk, as the Company’s
ultimate cost to satisfy the delivery of securities sold but not yet purchased may exceed the amount reflected at March
31, 2012. Subject to certain limitations, all securities owned, to the extent required to cover the Company’s obligations
to sell or repledge the securities to others, are pledged to the clearing broker.
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  The Company enters into repurchase agreements, which are accounted for as collateralized borrowing transactions
and are recorded at contract amounts. The Company receives cash or securities that it invests or holds in short term or
fixed income securities. As of March 31, 2012, there were $200,915 principal amount outstanding at interest rates
between 0.4% and 0.45%. Interest expense associated with these repurchase agreements for the three months ended
March 31, 2012 and 2011 was $0 and $254, respectively, of which $0 was accrued as of March 31, 2012. The
Company has approximately $214,219 of collateral pledged in support of these agreements. Additionally, during the
three months ended March 31, 2012, the Company entered into a reverse repurchase agreement in the amount of
$56,187 that is included in short term investments as of March 31, 2012. The Company retains collateral of $54,420
related to this agreement.

11
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4.Fair Value of Financial Instruments

The following table presents the level within the fair value hierarchy at which the Company’s financial assets and
financial liabilities are measured on a recurring basis as of March 31, 2012:

(Amounts in Thousands) Total Level 1 Level 2 Level 3
Assets:
U.S. treasury securities $52,791 $52,791 $— $—
U.S. government agencies 60,604 — 60,604 —
Municipal bonds 269,050 — 269,050 —
Corporate bonds and other bonds:
Finance 641,283 — 641,283 —
Industrial 188,378 — 188,378 —
Utilities 39,554 — 39,554 —
Commercial mortgage backed securities 29,873 — 29,873 —
Residential mortgage backed securities:
Agency backed 395,974 — 395,974 —
Non-agency backed 7,515 — 7,515 —
Equity securities 30,752 30,752 — —
Short term investments 84,571 84,571 — —
Other investments 14,865 — — 14,865
Life settlement contracts 142,575 — — 142,575

$1,957,785 $168,114 $1,632,231 $157,440
Liabilities:
Equity securities sold but not yet purchased, market $87 $87 $— $—
Fixed maturity securities sold but not yet purchased, market 54,420 — 54,420 —
Securities sold under agreements to repurchase, at contract value 200,915 — 200,915 —
Life settlement contract profit commission 12,050 — — 12,050
Derivatives 3,595 — — 3,595

$271,067 $87 $255,335 $15,645

  The Company classifies its financial assets and liabilities in the fair value hierarchy based on the lowest level input
that is significant to the fair value measurement.  This classification requires judgment in assessing the market and
pricing methodologies for a particular security.  The fair value hierarchy includes the following three levels:

 Level 1 – Valuations are based on unadjusted quoted market prices in active markets for identical financial assets or
liabilities;

 Level 2 – Valuations of financial assets and liabilities are based on prices obtained from third party pricing services,
dealer quotations of the bid price using observable inputs, or through consensus pricing of a pricing service; and
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 Level 3 – Valuations are based on unobservable inputs for assets and liabilities where there is little or no market
activity.  Management’s assumptions are used in internal valuation pricing models to determine the fair value of
financial assets or liabilities.

 For additional discussion regarding techniques used to value the Company’s investment portfolio, refer to Note 2.
“Significant Accounting Policies” in Item 8. “Financial Statements and Supplementary Data” in its 2011 Form 10-K.

12
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The following table provides a summary of changes in fair value of the Company’s Level 3 financial assets and
liabilities for the three months ended March 31, 2012 and 2011:

(Amounts in Thousands)

Balance as
of
December 31,
2011

Net
income

Other
comprehensive
income

Purchases
and
issuances

Sales
and
settlements

Net
transfers
into
(out
of)
Level
3

Balance as
of
March 31,
2012

Other investments $ 14,588 $ (3,949 ) $ 4,535 $ 70 $ (379 ) $ —$ 14,865
Life settlement contracts 131,387 7,961 — 3,227 — — 142,575
Life settlement contract profit
commission (12,022 ) (28 ) — — — — (12,050 )

Derivatives (3,508 ) — (87 ) — — — (3,595 )
Total $ 130.445 $ 3,984 $ 4,448 $ 3,297 $ (379 ) $ —$ 141,795

(Amounts in Thousands)

Balance as
of
December 31,
2010

Net
income

Other
comprehensive
income

Purchases
and
issuances

Sales
and
settlements

Net
transfers
into
(out of)
Level 3

Balance as
of
March 31,
2011

Other investments $ 21,514 $ 661 $ 498 $ 80 $ (241 ) $ —$ 22,512
Life settlement contracts 22,155 24,120 — 17,411 — — 63,686
Life settlement contract profit
commission (4,711 ) (878 ) — — — — (5,589 )

Total $ 38,958 $ 23,903 $ 498 $ 17,491 $ (241 ) $ —$ 80,609

The Company had no transfers between levels during the three months ended March 31, 2012 and 2011.

 The Company uses the following methods and assumptions in estimating its fair value disclosures for financial
instruments:

·Equity and Fixed Income Investments:   Fair value disclosures for these investments are disclosed above in this note.
The carrying values of cash, short term investments and investment income accrued approximate their fair values;

·Premiums Receivable:   The carrying values reported in the accompanying balance sheets for these financial
instruments approximate their fair values due to the short term nature of the asset;
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·
Subordinated Debentures and Debt:   The carrying values reported in the accompanying balance sheets for these
financial instruments approximate fair value. Fair value was estimated using projected cash flows, discounted at
rates currently being offered for similar notes.

·

Other investments. The Company has less than one percent of its investment portfolio in limited partnerships or
hedge funds where the fair value estimate is determined by a fund manager based on recent filings, operating results,
balance sheet stability, growth and other business and market sector fundamentals. Due to the significant
unobservable inputs in these valuations, the Company includes the estimate in the amount disclosed in Level 3
hierarchy. The Company has determined that its investments in these securities are not material to its financial
position or results of operations.

·
Derivatives. The Company estimates fair value using information provided by the portfolio manager for interest rate
swaps and credit default swaps and the counterparty for contracts for differences and classifies each as Level 3
hierarchy.

The fair value of life settlement contracts is based on information available to the Company at the end of the reporting
period. The Company considers the following factors in its fair value estimates: cost at date of purchase, recent
purchases and sales of similar investments, financial standing of the issuer, and changes in economic conditions
affecting the issuer, maintenance cost, premiums, benefits, standard actuarially developed mortality tables and
industry life expectancy reports. The fair value of a life insurance policy is estimated using present value calculations
based on the data specific to each individual life insurance policy. The following summarizes data utilized in
estimating the fair value of the portfolio of life insurance policies for the three months ended March 31, 2012 and
December 31, 2011:

March 31, 2012 December 31, 2011
Average age of insured 77 77
Average life expectancy, months (1) 155 155
Average face amount per policy $ 6,635,000 $ 6,703,000
Fair value discount rate 7.5 % 7.5 %

(1) Mortality rates: standard life expectancy as adjusted for insured’s specific circumstances

13
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These assumptions are, by their nature, inherently uncertain and the effect of changes in estimates may be significant.
The fair value measurements used in estimating the present value calculation are derived from valuation techniques
generally used in the industry that include inputs for the asset that are not based on observable market data. The extent
to which the fair value could reasonable vary in the near term has been quantified by evaluating the effect of changes
in significant underlying assumptions used to estimate the fair value amount. If the life expectancies were increased or
decreased by 4 months and the discount factors were increased or decreased by 1% while all other variables are held
constant, the carrying value of the investment in life insurance policies would increase or (decrease) by the unaudited
amounts summarized below for the three months ended March 31, 2012 and December 31, 2011:

Change in life expectancy
Plus 4
Months Minus 4 Months

Investment in life policies:
March 31, 2012 $(21,335) $ 23, 702
December 31, 2011 $(18,778) $ 20,785

Change in discount
rate
Plus 1% Minus 1%

Investment in life policies:
March 31, 2012 $(15,266) $ 17,495
December 31, 2011 $(13,802) $ 15,804

5.Investment in Life Settlements

 A life settlement contract is a contract between the policy owner of a life insurance policy and a third-party investor
who obtains the ownership and beneficiary rights of the underlying life insurance policy. During 2010, the Company
formed Tiger Capital LLC (“Tiger”) with a subsidiary of ACAC for the purposes of acquiring certain life settlement
contracts. In 2011, the Company formed AMT Capital Alpha, LLC (“AMT Alpha”) with a subsidiary of ACAC and
AMT Capital Holdings, S.A. (“AMTCH”) with ACP Re, Ltd., an entity controlled by Michael Karfunkel, for the
purposes of acquiring additional life settlement contracts. The Company has a fifty percent ownership interest in each
of Tiger, AMT Alpha and AMTCH (collectively, the “LSC entities”). The LSC entities may also acquire premium
finance loans made in connection with the borrowers’ purchase of life insurance policies that are secured by the
policies, which are in default at the time of purchase. The LSC entities acquire the underlying policies through the
borrowers’ voluntary surrender of the policy in satisfaction of the loan or foreclosure. A third party serves as the
administrator of the Tiger life settlement contract portfolio, for which it receives an annual fee. Under the terms of an
agreement for Tiger, the third party administrator is eligible to receive a percentage of profits after certain time and
performance thresholds have been met. The Company provides for certain actuarial and finance functions related to
the LSC entities. Additionally, in conjunction with the Company’s 21.25% ownership percentage of ACAC, the
Company ultimately receives 60.625% of the profits and losses of Tiger and AMT Alpha. As such, in accordance with
ASC 810-10, Consolidation, we have been deemed the primary beneficiary and, therefore, consolidate the LSC

Edgar Filing: Amtrust Financial Services, Inc. - Form 10-Q

25



entities.

The Company accounts for investments in life settlements in accordance with ASC 325-30, Investments in Insurance
Contracts, which states that an investor shall elect to account for its investments in life settlement contracts by using
either the investment method or the fair value method. The election is made on an instrument-by-instrument basis and
is irrevocable. The Company has elected to account for these policies using the fair value method. The Company
determines fair value on a discounted cash flow basis of anticipated death benefits, incorporating current life
expectancy assumptions, premium payments, the credit exposure to the insurance company that issued the life
settlement contracts and the rate of return that a buyer would require on the contracts as no comparable market pricing
is available.

Total capital contributions of approximately $9,855 and $17,000 were made to the LSC entities during the three
months ended March 31, 2012 and 2011, respectively, for which the Company contributed its fifty percent ownership
share of approximately $4,927 and $8,600 in those same periods. The Company’s investments in life settlements and
cash value loans were approximately $145,700 and $136,800 as of March 31, 2012 and December 31, 2011,
respectively and are included in Prepaid expenses and other assets on the Consolidated Balance Sheet. The Company
recorded other income for the three months ended March 31, 2012 and 2011 of approximately $90 and $18,886,
respectively, related to the life settlement contracts.

14
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In addition to the 241 policies disclosed in the table below as of March 31, 2012, Tiger owned 22 premium finance
loans as of the three months ended March 31, 2012, which were secured by life insurance policies and were carried at
a value of $3,096. As of March 31, 2012, the face value amount of the related 241 life insurance policies and 22
premium finance loans were approximately $1,543,000 and $131,000 respectively. All of the premium finance loans
are in default and Tiger is enforcing its rights in the collateral. Upon the voluntary surrender of the underlying life
insurance policy in satisfaction of the loan or foreclosure, Tiger will become the owner of and beneficiary under the
underlying life insurance policy and will have the option to continue to make premium payments on the policies or
allow the policies to lapse. If a policyholder wishes to cure his or her default and repay the loan, Tiger will be repaid
the total amount due under the premium finance loans, including all premium payments made by Tiger to maintain the
policy in force since its acquisition of the loan.

The following table describes the Company’s investment in life settlements as of March 31, 2012:

(Amounts in Thousands, except Life Settlement Contracts) 
Expected Maturity Term in Years

Number of Life
Settlement
Contracts

Fair Value Face Value

0-1 — — —
1-2 — — —
2-3 1 6,684 10,000
3-4 1 2,789 5,000
4-5 2 9,723 20,000
Thereafter 237 $ 123,379 $1,508,013
Total 241 $ 142,575 $1,543,013

Premiums to be paid for each of the five succeeding fiscal years to keep the life insurance policies in force as of
March 31, 2012, are as follows:

(Amounts in Thousands)

Premiums
Due on
Life 
Settlement
Contracts

Premiums
Due on
Premium
Finance 
Loans

Total

2012 $ 23,322 $ 1,296 $24,618
2013 25,043 1,193 26,236
2014 27,203 1,440 28,643
2015 28,782 1,653 30,435
2016 46,420 2,413 48,833
Thereafter 506,151 48,334 554,485
Total $ 656,921 $ 56,329 $713,250
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6.Debt

The Company’s borrowings consisted of the following at March 31, 2012 and December 31, 2011:

(Amounts in Thousands) 2012 2011
Revolving credit facility $— $—
Subordinated debentures 123,714 123,714
Convertible senior notes 159,113 138,506
Secured loan agreements 9,778 10,018
Promissory notes 9,945 7,362

$302,550 $279,600

15
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Aggregate scheduled maturities of the Company’s borrowings at March 31, 2012 are:

(Amounts in Thousands)
2012 $10,682 (1)

2013 1,021
2014 1,068
2015 1,116
2016 1,167
Thereafter 287,496 (2)

(1)
Amount reflected in balance sheet for promissory notes is net of unamortized original issue discount of $55 for one
of the notes.

(2)
Amount reflected in balance sheet for convertible senior notes is net of unamortized original issue discount of
$40,887.

Revolving Credit Agreement

 On January 28, 2011, the Company entered into a three-year, $150,000 credit agreement (the “Credit Agreement”),
among JPMorgan Chase Bank, N.A., as Administrative Agent, The Bank of Nova Scotia, as Syndication Agent,
SunTrust Bank, as Documentation Agent, and the various lending institutions party thereto. The credit facility is a
revolving credit facility with a letter of credit sublimit of $50,000 and an expansion feature not to exceed $50,000.
 The Credit Agreement contains certain restrictive covenants customary for facilities of this type (subject to negotiated
exceptions and baskets), including restrictions on indebtedness, liens, acquisitions and investments, restricted
payments and dispositions. There are also financial covenants that require the Company to maintain a minimum
consolidated net worth, a maximum consolidated leverage ratio, a minimum fixed charge coverage ratio, a minimum
risk-based capital and a minimum statutory surplus. The Company was in compliance with all covenants as of March
31, 2012.

As of March 31, 2012, the Company had no outstanding borrowings under this Credit Agreement. The Company had
outstanding letters of credit in place under this Credit Agreement at March 31, 2012 for $49,371, which reduced the
availability for letters of credit to $629 as of March 31, 2012 and the availability under the facility to $100,629 as of
March 31, 2012.

Borrowings under the Credit Agreement bear interest at (x) the greatest of (a) the Administrative Agent’s prime rate,
(b) the federal funds effective rate plus 0.5 percent or (c) the adjusted LIBO rate for a one month interest period on
such day plus 1 percent, plus (y) a margin that is adjusted on the basis of the Company’s consolidated leverage ratio.
Eurodollar borrowings under the Credit Agreement will bear interest at the adjusted LIBO rate for the interest period

Edgar Filing: Amtrust Financial Services, Inc. - Form 10-Q

29



in effect plus a margin that is adjusted on the basis of the Company’s consolidated leverage ratio. The interest rate on
the credit facility as of March 31, 2012 and 2011 was 2.50%. The Company recorded interest expense of
approximately $510 and $395 for the three months ended March 31, 2012 and 2011, respectively, under the Credit
Agreement.

Fees payable by the Company under the Credit Agreement include a letter of credit participation fee (which is the
margin applicable to Eurodollar borrowings and was 2.25% at March 31, 2012), a letter of credit fronting fee with
respect to each letter of credit (.125%) and a commitment fee on the available commitments of the lenders (a range of
.35% to .45% based on the Company’s consolidated leverage ratio and was .40% at March 31, 2012).

Junior Subordinated Debt

 The Company has established four special purpose trusts for the purpose of issuing trust preferred securities. The
proceeds from such issuances, together with the proceeds of the related issuances of common securities of the trusts,
were invested by the trusts in junior subordinated debentures issued by the Company. In accordance with FASB ASC
810-10-25, the Company does not consolidate such special purpose trusts, as the Company is not considered to be the
primary beneficiary. The equity investment, totaling $3,714 as of March 31, 2012 on the Company’s consolidated
balance sheet, represents the Company’s ownership of common securities issued by the trusts. The debentures require
interest-only payments to be made on a quarterly basis, with principal due at maturity. The debentures contain
covenants that restrict declaration of dividends on the Company’s common stock under certain circumstances,
including default of payment. The Company incurred $2,605 of placement fees in connection with these issuances
which is being amortized over thirty years. The Company recorded $2,191 and $2,552 of interest expense for the three
months ended March 31, 2012 and 2011, respectively, related to these trust preferred securities.

16
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 The table below summarizes the Company’s trust preferred securities as of March 31, 2012:

Aggregate
Liquidation Aggregate Per
Amount of Liquidation Aggregate Annum

(Amounts in Thousands) Trust Amount of Principal Stated Interest
Preferred Common Amount Maturity Rate of

Name of Trust Securities Securities of Notes of Notes Notes
AmTrust Capital Financing Trust I $ 25,000 $ 774 $ 25,774 3/17/2035 8.275 %(1)

AmTrust Capital Financing Trust II 25,000 774 25,774 6/15/2035 7.710 (1)

AmTrust Capital Financing Trust III 30,000 928 30,928 9/15/2036 3.774 (2)

AmTrust Capital Financing Trust IV 40,000 1,238 41,238 3/15/2037 3.474 (3)

Total trust preferred securities $ 120,000 $ 3,714 $ 123,714

(1)The interest rate will change to three-month LIBOR plus 3.40% after the tenth anniversary in 2015.
(2)The interest rate is LIBOR plus 3.30%.
(3)The interest rate changed from 7.93% to LIBOR plus 3.00% on March 15, 2012.

The Company entered into two interest rate swap agreements related to these junior subordinated debentures, which
effectively convert the interest rate on the trust preferred securities from a variable rate to a fixed rate. Each agreement
is for a period of five years and commenced on September 15, 2011 for tranche III and March 15, 2012 for tranche IV.

Convertible Senior Notes

In December 2011, the Company issued $175,000 aggregate principal amount of its 5.5% convertible senior notes due
2021 (the “Notes”) to certain initial purchasers in a private placement. In January 2012, the Company issued an
additional $25,000 of the Notes to cover the initial purchasers’ overallotment option. The Notes will bear interest at a
rate equal to 5.5% per year, payable semiannually in arrears on June 15th and December 15th of each year, beginning
on June 15, 2012.

The Notes will mature on December 15, 2021 (the “Maturity Date”), unless earlier purchased by the Company or
converted into shares of the Company’s common stock, par value $0.01 per share (the “Common Stock”). Prior to
September 15, 2021, the Notes will be convertible only upon satisfaction of certain conditions, and thereafter, at any
time prior to the close of business on the second scheduled trading day immediately preceding the Maturity Date. The
conversion rate will initially equal 31.4218 shares of Common Stock per $1,000 principal amount of Notes, which
corresponds to an initial conversion price of approximately $31.83 per share of Common Stock, representing a
conversion premium of 25.0% over $25.46 per share, which was the last reported sale price of the Common Stock on
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the NASDAQ on December 15, 2011. The conversion rate will be subject to adjustment upon the occurrence of
certain events as set forth in the indenture governing the notes. Upon conversion of the Notes, the Company will, at its
election, pay or deliver, as the case may be, cash, shares of Common Stock, or a combination of cash and shares of
Common Stock.

Upon the occurrence of a fundamental change (as defined in the indenture governing the notes) involving the
Company, holders of the Notes will have the right to require the Company to repurchase their Notes for cash, in whole
or in part, at 100% of the principal amount of the Notes to be repurchased, plus any accrued and unpaid interest, if
any, to, but excluding, the fundamental change purchase date.

The Company separately allocated the proceeds for the issuance of the Notes to a liability component and an equity
component, which is the embedded conversion option. The equity component was reported as an adjustment to
paid-in-capital, net of tax, and is reflected as an original issue discount (“OID”). The OID of $41,679 and deferred
origination costs relating to the liability component of $4,750 will be amortized into interest expense over the term of
the loan of the Notes. After considering the contractual interest payments and amortization of the original discount,
the Notes effective interest rate was 8.57%. Transaction costs of $1,250 associated with the equity component were
netted in paid-in-capital. Interest expense, including amortization of deferred origination costs, recognized on the
Notes was $3,544 for the three months ended March 31, 2012.
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The following table shows the amounts recorded for the Notes as of March 31, 2012 and December 31, 2011:

(Amounts in Thousands) March 31, 2012 December 31, 2011
Liability component
Outstanding principal $ 200,000 $ 175,000
Unamortized OID (40,887 ) (36,494 )
Liability component 159,113 138,506
Equity component, net of tax 27,092 23,785

Secured Loan Agreement

 During February 2011, the Company, through a wholly-owned subsidiary, entered into a seven-year secured loan
agreement with Bank of America Leasing & Capital, LLC in the aggregate amount of $10,800 to finance the purchase
of an aircraft. The loan bears interest at a fixed rate of 4.45%, requires monthly installment payments of
approximately $117 commencing on March 25, 2011 and ending on February 25, 2018, and a balloon payment of
$3,240 at the maturity date. The Company recorded interest expense of approximately $112 and $51 for the three
months ended March 31, 2012 and 2011, respectively, related to this agreement. The loan is secured by an aircraft that
the subsidiary acquired in February 2011.

 The agreement contains certain covenants that are similar to the Company’s revolving credit facility. Additionally,
subsequent to February 25, 2012, but prior to payment in full, if the outstanding balance of this loan exceeds 90% of
the fair value of the aircraft, the Company is required to pay the lender the entire amount necessary to reduce the
outstanding principal balance to be equal to or less than 90% of the fair value of the aircraft.  The agreement allows
the Company, under certain conditions, to repay the entire outstanding principal balance of this loan without penalty.

Promissory Notes

 In connection with the stock and asset purchase agreement with a subsidiary of Unitrin, Inc. (now called Kemper
Corporation), the Company, on June 1, 2008, issued a promissory note to Unitrin, Inc. in the amount of $30,000. The
note is non-interest bearing and requires four annual principal payments of $7,500. The first three annual principal
payments were paid between 2009 and 2011, and the remaining principal payment is due on June 1, 2012. Upon
entering into the promissory note, the Company calculated imputed interest of $3,155 based on interest rates available
to the Company, which was 4.5%. Accordingly, the note’s carrying balance was adjusted to $26,845 at the acquisition.
The note is required to be paid in full, immediately, under certain circumstances including a default of payment or
change of control of the Company. The Company included $83 and $163 of amortized discount on the note in its
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results of operations for the three months ended March 31, 2012 and 2011, respectively. The note’s carrying value was
$7,445 and $7,362 as of March 31, 2012 and December 31, 2011, respectively.

In March 2012, 800 Superior LLC entered into a promissory note with ACP Re, Ltd in the amount of $2,500. 800
Superior LLC is an entity the Company and ACAC have a 50% ownership interest in. The note matures in July 2012
and bears interest at a rate of 2.00% per annum, which resulted in $3 of interest expense for the three months ended
March 31, 2012. For more information regarding this promissory note, see Note 11. “Related Party Transactions.”

Comerica Letter of Credit Facility

In connection with the Majestic acquisition discussed in Note 12 “Acquisitions,” the Company, through one of its
subsidiaries, entered into a secured letter of credit facility with Comerica Bank during the three months ended
September 30, 2011. The Company utilizes this letter of credit facility to comply with the deposit requirements of the
State of California and the U.S. Department of Labor as security for the Company’s obligations to workers’
compensation and federal Longshore and Harbor Workers’ Compensation Act policyholders. The credit limit is for
$75,000 and was utilized for $49,801 as of March 31, 2012. The Company is required to pay a letter of credit
participation fee for each letter of credit in the amount of 0.40%.

Other Letter of Credit

 The Company, through certain subsidiaries, has an additional existing stand-by letter of credit as of March 31, 2012
in the amount of $1,311.
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7.Acquisition Costs and Other Underwriting Expenses

 The following table summarizes the components of acquisition costs and other underwriting expenses for the three
months ended March 31, 2012 and 2011:

(Amounts in Thousands) 2012 2011
Policy acquisition expenses $85,192 $46,817
Salaries and benefits 35,785 27,922
Other insurance general and administrative expense 3,048 6,495

$124,025 $81,234

8.Earnings Per Share

 Effective January 1, 2009, the Company adopted ASC subtopic 260-10, Determining Whether Instruments Granted in
Share-Based Payments Transactions Are Participating Securities. ASC 260-10 provides that unvested share-based
payment awards that contain nonforfeitable rights to dividends or dividend equivalents, whether paid or unpaid, are
participating securities and are to be included in the computation of earnings per share under the two-class method.
The Company’s unvested restricted shares contain rights to receive nonforfeitable dividends and are participating
securities, requiring the two-class method of computing earnings per share.

 The following table is a summary of the elements used in calculating basic and diluted earnings per share for the three
months ended March 31, 2012 and 2011:

(Amounts in Thousands except per share) 2012 2011
Basic earnings per share:
Net income attributable to AmTrust Financial Services, Inc. shareholders $39,086 $45,183
Less: Net income allocated to participating securities and redeemable non-controlling interest 58 25
Net income allocated to AmTrust Financial Services, Inc. common shareholders $39,028 $45,158

Weighted average common shares outstanding – basic 60,375 59,603
Less: Weighted average participating shares outstanding 89 38
Weighted average common shares outstanding – basic 60,286 59,565
Net income per AmTrust Financial Services, Inc. common shares - basic $0.65 $0.76

Diluted earnings per share:
Net income attributable to AmTrust Financial Services, Inc. shareholders $39,086 $45,183
Less: Net income allocated to participating securities and redeemable non-controlling interest 58 25
Net income allocated to AmTrust Financial Services, Inc. common shareholders $39,028 $45,158

Edgar Filing: Amtrust Financial Services, Inc. - Form 10-Q

35



Weighted average common shares outstanding – basic 60,286 59,565
Plus: Dilutive effect of stock options, other 2,033 1,167
Weighted average common shares outstanding – dilutive 62,319 60,732
Net income per AmTrust Financial Services, Inc. common shares - diluted $0.63 $0.74

As of March 31, 2012, there were less than 100,000 anti-dilutive securities excluded from diluted earnings per share.
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9.Share Based Compensation

The Company’s 2010 Omnibus Incentive Plan (the “Plan”) permits the Company to grant to its officers, employees and
non-employee directors incentive compensation directly linked to the price of the Company’s stock. The Plan
authorizes up to an aggregate of 6,045,511 shares of Company stock for awards of options to purchase shares of the
Company’s common stock, restricted stock, restricted stock units (“RSU”), performance shares or appreciation rights.
Shares used may be either newly issued shares or treasury shares or both. The aggregate number of shares of common
stock for which awards may be issued may not exceed 6,045,511 shares, subject to the authority of the Company’s
board of directors to adjust this amount in the event of a consolidation, reorganization, stock dividend, stock split,
recapitalization or similar transaction affecting the Company’s common stock. As of March 31, 2012, approximately
5,225,000 shares of Company common stock remained available for grants under the Plan.

 The Company recognizes compensation expense under FASB ASC 718-10-25 for its share-based payments based on
the fair value of the awards. The Company grants stock options at prices equal to the closing stock price of the
Company’s stock on the dates the options are granted. The options have a term of ten years from the date of grant and
vest primarily in equal annual installments over the four-year period following the date of grant for employee options.
Employees have three months after the employment relationship ends to exercise all vested options. The fair value of
each option grant is separately estimated for each vesting date. The fair value of each option is amortized into
compensation expense on a straight-line basis between the grant date for the award and each vesting date. The
Company has estimated the fair value of all stock option awards as of the date of the grant by applying the
Black-Scholes-Merton multiple-option pricing valuation model. The application of this valuation model involves
assumptions that are judgmental and highly sensitive in the determination of compensation expense. The Company
grants restricted shares and RSUs with a grant date value equal to the closing stock price of the Company’s stock on
the dates the shares or units are granted.

 The following schedule shows all options granted, exercised, and expired under the Plan for the three months ended
March 31, 2012 and 2011:

2012 2011

Shares
Weighted
Average
Exercise Price

Shares
Weighted
Average
Exercise Price

Outstanding at beginning of period 3,771,788 $ 10.96 4,126,926 $ 10.46
Granted — — 175,000 14.98
Exercised (93,083 ) 8.71 (75,736 ) 10.93
Cancelled or terminated (55,622 ) 13.19 (24,065 ) 12.41
Outstanding end of period 3,623,083 $ 10.98 4,202,125 $ 10.63

 During the period ended March 31, 2012, no options were granted. During the period ended March 31, 2011, the
weighted average grant date fair value of options granted was approximately $7.24.
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A summary of the Company’s restricted stock and RSU activity for the three months ended March 31, 2012 and 2011
is shown below:

2012 2011

Shares
or
Units

Weighted
Average
Grant Date
Fair Value

Shares
or Units

Weighted
Average
Grant Date
Fair Value

Non-vested at beginning of year 291,230 $ 18.32 139,388 $ 14.04
Granted 342,428 27.25 75,884 19.14
Vested (22,097 ) 18.45 (12,500 ) 14.25
Forfeited — — — —
Non-vested at end of period 611,561 $ 23.31 202,772 $ 15.93

Compensation expense for all share-based payments under ASC 718-10-30 was approximately $1,181 and $1,459 for
the three months ended March 31, 2012 and 2011, respectively.

 As of March 31, 2012, there was approximately $13,757 of total unrecognized compensation cost related to
non-vested share-based compensation arrangements.
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10.Income Taxes

Income tax expense for the three months ended March 31, 2012 and 2011 was $11,177 and $9,037, respectively. The
following table is a reconciliation of the Company’s statutory income tax expense to its effective tax rate for the three
months ended March 31, 2012 and 2011:

(Amounts in Thousands) 2012 2011
Income before equity in earnings (loss) of unconsolidated subsidiaries $48,033 $60,540
Tax at federal statutory rate of 35% $16,812 $21,189
Tax effects resulting from:
Net income of non-includible foreign subsidiaries (4,568 ) (7,643 )
Other, net (1,067 ) (4,509 )

11,177 9,037
Effective tax rate 23.3 % 14.9 %

The Company’s management believes that it will realize the benefits of its deferred tax assets, which is included as a
component of the Company’s net deferred tax liability, and, accordingly, no valuation allowance has been recorded for
the periods presented. The Company does not provide for income taxes on the unremitted earnings of foreign
subsidiaries where, in management’s opinion, such earnings have been indefinitely reinvested. It is not practical to
determine the amount of unrecognized deferred tax liabilities for temporary differences related to these investments.

  The Company’s major taxing jurisdictions include the U.S. (federal and state), the United Kingdom and Ireland. The
years subject to potential audit vary depending on the tax jurisdiction. Generally, the Company’s statute of limitation is
open for tax years ended December 31, 2007 and forward. As permitted by FASB ASC 740-10, the Company adopted
an accounting policy to prospectively classify accrued interest and penalties related to any unrecognized tax benefits
in its income tax provision. Previously, the Company’s policy was to classify interest and penalties as an operating
expense in arriving at pre-tax income. At March 31, 2012, the Company does not have any accrued interest and
penalties related to unrecognized tax benefits in accordance with FASB ASC 740-10.

The earnings of certain of the Company’s foreign subsidiaries have been indefinitely reinvested in foreign operations.
Therefore, no provision has been made for any U.S. taxes or foreign withholding taxes that may be applicable upon
any repatriation or sale. The determination of any unrecognized deferred tax liability for temporary differences related
to investments in certain of the Company’s foreign subsidiaries is not practicable. As of March 31, 2012 and December
31, 2011, the financial reporting basis in excess of the tax basis for which no deferred taxes have been recognized was
approximately $235,900 and $223,300, respectively.

11.Related Party Transactions
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Maiden

 The Company has various reinsurance and service agreements with Maiden Holdings, Ltd. (“Maiden”). Maiden is a
publicly-held Bermuda insurance holding company (Nasdaq: MHLD) formed by Michael Karfunkel, George
Karfunkel and Barry Zyskind, the principal shareholders, and, respectively, the chairman of the board of directors, a
director, and the chief executive officer and director of the Company. As of March 31, 2012, Michael Karfunkel owns
or controls approximately 13.8% of the issued and outstanding capital stock of Maiden, George Karfunkel owns or
controls approximately 9.4% of the issued and outstanding capital stock of Maiden and Mr. Zyskind owns or controls
approximately 5.1% of the issued and outstanding stock of Maiden. Mr. Zyskind serves as the non-executive chairman
of the board of Maiden’s board of directors. Maiden Insurance Company, Ltd (“Maiden Insurance”), a wholly-owned
subsidiary of Maiden, is a Bermuda reinsurer. The following section describes the agreements in place between the
Company and its subsidiaries and Maiden and its subsidiaries.

Reinsurance Agreements with Maiden Holdings, Ltd.

In 2007, the Company and Maiden entered into a master agreement, as amended, by which the parties caused the
Company’s Bermuda subsidiary, AmTrust International Insurance, Ltd. (“AII”) and Maiden Insurance to enter into a
quota share reinsurance agreement (the “Maiden Quota Share”), as amended, by which AII retrocedes to Maiden
Insurance an amount equal to 40% of the premium written by the Company’s U.S., Irish and U.K. insurance companies
(the “AmTrust Ceding Insurers”), net of the cost of unaffiliated inuring reinsurance (and in the case of the Company’s
U.K. insurance subsidiary, AmTrust Europe Ltd., net of commissions) and 40% of losses excluding certain specialty
risk programs that the Company commenced writing after the effective date, including the Company’s European
medical liability business discussed below, and risks, other than workers’ compensation risks and certain business
written by the Company’s Irish subsidiary, AmTrust International Underwriters Limited (“AIU”), for which the AmTrust
Ceding Insurers’ net retention exceeds $5,000 (“Covered Business”).

21

Edgar Filing: Amtrust Financial Services, Inc. - Form 10-Q

40



The Maiden Quota Share, which had an initial term of three years, was renewed through June 30, 2014 and will
automatically renew for successive three-year terms unless either AII or Maiden Insurance notifies the other of its
election not to renew not less than nine months prior to the end of any such three-year term. In addition, either party is
entitled to terminate on thirty days’ notice or less upon the occurrence of certain early termination events, which
include a default in payment, insolvency, change in control of AII or Maiden Insurance, run-off, or a reduction of 50%
or more of the shareholders’ equity of Maiden Insurance or the combined shareholders’ equity of AII and the AmTrust
Ceding Insurers.

The Maiden Quota Share, as amended, further provides that AII receives a ceding commission based on a percentage
of ceded written premiums with respect to all Covered Business. Commencing January 1, 2012, the ceding
commission with respect to all Covered Business other than the retail commercial package business is adjusted on a
quarterly basis to (a) 30% of ceded premium, if the Specialty Risk and Extended Warranty subject premium,
excluding ceded premium related to our medical liability business discussed below, is greater than or equal to 42% of
the total subject premium, (b) 30.5% of ceded premium, if the Specialty Risk and Extended Warranty subject
premium is less than 42% but greater than or equal to 38%, or (c) 31% of ceded premium, if the Specialty Risk and
Extended Warranty subject premium is less than 38% of the total subject premium. The ceding commission for the
retail commercial package business is 34.375% of ceded premium. From April 1, 2011 until December 31, 2011, AII
received a ceding commission of 30% of ceded written premium with respect to all Covered Business other than the
retail commercial package business, for which the ceding commission was 34.375%. Prior to April 1, 2011, AII
received a ceding commission of 31% of ceded premiums with respect to all Covered Business other than the retail
commercial package business, for which the ceding commission was 34.375%.

Effective April 1, 2011, the Company, through its subsidiaries AEL and AIU, entered into a reinsurance agreement
with Maiden Insurance by which the Company cedes to Maiden Insurance 40% of its European medical liability
business, including business in force at April 1, 2011. The quota share has an initial term of one year, automatically
renews for one-year terms and can be terminated by either party on four months’ prior written notice. Maiden
Insurance pays the Company a 5% ceding commission, and the Company will earn a profit commission of 50% of the
amount by which the ceded loss ratio is lower than 65%.

Effective September 1, 2010, the Company, through its subsidiary, Security National Insurance Company (“SNIC”),
entered into a reinsurance agreement with Maiden Reinsurance Company and an unrelated third party. Under the
agreement, which had an initial term of one year and has been extended to August 31, 2012, SNIC cedes 80% of the
gross liabilities produced under the Southern General Agency program to Maiden Reinsurance Company and 20% of
the gross liabilities produced to the unrelated third party. SNIC receives a five percent commission on ceded written
premiums.

The following is the effect on the Company’s results of operations for the three months ended March 31, 2012 and
2011 related to Maiden Reinsurance agreements:
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(Amounts in Thousands) 2012 2011
Results of operations:
Premium written – ceded $(190,901) $(126,722)
Change in unearned premium – ceded 24,583 12,786
Earned premium – ceded $(166,318) $(113,936)

Ceding commission on premium written $54,411 $39,725
Ceding commission – deferred (8,137 ) (3,916 )
Ceding commission – earned $46,274 $35,809

Incurred loss and loss adjustment expense – ceded $122,810 $82,107
Interest expense on collateral loan 628 486

Fronting Arrangement with Maiden Specialty Insurance Company

Effective September 1, 2010, the Company, through its subsidiary Technology Insurance Company, Inc.  (“TIC”),
entered into a quota share reinsurance agreement with Maiden Specialty Insurance Company (“Maiden Specialty”) by
which TIC assumes a portion (generally 90%) of premiums and losses with respect to certain surplus lines programs
written by Maiden Specialty on behalf of the Company (the “Surplus Lines Facility”). The Surplus Lines Facility
enables the Company to write business on a surplus lines basis throughout the United States in states in which the
Company is unauthorized to write such business through its own insurance subsidiaries. Currently, the Company is
utilizing the Surplus Lines Facility for two programs for which Maiden Specialty receives a five percent ceding
commission on all premiums ceded by Maiden Specialty to TIC. The Surplus Lines Facility shall remain continuously
in force until terminated. The Company has surplus lines authority for two of its insurance company subsidiaries,
which has significantly decreased the need for the Surplus Lines Facility. As a result of this agreement, we assumed
approximately $404 of written premium for which we earned approximately $3,400 and incurred losses of
approximately $2,100 for the three months ended March 31, 2012.
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Note Payable to Maiden – Collateral for Proportionate Share of Reinsurance Obligations

In conjunction with the Maiden Quota Share, as described above, AII entered into a loan agreement with Maiden
Insurance during the fourth quarter of 2007, whereby Maiden Insurance loaned to AII the amount equal to its quota
share of the obligations of the AmTrust Ceding Insurers that AII was then obligated to secure. The loan agreement
provides for interest at a rate of LIBOR plus 90 basis points and is payable on a quarterly basis. Advances under the
loan are secured by a promissory note and totaled $167,975 as of March 31, 2012. The Company recorded $628 and
$486 of interest expense during the three months ended March 31, 2012 and 2011, respectively.  Effective December
1, 2008, AII and Maiden Insurance entered into a Reinsurer Trust Assets Collateral agreement whereby Maiden
Insurance is required to provide AII the assets required to secure Maiden’s proportional share of the Company’s
obligations to its U.S. subsidiaries. The amount of this collateral as of March 31, 2012 was approximately $639,242.
Maiden retains ownership of the collateral in the trust account.

Reinsurance Brokerage Agreement

Effective July 1, 2007, the Company, through a subsidiary, entered into a reinsurance brokerage agreement with
Maiden. Pursuant to the brokerage agreement, the Company provides brokerage services relating to the Maiden Quota
Share for a fee equal to 1.25% of reinsured premium. The Company recorded $2,194 and $1,584 of brokerage
commission (recorded as a component of service and fee income) during the three months ended March 31, 2012 and
2011, respectively.

Asset Management Agreement

 Effective July 1, 2007, the Company, through a subsidiary, entered into an asset management agreement with
Maiden, pursuant to which the Company provides investment management services to Maiden and its affiliates. As of
March 31, 2012, the Company managed approximately $2,200,000 of assets related to this agreement. The investment
management services fee is 0.20% per annum for periods in which average invested assets are $1,000,000 or less and
0.15% per annum for periods in which the average invested assets exceeds $1,000,000. As a result of this agreement,
the Company earned approximately $830 and $725 of investment management fees (recorded as a component of
service and fee income) for the three months ended March 31, 2012 and 2011, respectively.

Senior Notes
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In June 2011, the Company, through a subsidiary, participated as a purchaser in a registered public offering by Maiden
Holdings North America, Ltd., a subsidiary of Maiden, for $12,500 of an aggregate $107,500 principal amount of
8.25% Senior Notes due 2041 (the “Notes”) that are fully and unconditionally guaranteed by Maiden. The Notes are
redeemable for cash, in whole or in part, on or after June 15, 2016, at 100% of the principal amount of the Notes to be
redeemed plus accrued and unpaid interest to, but not including, the redemption date. The fair value of the notes as of
March 31, 2012 was 12,775.

American Capital Acquisition Corporation

 During the three months ended March 31, 2010, the Company completed its strategic investment in American Capital
Acquisition Corporation (“ACAC”). ACAC was formed by The Michael Karfunkel 2005 Grantor Retained Annuity
Trust (the “Trust”) and the Company for the purpose of acquiring from GMAC Insurance Holdings, Inc. and Motor
Insurance Corporation (“MIC”, together with GMAC Insurance Holdings, Inc., “GMACI”), GMACI’s U.S. consumer
property and casualty insurance business (the “GMACI Business”), a writer of automobile coverages through
independent agents in the United States. Its coverages include standard/preferred auto, RVs, non-standard auto and
commercial auto. The acquisition included ten statutory insurance companies (the “GMACI Insurers”). Michael
Karfunkel, individually, and the Trust, which is controlled by Michael Karfunkel, own 100% of ACAC’s common
stock (subject to the Company’s conversion rights described below). Michael Karfunkel is the chairman of the board of
directors of the Company and the father-in-law of Barry D. Zyskind, the chief executive officer of the Company. The
ultimate beneficiaries of the Trust include Michael Karfunkel’s children, one of whom is married to Mr. Zyskind. In
addition, Michael Karfunkel is the Chairman of the Board of Directors of ACAC.
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 Pursuant to the Amended Stock Purchase Agreement, ACAC issued and sold to the Company for an initial purchase
price of approximately $53,000, which was equal to 25% of the capital initially required by ACAC, 53,054 shares of
Series A Preferred Stock, which provides an 8% cumulative dividend, is non-redeemable and is convertible, at the
Company’s option, into 21.25% of the issued and outstanding common stock of ACAC (the “Preferred Stock”). The
Company has pre-emptive rights with respect to any future issuances of securities by ACAC and the Company’s
conversion rights are subject to customary anti-dilution protections. The Company has the right to appoint two
members of ACAC’s board of directors, which consists of six members. Subject to certain limitations, the board of
directors of ACAC may not take any action in the absence of the Company’s appointees and ACAC may not take
certain corporate actions without the unanimous prior approval of its board of directors (including the Company’s
appointees).

The Company, the Trust and Michael Karfunkel, individually, each shall be required to make its or his proportionate
share of deferred payments payable by ACAC to GMACI pursuant to the GMACI Securities Purchase Agreement,
which are payable, annually on March 1 through March 1, 2013, to the extent that ACAC is unable to otherwise
provide for such payments. The Company’s proportionate share of such deferred payments as of March 31, 2012 will
not exceed $7,500. In addition, in connection with the Company’s investment, ACAC will grant the Company a right
of first refusal to purchase or to reinsure commercial auto insurance business acquired from GMACI.

In accordance with ASC 323-10-15, Investments-Equity Method and Joint Ventures, the Company accounts for its
investment in ACAC under the equity method. The Company recorded $2,364 and $1,819 of income during the three
months ended March 31, 2012 and 2011, respectively, related to its equity investment in ACAC.  

Personal Lines Quota Share

The Company, effective March 1, 2010, reinsures 10% of the net premiums of the GMACI Business, pursuant to a
50% quota share reinsurance agreement (“Personal Lines Quota Share”) among Integon National Insurance Company,
lead insurance company on behalf of the GMACI Insurers, as cedents, and the Company, ACP Re, Ltd., a Bermuda
reinsurer that is a wholly-owned indirect subsidiary of the Trust, and Maiden Insurance Company, Ltd., as reinsurers.
The Personal Lines Quota Share provides that the reinsurers, severally, in accordance with their participation
percentages, receive 50% of the net premium of the GMACI Insurers and assume 50% of the related net losses. The
Company has a 20% participation in the Personal Lines Quota Share, by which it receives 10% of the net premiums of
the personal lines business and assumes 10% of the related net losses. The Personal Lines Quota Share has an initial
term of three years and will renew automatically for successive three-year terms unless terminated by written notice
not less than nine months prior to the expiration of the current term. In addition, either party is entitled to terminate on
60 days’ written notice or less upon the occurrence of certain early termination events, which include a default in
payment, insolvency, change in control of the Company or the GMACI Insurers, run-off, or a reduction of 50% or
more of the shareholders’ equity. The GMACI Insurers also may terminate on nine months’ written notice following the
effective date of an initial public offering or private placement of stock by ACAC or a subsidiary. The Personal Lines
Quota Share provides that the reinsurers pay a provisional ceding commission equal to 32.5% of ceded earned
premium, net of premiums ceded by the personal lines companies for inuring reinsurance, subject to adjustment to a
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maximum of 34.5% if the loss ratio for the reinsured business is 60.5% or less and a minimum of 30.5% if the loss
ratio is 64.5% or higher. The Personal Lines Quota Share is subject to a premium cap that limits the premium that
could be ceded by the GMACI Insurers to TIC to $133,100 during calendar year 2012 to the extent TIC was to
determine, in good faith, that it could not assume additional premium. The premium cap increases by 10% per annum
thereafter. As a result of this agreement, the Company assumed $30,609 and $25,587 of business from the GMACI
Insurers during the three months ended March 31, 2012 and 2011, respectively.

Information Technology Service Agreement

The Company provides ACAC and its affiliates information technology development services in connection with the
development and licensing of a policy management system which is currently 1.25% of gross written premium of
ACAC and its affiliates plus the Company’s costs for development and support services. The Company recorded
approximately $2,462 and $731 of fee income for the three months ended March 31, 2012 and 2011, respectively,
related to this agreement.

Asset Management Agreement

The Company manages the assets of ACAC and its subsidiaries for an annual fee equal to 0.20% of the average
aggregate value of the assets under management for the preceding quarter if the average aggregate value for the
preceding quarter is $1,000,000 or less and 0.15% of the average aggregate value of the assets under management for
the preceding quarter if the average aggregate value for that quarter is more than $1,000,000. The Company currently
manages approximately $700,000 of assets as of March 31, 2012 related to this agreement. As a result of this
agreement, the Company earned approximately $373 and $399 of investment management fees for the three months
ended March 31, 2012 and 2011, respectively.
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As a result of the above service agreements with ACAC, the Company recorded fees totaling approximately $2,835
and $1,130 for the three months ended March 31, 2012 and 2011, respectively. As of March 31, 2012, the outstanding
balance payable by ACAC related to these service fees and reimbursable costs was approximately $3,108.

800 Superior

In August 2011, the Company formed 800 Superior, LLC with a subsidiary of ACAC for the purposes of acquiring an
office building in Cleveland, Ohio. The Company and ACAC each have a fifty percent ownership interest in 800
Superior, LLC. The cost of the building was approximately $7,500. The Company has been appointed managing
member of the LLC. Additionally, in conjunction with the Company’s 21.25% ownership percentage of ACAC, the
Company ultimately receives 60.6% of the profits and losses of the LLC. As such, in accordance with ASC 810-10,
Consolidation, the Company has been deemed the primary beneficiary and, therefore, consolidates this entity. In
March 2012, 800 Superior LLC entered into a promissory note with ACP Re, Ltd in the amount of $2,500. The
proceeds from the note will be used for leasehold improvements on the office building. The note matures in July 2012
and bears interest at a rate of 2.00% per annum, which resulted in $3 of interest expense for the three months ended
March 31, 2012.

Lease Agreements

 In January 2008, the Company entered into an amended agreement for 14,807 square feet of office space at 59
Maiden Lane in New York, New York from 59 Maiden Lane Associates, LLC, an entity that is wholly-owned by
Michael Karfunkel and George Karfunkel. The Company paid approximately $182 and $179 for the lease for the three
months ended March 31, 2012 and 2011, respectively.

 In January 2011, the Company entered into an amended agreement to lease 9,030 square feet of office space in
Chicago, Illinois from 33 West Monroe Associates, LLC, an entity that is wholly-owned by entities controlled by
Michael Karfunkel and George Karfunkel. The Company paid approximately $67 and $47 for the three months ended
March 31, 2012 and 2011, respectively.

Management Agreement with ACP Re, Ltd.

The Company provides investment management services and accounting and administrative services to ACP Re, Ltd.
for a monthly fee of $10 and (i) a quarterly rate of 0.05% of the average value of ACP Re, Ltd.’s invested assets for a
monthly fee of 10,000 and (i) a quarterly rate of 0.05% of the average value of ACP Re, Ltd.’s invested assets for the
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preceding calendar quarter if the average value of such assets for the quarter was $1,000,000 or less, or (ii) a quarterly
rate of 0.0375% of the average value of ACP Re, Ltd.’s invested assets for the preceding calendar quarter if the
average value of such assets for the quarter was greater than $1,000,000. The Company currently manages
approximately $100,000 of assets as of March 31, 2012. The Company entered into this management agreement in
March 2012, and it covers all services rendered prior to the execution of the agreement. The Company recorded
approximately $233 for these services for the three months ended March 31, 2012.

Use of the Company Aircraft

The Company’s wholly-owned subsidiary, AmTrust Underwriters, Inc. (“AUI”), is a party to an aircraft time share
agreement with each of Maiden and ACAC. The agreements provide for payment to AUI for usage of its
company-owned aircraft and covers actual expenses incurred and permissible under federal aviation regulations,
including travel and lodging expenses of the crew, in-flight catering, flight planning and weather contract services,
ground transportation, fuel, landing and hanger fees, airport taxes, among others. AUI does not charge Maiden or
ACAC for the fixed costs that would be incurred in any event to operate the aircraft (for example, aircraft purchase
costs, insurance and flight crew salaries). During the three months ended March 31, 2012, Maiden and ACAC paid
AUI $20 and $43, respectively, for the use of AUI’s aircraft under these agreements.

In addition, for personal travel, Mr. Zyskind, the Company’s President and Chief Executive Officer and Michael
Karfunkel, the Chairman of the Board, each entered into an aircraft reimbursement agreement with AUI and, since
entering into such agreement, has fully reimbursed AUI for the incremental cost billed by AUI for their personal use
of AUI’s aircraft. During the three months ended March 31, 2012 Mr. Zyskind reimbursed the Company $36. Michael
Karfunkel did not use the aircraft for personal use during the three months ended March 31, 2012.
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12.Acquisitions

BTIS

In December 2011, the Company acquired the California-based Builders & Tradesmen’s Insurance Services, Inc.
(“BTIS”), an insurance wholesaler and general agent specializing in insurance policies and bonds for small artisan
contractors. The purchase agreement required the Company to make an initial payment of $5,000 on the acquisition
date and pay future incentives measured primarily on the overall profitability of the business for a period of
approximately four years. In accordance with FASB ASC 805, Business Combinations, the Company recorded a
preliminary purchase price of approximately $47,000, which included goodwill and intangibles of approximately
$46,000. The intangible assets included renewal rights, distribution networks and trademarks. The trademarks were
determined to have an indefinite life while the renewal rights and distribution networks were determined to have lives
of 11 and 17 years, respectively. The Company expects to complete its purchase price accounting during the three
months ended June 30, 2012. BTIS’s revenues are included within the Company’s Small Business segment as a
component of service and fee income. The Company recorded approximately $7,000 of fee revenue as a result of this
acquisition during the three months ended March 31, 2012.

Majestic

The Company, through certain of its subsidiaries and the Insurance Commissioner of the State of California acting
solely in the capacity as the statutory conservator (the “Conservator”) of Majestic Insurance Company (“Majestic”),
entered into a Rehabilitation Agreement that set forth a plan for the rehabilitation of Majestic (the “Rehabilitation Plan”)
by which the Company acquired the business of Majestic through a Renewal Rights and Asset Purchase Agreement
(the “Purchase Agreement”), and a Loss Portfolio Transfer and Quota Share Reinsurance Agreement (the “Reinsurance
Agreement”). On July 1, 2011, the Company, through one of its subsidiaries, entered into the Reinsurance Agreement,
which was effective June 1, 2011, and assumed all of Majestic’s liability for losses and loss adjustment expenses under
workers’ compensation insurance policies of approximately $331,660, without any aggregate limit, and certain
contracts related to Majestic’s workers” compensation business, including leases for Majestic’s California office space.
In addition, the Company assumed 100% of the unearned premium reserve of approximately $25,997 on all in-force
Majestic policies. In connection with this transaction, the Company received approximately $224,532 of cash and
investments, which included $26,000 for a reserve deficiency and also included the assignment of Majestic’s
reinsurance recoverables of approximately $51,715. The Reinsurance Agreement also contains a profit sharing
provision whereby the Company pays Majestic up to 3% of net earned premium related to current Majestic policies
that are renewed by the Company in the three year period commencing on the closing date should the loss ratio on
such policies for the three year period be 65% or less. The insurance premiums, which are included in the Company’s
Small Commercial Business segment, have been recorded since the acquisition date and were approximately $19,000
for the year three months ended March 31, 2012.
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As a result of entering into the Purchase Agreement, the Company, in accordance with FASB ASC 805, Business
Combinations, recorded $3,870 of intangible assets related to distribution networks and trademarks. The distribution
networks have a life of 13 years and the trademarks have a life of two years. Additionally, the Company recorded a
liability for approximately $390 related to an unfavorable lease assumed in the transaction and a liability for
approximately $815 related to the above-mentioned profit sharing provision. In accordance with FASB ASC 944-805,
Business Combinations, the Company adjusted to fair value Majestic’s loss and LAE reserves by taking the acquired
loss reserves recorded and discounting them based on expected reserve payout patterns using a current risk-free rate of
interest. This risk-free interest rate was then adjusted based on different cash flow scenarios that use different payout
and ultimate reserve assumptions deemed to be reasonably possible based upon the inherent uncertainties present in
determining the amount and timing of payment of such reserves. The difference between the acquired loss and LAE
reserves and the Company’s best estimate of the fair value of such reserves at acquisition date is amortized ratably over
the payout period of the acquired loss and LAE reserves. The Company determined the fair value of the loss reserves
to be $328,905. Accordingly, the amortization will be recorded as an expense on the Company’s income statement
until fully amortized.
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13.Shareholder Equity

The following table summarizes the ownership components of total equity for the three months ended March 31,
2012:

(Amounts in Thousands) AmTrust Non-Controlling
Interests Total

Beginning Balance, January 1, 2012 $890,563 $ 69,098 $959,661
Net income 39,086 134 39,220
Unrealized holding gains  and reclassification 28,315 — 28,315
Foreign currency translation 4,197 — 4,197
Unrealized loss on interest rate swap (57 ) — (57 )
Equity component of convertible senior notes, net of income tax and issue
costs 3,306 — 3,306

Capital contribution — 4,928 4,928
Dividends (5,470 ) — (5,470 )
Share exercises and compensation, other 2,102 — 2,102
Ending Balance, March 31, 2012 $962,042 $ 74,160 $1,036,202

There were no distributions to non-controlling interests or changes in ownership percentages during the three months
ended March 31, 2012.

14.Contingent Liabilities

Litigation

The Company’s insurance subsidiaries are named as defendants in various legal actions arising principally from claims
made under insurance policies and contracts. Those actions are considered by the Company in estimating the loss and
LAE reserves. The Company’s management believes the resolution of those actions will not have a material adverse
effect on the Company’s financial position or results of operations.

Vehicle service contract industry inquiry and related proceedings
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As previously described in the Company’s Annual Report on Form 10-K, the Company’s subsidiary Warrantech
Corporation (“Warrantech”) is involved in a number of disputes that relate to U.S. Fidelis, a direct marketer of vehicle
service contracts that filed a petition for Chapter 11 bankruptcy protection in February 2010 in the United States
Bankruptcy Court for the Eastern District of Missouri (the “Bankruptcy Proceeding”).

On April 27, 2012, the parties to the various disputes reached agreement on a comprehensive settlement, the terms of
which are incorporated into the plan of liquidation for U.S. Fidelis, which was filed in the Bankruptcy Proceeding on
May 1, 2012 (the “Plan”). In connection with the Plan, Warrantech, the Unsecured Creditors Committee of U.S. Fidelis,
Mepco Finance Corporation (“Mepco”), and the States of Missouri, Texas, Washington and Ohio, by and through the
offices of their respective Attorneys General entered into a plan support agreement (the “PSA”). Pursuant to the PSA,
provided that the Plan has not been modified in such a manner that would materially adversely affect the rights,
recoveries, or obligations of the parties and subject to an opt-out right in favor of Warrantech and Mepco, each of the
parties agreed to support the Plan throughout the Bankruptcy Proceeding and to cooperate to the fullest extent in
obtaining confirmation of the Plan by no later than July 30, 2012. On the effective date of the Plan, Warrantech will
become obligated to pay $4.8 million to Mepco, $1.4 million to the liquidating trustee and $1.1 million to the U.S.
Fidelis Consumer Restitution Plan (as described in the Plan).

As part of the overall settlement, Warrantech also entered into assurances of voluntary compliance with the states of
Ohio, Missouri, Texas and Washington (the “AVCs”) that do not become binding until the effective date of the Plan.
The AVCs require Warrantech to adhere to certain compliance terms in connection with the marketing and sale of
vehicle service contracts through authorized telemarketers, pay certain funds to consumers in connection with vehicle
service contracts that were marketed and sold by U.S. Fidelis and administered by Warrantech and contribute the
funds referenced above to the U.S. Fidelis Consumer Restitution Fund.
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Investment in ACAC

  As a result of its equity investment in ACAC, the Company made an initial investment in ACAC in the amount of
approximately $53,000.  In addition, the Company, the Trust and Michael Karfunkel, individually, each shall be
required to make its or his proportional share of the deferred payments payable by ACAC to GMAC pursuant to the
GMAC Securities Purchase Agreement (See Note 11. Related Party Transactions), which are payable over a period of
three years from the date of the closing of the Acquisition, to the extent that ACAC is unable to otherwise provide for
such payments. The Company’s proportionate share of such deferred payments shall not exceed $7,500.

15.Segments

 The Company currently operates four business segments, Small Commercial Business; Specialty Risk and Extended
Warranty; Specialty Program and Personal Lines Reinsurance. The “Corporate & Other” segment represents the
activities of the holding company as well as a portion of service and fee revenue. In determining total assets
(excluding cash and invested assets) by segment, the Company identifies those assets that are attributable to a
particular segment such as deferred acquisition cost, reinsurance recoverable, goodwill, intangible assets and prepaid
reinsurance while the remaining assets are allocated based on net written premium by segment. In determining cash
and invested assets by segment, the Company matches certain identifiable liabilities such as unearned premium and
loss and loss adjustment expense reserves by segment. The remaining cash and invested assets are then allocated
based on net written premium by segment. Investment income and realized gains (losses) are determined by
calculating an overall annual return on cash and invested assets and applying that overall return to the cash and
invested assets by segment. Ceding commission revenue is allocated to each segment based on that segment’s
proportionate share of the Company’s overall acquisition costs. Interest expense is allocated based on net written
premium by segment. Income taxes are allocated on a pro-rata basis based on the Company’s effective tax rate.
Additionally, management reviews the performance of underwriting income in assessing the performance of and
making decisions regarding the allocation of resources to the segments. Underwriting income excludes, primarily,
service and fee revenue, investment income and other revenues, other expenses, interest expense and income taxes.
Management believes that providing this information in this manner is essential to providing Company’s shareholders
with an understanding of the Company’s business and operating performance.

During the three months ended March 31, 2012, the Company derived over ten percent of gross premium in its
Specialty Risk and Extended Warranty segment from one broker of approximately $35,000. During the three months
ended March 31, 2012, the Company derived ten percent of gross premium in its Specialty Program segment from two
individual programs for an aggregate of approximately $20,400.
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 The following tables summarize the results of operations of the business segments for the three months ended March
31, 2012 and 2011:

(Amounts in Thousands)
Small
Commercial
Business

Specialty Risk
and Extended
Warranty

Specialty
Program

Personal
Lines
Reinsurance

Corporate
and Other Total

Three months ended March 31, 2012:
Gross written premium $ 232,351 $ 234,089 $104,638 $ 30,609 $ — $601,687

Net written premium 118,890 141,161 69,117 30,609 — 359,777
Change in unearned premium (26,562 ) (5,588 ) (9,456 ) (4,147 ) — (45,753 )
Net earned premium 92,328 135,573 59,661 26,462 — 314,024

Ceding commission - primarily related
party 17,132 17,194 11,948 — — 46,274

Loss and loss adjustment expense (59,224 ) (83,443 ) (40,194 ) (17,068 ) — (199,929)
Acquisition costs and other
underwriting expenses (42,930 ) (43,085 ) (29,939 ) (8,071 ) — (124,025)

(102,154 ) (126,528 ) (70,133 ) (25,139 ) — (323,954)
Underwriting income 7,306 26,239 1,476 1,323 — 36,344

Service and fee income 15,435 18,218 9 6,876 — 40,538
Investment income and realized gain
(loss) 5,493 5,041 2,333 503 — 13,370

Other expenses (14,123 ) (14,035 ) (6,105 ) (1,376 ) — (35,639 )
Interest expense (2,810 ) (2,792 ) (1,215 ) (274 ) — (7,091 )
Foreign currency gain — 421 — — — 421
Gain on life settlement contracts 37 35 15 3 — 90
Provision for income taxes (2,514 ) (7,347 ) 773 (1,565 ) (524 ) (11,177 )
Equity in earnings of unconsolidated
subsidiaries  – related party — — — — 2,364 2,364

Non-controlling interest (53 ) (53 ) (23 ) (5 ) — (134 )
Net income attributable to AmTrust
Financial Services, Inc. $ 8,771 $ 25,727 $(2,737 ) $ 5,485 $ 1,840 $39,086
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(Amounts in Thousands)
Small
Commercial
Business

Specialty Risk
and Extended
Warranty

Specialty
Program

Personal
Lines
Reinsurance

Corporate
and Other Total

Three months ended March 31, 2011:
Gross written premium $ 140,716 $ 227,748 $49,976 $ 25,587 $ — $444,027

Net written premium 77,651 104,547 26,234 25,587 — 234,019
Change in unearned premium (15,790 ) (19,970 ) 4,536 (2,457 ) — (33,681 )
Net earned premium 61,861 84,577 30,770 23,130 — 200,338

Ceding commission - primarily related
party 18,325 12,899 4,460 — — 35,684

Loss and loss adjustment expense (36,763 ) (57,424 ) (19,705) (14,804 ) — (128,696)
Acquisition costs and other underwriting
expenses (34,756 ) (26,648 ) (12,312) (7,518 ) — (81,234 )

(71,519 ) (84,072 ) (32,017) (22,322 ) — (209,930)

Underwriting income 8,667 13,404 3,213 808 26,092
Service and fee income 5,241 16,506 4 — 3,438 25,189
Investment income and realized gain
(loss) 5,750 5,515 2,603 739 — 14,607

Other expenses (7,312 ) (9,021 ) (2,431 ) (1,432 ) — (20,196 )
Interest expense (1,359 ) (1,677 ) (452 ) (266 ) — (3,754 )
Foreign currency loss — (284 ) — — — (284 )
Gain on life settlement contracts 6,837 8,436 2,273 1,340 — 18,886
Provision for income taxes (2,661 ) (4,908 ) (778 ) (177 ) (513 ) (9,037 )
Equity in earnings of unconsolidated
investment – related parties — — — — 1,819 1,819

Non-controlling interest (2,947 ) (3,635 ) (980 ) (577 ) — (8,139 )
Net income attributable to AmTrust
Financial Services, Inc. $ 12,216 $ 24,336 $3,452 $ 435 $ 4,744 $45,183

 The following tables summarize long lived assets and total assets of the business segments as of March 31, 2012 and
December 31, 2011:

(Amounts in Thousands)
Small
Commercial
Business

Specialty Risk
and Extended
Warranty

Specialty
Program

Personal
Lines
Reinsurance

Corporate
and other Total

As of March 31, 2012:
Property and equipment, net $ 25,283 $ 25,125 $10,929 $ 2,464 $ — $63,801
Goodwill and intangible assets 180,800 165,010 22,702 — — 368,512
Total assets 2,523,163 2,462,815 957,172 152,238 — 6,095,388

As of December 31, 2011:
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Property and equipment, net $ 17,767 $ 30,811 $10,762 $ 2,213 $ — $61,553
Goodwill and intangible assets 123,976 167,782 22,858 — — 314,616
Total assets 2,150,824 2,482,018 912,476 133,429 — 5,678,747
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Item 2. Management’s Discussion and Analysis of Financial Condition and Results of Operations

The following discussion and analysis of our financial condition and results of operations should be read in
conjunction with our condensed consolidated financial statements and related notes included elsewhere in this Form
10-Q.

Note on Forward-Looking Statements

This Form 10-Q contains certain forward-looking statements that are intended to be covered by the safe harbors
created by The Private Securities Litigation Reform Act of 1995. When we use words such as “anticipate,” “intend,”
“plan,” “believe,” “estimate,” “expect,” or similar expressions, we do so to identify forward-looking statements.
Examples of forward-looking statements include the plans and objectives of management for future operations,
including those relating to future growth of our business activities and availability of funds, and are based on current
expectations that involve assumptions that are difficult or impossible to predict accurately and many of which are
beyond our control. There can be no assurance that actual developments will be those anticipated by us. Actual
results may differ materially from those expressed or implied in these statements as a result of significant risks and
uncertainties, including, but not limited to, non-receipt of expected payments from insureds or reinsurers, changes in
interest rates, a downgrade in the financial strength ratings of our insurance subsidiaries, the effect of the
performance of financial markets on our investment portfolio, our estimates of the fair value of our life settlement
contracts, development of claims and the effect on loss reserves, accuracy in projecting loss reserves, the cost and
availability of reinsurance coverage, the effects of emerging claim and coverage issues, changes in the demand for
our products, successful integration of acquired businesses, the effect of general economic conditions, state and
federal legislation, regulations and regulatory investigations into industry practices, risks associated with conducting
business outside the United States, developments relating to existing agreements, disruptions to our business
relationships with Maiden Holdings, Ltd., American Capital Acquisition Corporation, or third party agencies and
warranty administrators, difficulties with technology or data security, heightened competition, changes in pricing
environments, and changes in asset valuations. Additional information about these risks and uncertainties, as well as
others that may cause actual results to differ materially from those projected, is contained in our filings with the SEC,
including our Annual Report on Form 10-K for the year ended December 31, 2011, and our quarterly reports on
Form 10-Q. The projections and statements in this report speak only as of the date of this report and we undertake no
obligation to update or revise an forward-looking statement, whether as a result of new information, future
developments or otherwise, except as may be required by law.

Overview

We are a multinational specialty property and casualty insurer focused on generating consistent underwriting profits.
We provide insurance coverage for small businesses and products with high volumes of insureds and loss profiles that
we believe are predictable. We target lines of insurance that we believe generally are underserved by the market. We
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have grown by hiring teams of underwriters with expertise in our specialty lines and acquiring companies and assets
that, in each case, provide access to distribution networks and renewal rights to established books of specialty
insurance business. We have operations in four business segments:

·Small Commercial Business.  We provide workers’ compensation, commercial package and other commercial
insurance lines produced by wholesale agents, retail agents and brokers in the United States.

·

Specialty Risk and Extended Warranty. We provide coverage for consumer and commercial goods and custom
designed coverages, such as accidental damage plans and payment protection plans offered in connection with the
sale of consumer and commercial goods, in the United States and Europe, and certain niche property, casualty and
specialty liability risks in the United States and Europe, including general liability, employers’ liability and
professional and medical liability.

·Specialty Program. We write commercial insurance for narrowly defined classes of insureds, requiring an in-depth
knowledge of the insured’s industry segment, through general and other wholesale agents.

·
Personal Lines Reinsurance. We reinsure 10% of the net premiums of the GMACI personal lines business, pursuant
to a quota share reinsurance agreement (“Personal Lines Quota Share”) with the GMACI personal lines insurance
companies.
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 We transact business primarily through eleven insurance company subsidiaries:

Company
A.M.

Best Rated
Coverage Type Offered

Coverage

Market
Domiciled

Technology Insurance
Company, Inc. (“TIC”)

A
(Excellent)

Small Commercial Business, Specialty
Program and Specialty Risk & Extended
Warranty

United States New
Hampshire

Rochdale Insurance

Company (“RIC”)

A
(Excellent)

Small Commercial Business, Specialty
Program and Specialty Risk & Extended
Warranty

United States New York

Wesco Insurance Company
(“WIC”)

A
(Excellent)

Small Commercial Business, Specialty
Program and Specialty Risk & Extended
Warranty

United States Delaware

Associated Industries
Insurance Company, Inc.
(“AIIC”)

A
(Excellent) Workers’ Compensation United States Florida

Milwaukee Casualty
Insurance Co. (“MCIC”)

A
(Excellent) Small Commercial Business United States Wisconsin

Security National Insurance
Company (“SNIC”)

A
(Excellent) Small Commercial Business United States Texas

AmTrust Insurance
Company of Kansas, Inc.
(“AICK”)

A
(Excellent) Small Commercial Business United States Kansas

AmTrust Lloyd’s Insurance
Company (“ALIC”)

A
(Excellent) Small Commercial Business United States Texas

AmTrust International
Underwriters Limited (“AIU”)

A
(Excellent)

Specialty Risk and Extended Warranty;
Specialty Program

European

Union and
United States

Ireland

AmTrust Europe, Ltd.
(“AEL”)

A
(Excellent) Specialty Risk and Extended Warranty

European

Union
England

AmTrust International
Insurance Ltd. (“AII”)

A
(Excellent) Reinsurance

United States

and European

Union

Bermuda

Insurance, particularly workers’ compensation, is generally affected by seasonality. The first quarter generally
produces greater premiums than subsequent quarters. Nevertheless, the impact of seasonality on our Small
Commercial Business and Specialty Program segments has not been significant. We believe that this is because we
serve many small businesses in different geographic locations. In addition, we believe seasonality is muted by our
acquisition activity.
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 We evaluate our operations by monitoring key measures of growth and profitability. We measure our growth by
examining our net income, return on average equity, and our loss, expense and combined ratios. The following
summary provides further explanation of the key measures that we use to evaluate our results:

Gross Written Premium. Gross written premium represents estimated premiums from each insurance policy that we
write, including as part of an assigned risk plan, during a reporting period based on the effective date of the individual
policy. Certain policies that we underwrite are subject to premium audit at that policy’s cancellation or expiration. The
final actual gross premiums written may vary from the original estimate based on changes to the final rating
parameters or classifications of the policy.

Net Written Premium. Net written premium is gross written premium less that portion of premium that is ceded to
third party reinsurers under reinsurance agreements. The amount ceded under these reinsurance agreements is based
on a contractual formula contained in the individual reinsurance agreements.
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Net Earned Premium. Net earned premium is the earned portion of our net written premiums. We earn insurance
premiums on a pro-rata basis over the term of the policy. At the end of each reporting period, premiums written that
are not earned are classified as unearned premiums and are earned in subsequent periods over the remaining term of
the policy. Our workers’ compensation insurance and commercial package policies typically have a term of one year.
Thus, for a one-year policy written on July 1, 2011 for an employer with a constant payroll during the term of the
policy, we would earn half of the premiums in 2011 and the other half in 2012. We earn our specialty risk and
extended warranty coverages over the estimated exposure time period. The terms vary depending on the risk and have
an average duration of approximately 23 months, but range in duration from one month to 120 months.

Ceding Commission Revenues. Ceding commission is a commission we receive from ceding gross written premium to
third party reinsurers. We earn commissions on reinsurance premiums ceded in a manner consistent with the
recognition of the direct acquisition costs of the underlying insurance policies, generally on a pro-rata basis over the
terms of the policies reinsured. In connection with the Maiden Quota Share, which is our primary source of ceding
commission, the amount we receive is a blended rate based on a contractual formula contained in the individual
reinsurance agreements, and the rate may not correlate specifically to the cost structure of our individual segments. As
such, we allocate earned ceding commissions to our segments based on each segment’s proportionate share of total
acquisition costs and other underwriting expenses recognized during the period.

Service and Fee Income.   We currently generate service and fee income from the following sources:

·Product warranty registration and service — Our Specialty Risk and Extended Warranty business generates fee
revenue for product warranty registration and claims handling services provided to unaffiliated third parties.

·Servicing carrier — We act as a servicing carrier for workers’ compensation assigned risk plans in eight states. In
addition, we also offer claims adjusting and loss control services for fees to unaffiliated third parties.

·

Management services — We provide services to insurance consumers, traditional insurers and insurance producers by
offering flexible and cost effective alternatives to traditional insurance tools in the form of various risk retention
groups and captive management companies, as well as management of workers’ compensation and commercial
property programs.

·

Installment and reinstatement fees — We recognize fee income associated with the issuance of workers’ compensation
policies for installment fees, in jurisdictions where it is permitted and approved, and reinstatement fees, which are
fees charged to reinstate a policy after it has been cancelled for non-payment, in jurisdictions where it is permitted
and approved.

·Broker services — We provide brokerage services to Maiden in connection with our reinsurance agreement for which
we receive a fee.

·Asset management services — We currently manage the investment portfolios of Maiden, ACAC and ACP Re, Ltd.
for which we receive a management fee.

·Information technology services — We provide information technology services to ACAC and its affiliates for a fee.

Net Investment Income and Realized Gains and (Losses).   We invest our statutory surplus funds and the funds
supporting our insurance liabilities primarily in cash and cash equivalents, fixed maturity and equity securities. Our
net investment income includes interest and dividends earned on our invested assets. We report net realized gains and
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losses on our investments separately from our net investment income. Net realized gains occur when we sell our
investment securities for more than their costs or amortized costs, as applicable. Net realized losses occur when we
sell our investment securities for less than their costs or amortized costs, as applicable, or we write down the
investment securities as a result of other-than-temporary impairment. We classify equity securities and our fixed
maturity securities as available-for-sale. We report net unrealized gains (losses) on those securities classified as
available-for-sale separately within accumulated other comprehensive income on our balance sheet.

Loss and Loss Adjustment Expenses Incurred.   Loss and loss adjustment expenses (“LAE”) incurred represent our
largest expense item and, for any given reporting period, include estimates of future claim payments, changes in those
estimates from prior reporting periods and costs associated with investigating, defending and servicing claims. These
expenses fluctuate based on the amount and types of risks we insure. We record loss and loss adjustment expenses
related to estimates of future claim payments based on case-by-case valuations and statistical analyses. We seek to
establish all reserves at the most likely ultimate exposure based on our historical claims experience. It is typical for
our more serious bodily injury claims to take several years to settle and we revise our estimates as we receive
additional information about the condition of injured employees and claimants and the costs of their medical
treatment. Our ability to estimate loss and loss adjustment expenses accurately at the time of pricing our insurance
policies is a critical factor in our profitability.
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Acquisition Costs and Other Underwriting Expenses.   Acquisition costs and other underwriting expenses consist of
policy acquisition expenses, salaries and benefits and general and administrative expenses. These items are described
below:

·

Policy acquisition expenses comprise commissions directly attributable to those agents, wholesalers or brokers that
produce premiums written on our behalf. In most instances, we pay commissions based on collected premium, which
reduces our credit risk exposure associated with producers in case a policyholder does not pay a premium. We pay
state and local taxes, licenses and fees, assessments and contributions to various state guaranty funds based on our
premiums or losses in each state. Surcharges that we may be required to charge and collect from insureds in certain
jurisdictions are recorded as accrued liabilities, rather than expense.

·

Salaries and benefits expenses are those salaries and benefits expenses for employees that are directly involved in
the origination, issuance and maintenance of policies, claims adjustment and accounting for insurance transactions.
We classify salaries and benefits associated with employees that are involved in fee generating activities as other
expenses.

·
General and administrative expenses are comprised of other costs associated with our insurance activities, such as
federal excise tax, postage, telephones and internet access charges, as well as legal and auditing fees and board and
bureau charges.

Gain on Investment in Life Settlement Contracts.  The gain on investment in life settlement contracts includes the gain
on acquisition of life settlement contracts, the gain realized upon a mortality event and the change in fair value of the
investments in life settlements as evaluated at the end of each reporting period. We determine fair value based upon
the discounted cash flow of the anticipated death benefits, incorporating a number of factors, such as current life
expectancy assumptions, expected premium payment obligations and cost assumptions, credit exposure to the
insurance companies that issued the life insurance policies and the rate of return that a buyer would require on the
policies. The gain realized upon mortality event is the difference between the death benefit received and the recorded
fair value of that particular policy. We allocate gain on investment in life settlement contracts to our segments based
on net written premium by segment.

Net Loss Ratio. The net loss ratio is a measure of the underwriting profitability of an insurance company's business.
Expressed as a percentage, this is the ratio of net losses and loss adjustment expense incurred to net premiums earned.

Net Expense Ratio. The net expense ratio is a measure of an insurance company’s operational efficiency in
administering its business. Expressed as a percentage, this is the ratio of the sum of acquisition costs and other
underwriting expenses less ceding commission revenue to net premiums earned. As we allocate certain acquisition
costs and other underwriting expenses based on premium volume to our segments, net loss ratio on a segment basis
may be impacted period over period by a shift in the mix of net written premium.

Net Combined Ratio. The net combined ratio is a measure of an insurance company's overall underwriting profit. This
is the sum of the net loss and net expense ratios. If the net combined ratio is at or above 100%, an insurance company
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cannot be profitable without investment income, and may not be profitable if investment income is insufficient.

Net Premiums Earned less Expenses Included in Combined Ratio (Underwriting Income).   Underwriting income is a
measure of an insurance company’s overall operating profitability before items such as investment income, interest
expense and income taxes.

Return on Equity. We calculate return on equity by dividing net income by the average of shareholders’ equity.

 One of the key financial measures that we use to evaluate our operating performance is return on average equity. Our
return on annualized average equity was 16.9% and 24.4% for the three months ended March 31, 2012 and 2011,
respectively. In addition, we target a net combined ratio of 95% or lower over the long term, while seeking to maintain
optimal operating leverage in our insurance subsidiaries commensurate with our A.M. Best rating objectives. Our net
combined ratio was 88.5% and 86.9% for the three months ended March 31, 2012 and 2011, respectively. 

Critical Accounting Policies

 Our discussion and analysis of our results of operations, financial condition and liquidity are based upon our
consolidated financial statements, which have been prepared in accordance with U.S. generally accepted accounting
principles. The preparation of these financial statements requires us to make estimates and judgments that affect the
amounts of assets and liabilities, revenues and expenses and disclosure of contingent assets and liabilities as of the
date of the financial statements. As more information becomes known, these estimates and assumptions could change,
which would have an impact on actual results that may differ materially from these estimates and judgments under
different assumptions. We have not made any changes in estimates or judgments that have had a significant effect on
the reported amounts as previously disclosed in our Annual Report on Form 10-K for the fiscal period ended
December 31, 2011.
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Results of Operations

Consolidated Results of Operations for the Three Months Ended March 31, 2012 and 2011 (Unaudited)

Three Months Ended
March 31,
2012 2011
(Amounts in Thousands)

Gross written premium $ 601,687 $ 444,027

Net written premium $ 359,777 $ 234,019
Change in unearned premium (45,753 ) (33,681 )
Net earned premium 314,024 200,338
Ceding commission – primarily related party 46,274 35,684
Service and fee income (related parties $6,092; $3,439) 40,538 25,189
Net investment income 14,518 14,192
Net realized gain on investments (1,148 ) 415
Total revenues 414,206 275,818

Loss and loss adjustment expense 199,929 128,696
Acquisition costs and other underwriting expenses 124,025 81,234
Other 35,639 20,196
Total expenses 359,593 230,126
Income before other income (expense), income taxes and equity earnings (loss) of
unconsolidated subsidiaries 54,613 45,692

Other income (expense):
Interest expense (7,091 ) (3,754 )
Foreign currency (loss) gain 421 (284 )
Net gain on investment in life settlement contracts 90 18,886
Total other income (expense) (6,580 ) 14,848
Income before income taxes and equity in earnings (loss) of unconsolidated
subsidiaries 48,033 60,540

Provision for income taxes 11,177 9,037
Income before equity in earnings (loss) of unconsolidated subsidiaries and minority
interest 36,856 51,503

Equity in earnings of unconsolidated subsidiaries - related parties 2,364 1,819
Net income 39,220 53,322
Non-controlling interest (134 ) (8,139 )
Net income attributable to AmTrust Financial Services, Inc. $ 39,086 $ 45,183

Net realized gain (loss) on investments:
Total other-than-temporary impairment losses $ — $ —
Portion of loss recognized in other comprehensive income — —
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Net impairment losses recognized in earnings — —
Other net realized gain on investments (1,148 ) 415
Net realized investment gain (loss) $ (1,148 ) $ 415

Key measures:
Net loss ratio 63.7 % 64.2 %
Net expense ratio 24.8 % 22.7 %
Net combined ratio 88.5 % 86.9 %

Gross Written Premium. Gross written premium increased $157.7 million, or 35.5%, to $601.7 million from $444.0
million for the three months ended March 31, 2012 and 2011, respectively. The increase of $157.7 million was
primarily attributable to growth in our Small Commercial Business and Specialty Program segments. The increase in
Small Commercial Business resulted primarily from increases in workers’ compensation policy counts, acquisitions of
Majestic and BTIS and rate increases in some of our key states. The increase in Specialty Program resulted primarily
from programs developed from new underwriting teams we hired in 2010 and 2011.
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Net Written Premium. Net written premium increased $125.8 million, or 53.7%, to $359.8 million from $234.0 million
for the three months ended March 31, 2012 and 2011, respectively. The increase by segment was: Small Commercial
Business - $41.2 million, Specialty Risk and Extended Warranty - $36.7 million, Specialty Program – $42.9 million
and Personal Lines - $5.0 million. Net written premium increased for the three months ended March 31, 2012
compared to the same period in 2011 due to the increase in gross written premium in 2012 compared to 2011, as well
as the reduction in the percentage of our European medical liability business ceded to reinsurers from 80% to 40%,
which became effective April 1, 2011.

Net Earned Premium. Net earned premium increased $113.7 million, or 56.7%, to $314.0 million from $200.3 million
for the three months ended March 31, 2012 and 2011, respectively. The increase by segment was: Small Commercial
Business — $30.5 million, Specialty Risk and Extended Warranty — $51.0 million, Specialty Program — $28.9 million, and
Personal Lines — $3.3 million.

Ceding Commission. Ceding commission represents commission earned primarily through the Maiden Quota Share,
whereby AmTrust receives a 30.5% or 34.375% ceding commission, depending on the business ceded, on ceded
written premiums to Maiden.  The ceding commission earned during the three months ended March 31, 2012 and
2011 was $46.3 million and $35.7 million, respectively. Ceding commission increased period over period as a result
of increased premium writings. Additionally, effective April 1, 2011, we entered into a 40% quota share reinsurance
agreement with Maiden covering our European medical liability business for which we receive a five percent ceding
commission. Prior to April 1, 2011, we ceded this business to another reinsurer.

Service and Fee Income. Service and fee income increased $15.3 million, or 60.7%, to $40.5 million from $25.2
million for the three months ended March 31, 2012 and 2011, respectively.  The increase related to fee income of
approximately $7.1 million produced from BTIS, which was acquired in December 2011, higher technology fee
income from ACAC of approximately $1.8 million and fees generated by becoming a servicing carrier in three
additional states for the National Council on Compensation Insurance, Inc. (“NCCI”).

Net Investment Income. Net investment income increased $0.3 million, or 2.1%, to $14.5 million from $14.2 million
for the three months ended March 31, 2012 and 2011, respectively. The increase resulted primarily from having a
higher average fixed security investment pool during the three months ended March 31, 2012 compared to the three
months ended March 31, 2011, partially offset by lower investment yields in the first quarter of 2012 compared to the
first quarter of 2011.

Net Realized Gains (Losses) on Investments. We incurred net realized losses on investments of $1.1 million and net
realized gains on investments of $0.4 million for the three months ended March 31, 2012 and 2011, respectively.  The
decline related to the overall trading activity as we selectively pared back underperforming investments.
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Loss and Loss Adjustment Expenses.   Loss and loss adjustment expenses increased $71.2 million, or 55.3%, to $199.9
million from $128.7 million for the three months ended March 31, 2012 and 2011, respectively.  Our loss ratio for the
three months ended March 31, 2012 and 2011 was 63.7% and 64.2%, respectively.  The decrease in the loss ratio in
2012 resulted from lower current accident year selected ultimate losses as compared to selected ultimate losses from
the prior accident year.

Acquisition Costs and Other Underwriting Expenses.   Acquisition costs and other underwriting expenses increased
$42.8 million, or 52.7%, to $124.0 million from $81.2 million for the three months ended March 31, 2012 and 2011,
respectively.  The expense ratio for the same periods increased to 24.8% from 22.7%, respectively, and impacted all
segments. The increase in policy acquisition costs was the largest contributor to the increase in the expense
ratio during the three months ended March 31, 2012, which was the result of a change in business mix as well the
adoption of a new accounting standard for deferred acquisition costs during the first quarter of 2012.

Income Before Other Income (Expense), Income Taxes and Equity Earnings of Unconsolidated Subsidiaries. Income
before other income (expense), income taxes and equity earnings of unconsolidated subsidiaries increased $8.9
million, or 19.5%, to $54.6 million from $45.7 million for the three months ended March 31, 2012 and 2011,
respectively.  The change in income from 2011 to 2012 resulted primarily from an increase in service and fee income
partially offset by an increase in loss and loss adjustment expenses.

Interest Expense. Interest expense for the three months ended March 31, 2012 was $7.1 million, compared to $3.8
million for the same period in 2011.  The increase was primarily related to the issuance of an aggregate of $200
million of convertible senior notes during December 2011 and January 2012.

Net Gain on Investment in Life Settlement Contracts.   Gain on investment in life settlement contracts was $0.1
million compared to $18.9 million for the three months ended March 31, 2012 and 201. The gain in the first quarter of
2011 was generated by the purchase of a large pool of distressed life settlement contracts. During the first quarter of
2012, we purchased a minimal amount of contracts.

Provision for Income Tax. Income tax expense for the three months ended March 31, 2012 was $11.2 million, which
resulted in an effective tax rate of 23.3%. Income tax expense for the three months ended March 31, 2011 was $9.0
million, which resulted in an effective tax rate of 14.9%.  The increase in our effective rate for the three months ended
March 31, 2011 resulted primarily from earning a higher percentage of pretax income in countries with higher
effective rates.
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Equity in Earnings of Unconsolidated Subsidiaries - Related Parties. Equity in earnings of unconsolidated
subsidiaries - related parties increased by $0.6 million for the three months ended March 31, 2012 to $2.4 million
compared to $1.8 million for the three months ended March 31, 2011. The increase period over period resulted from
higher earned premium and service fees.

Small Commercial Business Segment Results of Operations for the Three Months Ended March 31, 2012 and 2011
(Unaudited)

Three Months Ended March 31,
2012 2011
(Amounts in Thousands)

Gross written premium $ 232,351 $ 140,716

Net written premium $ 118,890 $ 77,651
Change in unearned premium (26,562 ) (15,790 )
Net earned premium 92,328 61,861

Ceding commission revenue – primarily related party 17,132 18,325

Loss and loss adjustment expense 59,224 36,763
Acquisition costs and other underwriting expenses 42,930 34,756

102,154 71,519
Underwriting income $ 7,306 $ 8,667

Key Measures:
Net loss ratio 64.1 % 59.4 %
Net expense ratio 27.9 % 26.6 %
Net combined ratio 92.1 % 86.0 %

Reconciliation of net expense ratio:
Acquisition costs and other underwriting expenses $ 42,930 $ 34,756
Less: ceding commission revenue – primarily related party 17,132 18,325

$ 25,798 $ 16,431
Net earned premium $ 92,328 $ 61,861
Net expense ratio 27.9 % 26.6 %

 Gross Written Premium.   Gross written premium increased $91.7 million, or 65.2%, to $232.4 million from $140.7
million for the three months ended March 31, 2012 and 2011, respectively. A majority of the increase related to a nine
percent increase in policy issuances in the first quarter of 2012 as well as rate increases in certain key states. In
addition, the segment’s gross written premium benefited by approximately $19 million as a result of the Majestic
renewal right transaction in the third quarter of 2011 as well as approximately $16 million from other acquisitions.
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Net Written Premium.   Net written premium increased $41.2 million, or 53.0%, to $118.9 million from $77.7 million
for the three months ended March 31, 2012 and 2011, respectively. The increase in net premium resulted from an
increase in gross written premium for the three months ended March 31, 2012 compared to the three months ended
March 31, 2011.

Net Earned Premium.   Net earned premium increased $30.5 million, or 49.3%, to $92.4 million from $61.9 million
for the three months ended March 31, 2012 and 2011, respectively. As premiums written earn ratably over a twelve
month period, the increase in net premium earned resulted from higher net written premium for the twelve months
ended March 31, 2012 compared to the twelve months ended March 31, 2011.

Ceding Commission.   The ceding commission earned during the three months ended March 31, 2012 and 2011 was
$17.1 million and $18.3 million, respectively. The decrease related to a decline in the allocation to this segment,
which achieved proportionally less growth than other segments during the first quarter, of its proportionate share of
our overall policy acquisition expense.

Loss and Loss Adjustment Expenses.   Loss and loss adjustment expenses increased $22.4 million, or 61.0%, to $59.2
million from $36.8 million for the three months ended March 31, 2012 and 2011, respectively. Our loss ratio for the
segment for the three months ended March 31, 2012 increased to 64.1% from 59.4% for the three months ended
March 31, 2011. The increase in the loss ratio in the three months ended March 31, 2012 resulted primarily from
higher current accident year selected ultimate losses as compared to selected ultimate losses in prior accident years.
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Acquisition Costs and Other Underwriting Expenses.   Acquisition costs and other underwriting expenses increased
$8.1 million, or 23.3%, to $42.9 million from $34.8 million for the three months ended March 31, 2012 and 2011,
respectively. The expense ratio increased to 27.9% for the three months ended March 31, 2012 from 26.6% for the
three months ended March 31, 2011. The increase in the expense ratio resulted primarily from a lower allocation of
ceding commission to the segment during the three months ended March 31, 2012 compared to the same period in
2011 as well as the recognition of higher policy acquisition expense due to changes in business mix and the adoption
of a new accounting standard for deferred acquisition costs in 2012 on a prospective basis.

Net Earned Premiums less Expenses Included in Combined Ratio (Underwriting Income).   Net premiums earned less
expenses included in combined ratio decreased $1.4 million, or 16.1%, to 7.3 million from $8.7 million for the three
months ended March 31, 2012 and 2011, respectively. This decrease resulted primarily from an increase to the
segment’s loss ratio in the first quarter of 2012 compared to the first quarter of 2011.

Specialty Risk and Extended Warranty Segment Results of Operations for the Three Months Ended March 31, 2012
and 2011 (Unaudited)

Three Months Ended March 31,
2012 2011
(Amounts in Thousands)

Gross written premium $ 234,089 $ 227,748

Net written premium $ 141,161 $ 104,547
Change in unearned premium (5,588 ) (19,970 )
Net earned premiums 135,573 84,577

Ceding commission revenue 17,194 12,899

Loss and loss adjustment expense 83,443 57,424
Acquisition costs and other underwriting expenses 43,085 26,648

126,528 84,072
Underwriting income $ 26,239 $ 13,404

Key Measures:
Net loss ratio 61.5 % 67.9 %
Net expense ratio 19.1 % 16.3 %
Net combined ratio 80.6 % 84.2 %

Reconciliation of net expense ratio:
Acquisition costs and other underwriting expenses $ 43,085 $ 26,648
Less: ceding commission revenue – primarily related party 17,194 12,899

$ 25,891 $ 13,749
Net earned premium $ 135,573 $ 84,577
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Net expense ratio 19.1 % 16.3 %

Gross Written Premium. Gross written premium increased $6.4 million, or 2.8%, to $234.1 million from $227.7
million for the three months ended March 31, 2012 and 2011, respectively. The segment experienced growth both
domestically and in Europe. Additionally, European gross written premium was negatively impacted by
approximately three percent as a result of fluctuations in currency rates.

Net Written Premium. Net written premium increased $36.7 million, or 35.1%, to $141.2 million from $104.5 million
for the three months ended March 31, 2012 and 2011, respectively. The increase in net written premium resulted from
an increase of gross written premium for the three months ended March 31, 2012 compared to the three months ended
March 31, 2011, as well as the reduction in the percentage of our European medical liability business ceded to
reinsurers from 80% to 40% commencing in the second quarter of 2011.

Net Earned Premium. Net earned premium increased $51.0 million, or 60.3%, to $135.6 million from $84.6 million
for the three months ended March 31, 2012 and 2011, respectively.  As net premiums written are earned ratably over
the term of a policy, which on average is 23 months, the increase resulted from growth in net written premium during
2010 and 2012 as well as our retention of a higher percentage of net written premium related to our European medical
liability business.
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Ceding Commission.   The ceding commission earned during the three months ended March 31, 2012 and 2011 was
$17.2 million and $12.9 million, respectively.  The increase related to the allocation to this segment of its
proportionate share of our overall policy acquisition expense. Additionally, during the three months ended March 31,
2012, we were party to a 40% quota share arrangement with Maiden covering our European medical liability business
for which we receive a five percent ceding commission. During the three months ended March 31, 2011, we ceded this
business to another reinsurer.

Loss and Loss Adjustment Expenses. Loss and loss adjustment expenses increased $26.0 million, or 45.3%, to $83.4
million from $57.4 million for the three months ended March 31, 2012 and 2011, respectively. Our loss ratio for the
segment for the three months ended March 31, 2012 decreased to 61.5% from 67.9% for the three months ended
March 31, 2011.  The decrease in the loss ratio for the three months ended March 31, 2012 resulted primarily from
lower current accident year selected ultimate losses as compared to selected ultimate losses in prior accident years.

Acquisition Costs and Other Underwriting Expenses.   Acquisition costs and other underwriting expenses increased
$16.5 million, or 62.0%, to $43.1 million from $26.6 million for the three months ended March 31, 2012 and 2011,
respectively. The expense ratio increased to 19.1% for the three months ended March 31, 2012 from 16.3% for the
three months ended March 31, 2011. The increase in the expense ratio resulted, primarily, from higher policy
acquisition expense for the three months ended March 31, 2012 compared to the three months ended March 31, 2011
related to changes in business mix and the adoption of a new accounting standard for deferred acquisition costs in
2012 on a prospective basis.

Net Earned Premiums less Expenses Included in Combined Ratio (Underwriting Income).   Net earned premiums less
expenses included in combined ratio increased $12.8 million, or 95.5%, to $26.2 million from $13.4 million for the
three months ended March 31, 2012 and 2011, respectively.  The increase was attributable primarily from an
improvement in the segment’s loss ratio during the three months ended March 31, 2012 compared to the three months
ended March 31, 2011.

Specialty Program Segment Results of Operations for the Three Months Ended March 31, 2012 and 2011
(Unaudited)

Three Months Ended March 31,
2012 2011
(Amounts in Thousands)

Gross written premium $ 104,638 $ 49,976

Net written premium $ 69,117 $ 26,234
Change in unearned premium (9,456 ) 4,536
Net earned premium 59,661 30,770

Edgar Filing: Amtrust Financial Services, Inc. - Form 10-Q

73



Ceding commission revenue 11,948 4,460

Loss and loss adjustment expense 40,194 19,705
Acquisition costs and other underwriting expenses 29,939 12,312

70,133 32,017
Underwriting income $ 1,476 $ 3,213

Key Measures:
Net loss ratio 67.4 % 64.0 %
Net expense ratio 30.2 % 25.5 %
Net combined ratio 97.5 % 89.6 %

Reconciliation of net expense ratio:
Acquisition costs and other underwriting expenses $ 29,939 $ 12,312
Less: ceding commission revenue 11,948 4,460

$ 17,991 $ 7,852
Net earned premium $ 59,661 $ 30,770
Net expense ratio 30.2 % 25.5 %

Gross Written Premium.  Gross premium increased $54.6 million, or 109.2%, to $104.6 million from $50.0 million for
the three months ended March 31, 2012 and 2011, respectively.  The increase in gross written premium related to new
program offerings during the three months ended March 31, 2012 as well as incremental growth of gross written
premium on existing programs. The additional product offerings resulted from new product offerings managed by new
underwriting teams hired in 2010 and 2011.
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Net Written Premium.  Net written premium increased $42.9 million, or 163.7%, to $69.1 million from $26.2 million
for the three months ended March 31, 2012 and 2011, respectively. The increase in net written premium resulted from
an increase in gross written premium for the three months ended March 31, 2012 compared to for the three months
ended March 31, 2011.

Net Earned Premium.  Net earned premium increased $28.9 million, or 93.8%, to $59.7 million from $30.8 million
for the three months ended March 31, 2012 and 2011, respectively. As premiums written earn ratably over a twelve
month period, the increase in net premium earned resulted from higher net written premium for the twelve months
ended March 31, 2012 compared to the twelve months ended March 31, 2011.

 Ceding Commission.   The ceding commission earned during the three months ended March 31, 2012 and 2011 was
$11.9 million and $4.5 million, respectively.   The increase in ceding commission related primarily to an increase in
cessions of program business during the three months ended March 31, 2012 as well as a continuing shift in the mix of
the programs written during the periods.  For the three months ended March 31, 2012, we wrote certain programs that
have a higher percentage of policy acquisition costs to earned premium than in the three months ended March 31,
2011 and, therefore, we allocated more ceding commission to the segment.

 Loss and Loss Adjustment Expenses. Loss and loss adjustment expenses increased $20.5 million, or 104.0%, to
$40.2 million for the three months ended March 31, 2012 compared to $19.7 million for the three months ended
March 31, 2011. Our loss ratio for the segment for the three months ended March 31, 2012 increased to 67.4% from
64.0% for the three months ended March 31, 2011. The increase in the loss ratio in the three months ended March 31,
2012 resulted primarily from higher current accident year selected ultimate losses as compared to selected ultimate
losses from prior years.

Acquisition Costs and Other Underwriting Expenses. Acquisition costs and other underwriting expenses increased
$17.6 million, or 143.1%, to $29.9 million from $12.3 million for the three months ended March 31, 2012 and 2011,
respectively. The expense ratio increased to 30.2% for the three months ended March 31, 2012 from 25.5% for the
three months ended March 31, 2011. The increase in the expense ratio resulted, primarily, from higher policy
acquisition expense for the three months ended March 31, 2012 compared to the three months ended March 31, 2011.
The increase resulted primarily from changes in business mix and the adoption of a new accounting standard for
deferred acquisition costs in 2012 on a prospective basis. In addition, the increase in the expense ratio was attributable
to the allocation to this segment of a higher proportion of our unallocated expenses as a result of the increase in
premium compared to the three months ended March 31, 2011.

Net Earned Premiums less Expenses Included in Combined Ratio (Underwriting Income)   Net earned premiums less
expenses included in combined ratio decreased $1.7 million, or 53.1%, to $1.5 million from $3.2 million for the three
months ended March 31, 2012 and 2011, respectively. The decrease of $1.7 million resulted primarily from an
increase in both the loss ratio and expense ratio during the three months ended March 31, 2012 compared to the three

Edgar Filing: Amtrust Financial Services, Inc. - Form 10-Q

75



months ended March 31, 2011.

Personal Lines Reinsurance Segment Results of Operations for the Three Months Ended March 31, 2012 and 2011
(Unaudited)

Three Months Ended March 31,
2012 2011
(Amounts in Thousands)

Gross written premium $ 30,609 $ 25,587

Net written premium $ 30,609 $ 25,587
Change in unearned premium (4,147 ) (2,457 )
Net earned premium 26,462 23,130

Loss and loss adjustment expense 17,068 14,804
Acquisition costs and other underwriting expenses 8,071 7,518

25,139 22,322
Underwriting income $ 1,323 $ 808

Key Measures:
Net loss ratio 64.5 % 64.0 %
Net expense ratio 30.5 % 32.5 %
Net combined ratio 95.0 % 96.5 %
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We assumed $30.6 million and $25.6 million of premium from the GMACI Insurers for the three months ended
March 31, 2012 and 2011, respectively. The increase during the three months ended March 31, 2012 related primarily
to a rise in the GMACI Insurers’ premium writings during the equivalent time periods. Net earned premium increased
in 2012 compared to 2011 due to the earning cycle of assumed written premium in 2011 and earned in 2012. Loss and
loss adjustment expense increased 15.3% in 2012 compared to 2011 and increased proportionally with net earned
premium. The net loss ratio increased during the three months ended March 31, 2012 compared to the equivalent
period in 2011 due to higher estimates based on actual losses. The decrease in the net expense ratio in 2012 compared
to 2011 resulted from the sliding scale commission structure, by which the ceding commission payable to GMACI
decreases as the loss ratio increases.

Liquidity and Capital Resources

Our principal sources of operating funds are premiums, investment income and proceeds from sales and maturities of
investments. Our primary uses of operating funds include payments of claims and operating expenses. Currently, we
pay claims using cash flow from operations and invest our excess cash primarily in fixed maturity and equity
securities. We forecast claim payments based on our historical trends. We seek to manage the funding of claim
payments by actively managing available cash and forecasting cash flows on short-term and long-term bases. Cash
payments for claims were $172.7 million and $130.5 million in the three months ended March 31, 2012 and 2011,
respectively. We expect cash flow from operations should be sufficient to meet our anticipated claim obligations,
provide us sufficient liquidity to fund our current operations and service our debt instruments and anticipated growth
for at least the next twelve months. However, if our growth attributable to acquisitions, internally generated growth or
a combination of both exceeds our projections, we may have to raise additional capital sooner to support our growth.
If we cannot obtain adequate capital on favorable terms or at all, we may be unable to support future growth or
operating requirements and, as a result, our business, financial condition and results of operations could be adversely
affected.

 The following table is summary of our statement of cash flows:

Three Months Ended March 31,
(Amounts in Thousands) 2012 2011
Cash and cash equivalents provided by (used in):
Operating activities $ 88,434 $ 55,331
Investing activities (256,372 ) (47,492 )
Financing activities 36,024 10,749

 Net cash provided by operating activities for the three months ended March 31, 2012 increased compared to cash
provided by operating activities in the three months ended March 31, 2011. The increase in cash flow is the result,
primarily, of an overall increase in our reinsurance payables, which are typically paid in arrears, thus providing
us with a timing benefit on this cash we collected.
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 Cash used in investing activities during the three months ended March 31, 2012 was approximately $256 million and
consisted of approximately $8 million for life settlement contracts, approximately $205 million for the purchase of
fixed maturity and equity securities and an increase in restricted cash of $36 million. Cash used in investing activities
in the three months ended March 31, 2011 was approximately $47 million and consisted of approximately $17 million
for life settlement contracts, an increase in restricted cash of $23 million and approximately $12 million for the
purchase of an aircraft partially offset by sales of fixed maturity and equity securities of approximately $7 million and
$1 million, respectively.

 Cash provided by financing activities for the three months ended March 31, 2012 was approximately $36 million and
consisted primarily of debt proceeds of approximately $25 million, minority interest capital contributions to one of our
subsidiaries of approximately $5 million and borrowings from securities sold under agreements to repurchase of $9
million.  Cash provided by financing activities for the three months ended March 31, 2011 was approximately $11
million and consisted primarily of debt proceeds of approximately $109 million, minority interest capital contributions
to one of our subsidiaries of approximately $9 million, offset partially by the repayment of $95 million of securities
sold under agreements to repurchase, debt principal payments of approximately $7 million and dividends of
approximately $5 million.
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Revolving Credit Agreement

 On January 28, 2011, we entered into a three-year, $150 million credit agreement (the “Credit Agreement”), among
JPMorgan Chase Bank, N.A., as Administrative Agent, The Bank of Nova Scotia, as Syndication Agent, SunTrust
Bank, as Documentation Agent, and the various lending institutions party thereto. The credit facility is a revolving
credit facility with a letter of credit sublimit of $50 million and an expansion feature not to exceed $50 million.
Proceeds of borrowings under the Credit Agreement may be used for working capital, acquisitions and general
corporate purposes.  The Credit Agreement contains certain restrictive covenants customary for facilities of this type
(subject to negotiated exceptions and baskets), including restrictions on indebtedness, liens, acquisitions and
investments, restricted payments and dispositions. There are also financial covenants that require us to maintain a
minimum consolidated net worth, a maximum consolidated leverage ratio, a minimum fixed charge coverage ratio, a
minimum risk-based capital and a minimum statutory surplus.

As of March 31, 2012, we had no outstanding borrowings under this Credit Agreement. We had outstanding letters of
credit in place under this Credit Agreement at March 31, 2012 for $49.4 million, which reduced the availability for
letters of credit to $0.6 million as of March 31, 2012 and the availability under the facility to $100.6 million as of
March 31, 2012.

Borrowings under the Credit Agreement will bear interest at (x) the greatest of (a) the Administrative Agent’s prime
rate, (b) the federal funds effective rate plus 0.5 percent or (c) the adjusted LIBO rate for a one month interest period
on such day plus 1 percent, plus (y) a margin that is adjusted on the basis of our consolidated leverage ratio.
Eurodollar borrowings under the Credit Agreement will bear interest at the adjusted LIBO rate for the interest period
in effect plus a margin that is adjusted on the basis of our consolidated leverage ratio. The interest rate on our credit
facility as of March 31, 2012 and 2011 was 2.50%. We recorded interest expense of approximately $0.5 million and
$0.4 million for the three months ended March 31, 2012 and 2011, respectively, under the Credit Agreement.

Fees payable by us under the Credit Agreement include a letter of credit participation fee (which is the margin
applicable to Eurodollar borrowings and was 2.25% at March 31, 2012), a letter of credit fronting fee with respect to
each letter of credit (.125%) and a commitment fee on the available commitments of the lenders (a range of .35% to
.45% based on our consolidated leverage ratio and was .40% at March 31, 2012).

Convertible Senior Notes

In December 2011, we issued $175 million aggregate principal amount of our 5.5% convertible senior notes due 2021
(the “Notes”) to certain initial purchasers in a private placement. In January 2012, the Company issued an additional $25
million of the Notes to cover the initial purchasers’ overallotment option, bringing the aggregate amount of Notes
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issued to $200 million. The Notes will bear interest at a rate equal to 5.50% per year, payable semiannually in arrears
on June 15th and December 15th of each year, beginning on June 15, 2012.

The Notes will mature on December 15, 2021 (the “Maturity Date”), unless earlier purchased by us or converted into
shares of our common stock, par value $0.01 per share (the “Common Stock”). Prior to September 15, 2021, the Notes
will be convertible only upon satisfaction of certain conditions, and thereafter, at any time prior to the close of
business on the second scheduled trading day immediately preceding the Maturity Date. The conversion rate will
initially equal 31.4218 shares of Common Stock per $1,000 principal amount of Notes, which corresponds to an initial
conversion price of approximately $31.83 per share of Common Stock, representing a conversion premium of 25.0%
over $25.46 per share, which was the last reported sale price of the Common Stock on the NASDAQ on December 15,
2011. The conversion rate will be subject to adjustment upon the occurrence of certain events as set forth in the
indenture governing the notes. Upon conversion of the Notes, we will, at its election, pay or deliver, as the case may
be, cash, shares of Common Stock, or a combination of cash and shares of Common Stock.

Upon the occurrence of a fundamental change (as defined in the indenture governing the notes) involving our holders
of the Notes will have the right to require us to repurchase their Notes for cash, in whole or in part, at 100% of the
principal amount of the Notes to be repurchased, plus any accrued and unpaid interest, if any, to, but excluding, the
fundamental change purchase date.

We separately allocated the proceeds for the issuance of the Notes to a liability component and an equity component,
which is the embedded conversion option. The equity component was reported as an adjustment to paid-in-capital, net
of tax, and is reflected as an original issue discount (“OID”). The OID of $41.6 million and deferred origination costs
relating to the liability component of $4.7 million will be amortized into interest expense over the term of the loan of
the Notes. After considering the contractual interest payments and amortization of the original discount, the Notes
effective interest rate was 8.57%. Transaction costs of $1.3 million associated with the equity component were netted
in paid-in-capital. Interest expense, including amortization of deferred origination costs, recognized on the Notes was
$3.5 million for the three months ended March 31, 2012.
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Secured Loan Agreement

 During February 2011, through a wholly-owned subsidiary, we entered into a seven-year secured loan agreement with
Bank of America Leasing & Capital, LLC in the aggregate amount of $10.8 million to finance the purchase of an
aircraft. The loan bears interest at a fixed rate of 4.45%, requires monthly installment payments of approximately $0.1
million commencing on March 25, 2011 and ending on February 25, 2018, and a balloon payment of $3.2 million at
the maturity date. We recorded interest expense of approximately $0.1 million and $0.05 million for the three months
ended March 31, 2012 and 2011, respectively, related to this agreement. The loan is secured by an aircraft that our
subsidiary acquired in February 2011.

 The agreement contains certain covenants that are similar to our revolving credit facility. Additionally, subsequent to
February 25, 2012, but prior to payment in full, if the outstanding balance of this loan exceeds 90% of the fair value of
the aircraft, we are required to pay the lender the entire amount necessary to reduce the outstanding principal balance
to be equal to or less than 90% of the fair value of the aircraft.  The agreement allows us, under certain conditions, to
repay the entire outstanding principal balance of this loan without penalty.

Promissory Note

 In connection with the stock and asset purchase agreement with a subsidiary of Unitrin, Inc. (now called Kemper
Corporation), we, on June 1, 2008, issued a promissory note to Unitrin Inc. in the amount of $30 million. The note is
non-interest bearing and requires four annual principal payments of $7.5 million. The first three annual principal
payments were paid between 2009 and 2011, and the remaining principal payment is due on June 1, 2012. Upon
entering into the promissory note, we calculated imputed interest of $3.2 million based on interest rates available to
us, which was 4.5%. Accordingly, the note’s carrying balance was adjusted to $26.8 million at the acquisition. The
note is required to be paid in full, immediately, under certain circumstances including a default of payment or change
of control of the Company. We included $0.1 million and $0.2 million of amortized discount on the note in our results
of operations for the three months ended March 31, 2012 and 2011, respectively. The note’s carrying value was $7.4
million as of March 31, 2012 and December 31, 2011.

Securities Sold (Purchased) Under Agreements to Repurchase (Sell), at Contract Value

  We enter into repurchase agreements and reverse repurchase agreements. The agreements are accounted for as
collateralized borrowing transactions and are recorded at contract amounts. In the case of repurchase agreements, we
receive cash or securities, which we invest or hold in short term or fixed income securities. As of March 31, 2012,
there were $200.9 million principal amount outstanding at interest rates between 0.4% and 0.45%. Interest expense
associated with these repurchase agreements for the three months ended March 31, 2012 was $0 million, of which $0
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million was accrued as of March 31, 2012. We have approximately $214.2 million of collateral pledged in support of
these agreements. Under reverse repurchase agreements, we lend cash or securities for a short term. During the three
months ended March 31, 2012, we entered into a collateralized lending transaction with a principal amount of $56.2
million that is included in short term investments as of March 31, 2012. We retain collateral of $54.4 million related to
this agreement.

Note Payable — Collateral for Proportionate Share of Reinsurance Obligation

 In conjunction with the Reinsurance Agreement between AII and Maiden Insurance (see Note 11. “Related Party
Transactions”), AII entered into a loan agreement with Maiden Insurance during the fourth quarter of 2007, whereby
Maiden Insurance loaned to AII the amount equal to its quota share of the obligations of the AmTrust Ceding Insurers
that AII was then obligated to secure.  The loan agreement provides for interest at a rate of LIBOR plus 90 basis
points and is payable on a quarterly basis. Each advance under the loan is secured by a promissory note. Advances
totaled $168 million as of March 31, 2012 and December 31, 2011.  Effective December 31, 2008,  AII and Maiden
Insurance entered into a Reinsurer Trust Assets Collateral agreement whereby Maiden Insurance is required to provide
AII the assets required to secure Maiden’s proportionate share of the Company’s obligations to its U.S.
subsidiaries.  The amount of this collateral as of March 31, 2012 was approximately $639 million.  Maiden retains
ownership of the collateral in the trust account.

Comerica Letter of Credit Facility

In connection with the Majestic acquisition, we, through one of our subsidiaries, entered into a secured letter of credit
facility with Comerica Bank during the three months ended September 30, 2011. We utilize the letter of credit facility
to comply with the deposit requirements of the State of California and the U.S. Department of Labor as security for
our obligations to workers’ compensation and federal Longshore and Harbor Workers’ Compensation Act
policyholders. The credit limit is for $75 million and was utilized for $49.8 million as of March 31, 2012. We are
required to pay a letter of credit participation fee for each letter of credit in the amount of 0.40%.
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Reinsurance

Our insurance subsidiaries utilize reinsurance agreements to transfer portions of the underlying risk of the business we
write to various affiliated and third-party reinsurance companies. Reinsurance does not discharge or diminish our
obligation to pay claims covered by the insurance policies we issue; however, it does permit us to recover certain
incurred losses from our reinsurers and our reinsurance recoveries reduce the maximum loss that we may incur as a
result of a covered loss event. We believe it is important to ensure that our reinsurance partners are financially strong
and they generally carry at least an A.M. Best rating of ‘‘A-’’ (Excellent) at the time we enter into our reinsurance
agreements. We also enter reinsurance relationships with third-party captives formed by agents and other business
partners as a mechanism for sharing risk and profit. All of our captive reinsurance arrangements are fully secured. The
total amount, cost and limits relating to the reinsurance coverage we purchase may vary from year to year based upon
a variety of factors, including the availability of quality reinsurance at an acceptable price and the level of risk that we
choose to retain for our own account. We have not experienced any significant changes to our reinsurance programs
since December 31, 2011. For a more detailed description of our reinsurance arrangements, including our reinsurance
arrangements with Maiden Insurance Company Ltd. (‘‘Maiden Insurance’’), see ‘‘Reinsurance’’ in ‘‘Item 7. Management’s
Discussion and Analysis of Financial Condition and Results of Operations’’ in our Annual Report on Form 10-K for the
year ended December 31, 2011.

 Investment Portfolio

 Our investment portfolio, including cash and cash equivalents but excluding life settlement contracts and other
investments, increased $156.8 million, or 8.0%, to $2,137.0 million for the three months ended March 31, 2012 from
$1,980.2 million as of December 31, 2011 (excluding $14.9 million and $14.6 million of other investments,
respectively). Our investment portfolio is classified as available-for-sale, as defined by ASC 320, Investments — Debt
and Equity Securities. Our fixed maturity securities, gross, had a fair value of $1,685.0 million and an amortized cost
of $1,637.9 million as of March 31, 2012. Our equity securities are reported at fair value and totaled $30.8 million
with a cost of $29.7 million as of March 31, 2012. Securities sold but not yet purchased, which was $54.5 million as
of March 31, 2012, represent our obligations to deliver the specified security at the contracted price and thereby create
a liability to purchase the security in the market at prevailing rates. Sales of securities under repurchase agreements,
which were $200.9 million as of March 31, 2012, are accounted for as collateralized borrowing transactions and are
recorded at their contracted amounts. Our investment portfolio exclusive of life settlement contracts and other
investments is summarized in the table below by type of investment:

March 31, 2012 December 31, 2011

(Amounts in Thousands) Carrying
Value

Percentage of
Portfolio

Carrying
Value

Percentage of
Portfolio

Cash, cash equivalents and restricted cash $336,419 15.7 % $421,837 21.3 %
Time and short-term deposits 84,571 4.0 % 128,565 6.5
U.S. treasury securities 52,791 2.5 53,274 2.7
U.S. government agencies 60,604 2.8 6,790 0.3
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Municipals 269,050 12.6 275,017 13.9
Commercial mortgage back securities 29,873 1.4 150 —
Residential mortgage backed securities:
Agency backed 395,974 18.5 364,000 18.4
Non-agency backed 7,515 0.4 7,664 0.4
Corporate bonds 869,215 40.7 687,348 34.7
Preferred stocks 4,780 0.2 4,314 0.2
Common stocks 25,972 1.2 31,286 1.6

$2,136,764 100.0 % $1,980,245 100.0 %
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The table below summarizes the credit quality of our fixed maturity securities as of March 31, 2012 and December 31,
2011, as rated by Standard and Poor’s.

2012 2011
U.S. Treasury 2.6 % 3.2 %
AAA 10.6 12.5
AA 44.6 39.7
A 19.8 23.0
BBB, BBB+, BBB- 21.1 20.1
BB, BB+, BB- 1.3 0.8
B, B+, B- — 0.4
Other — 0.3
Total 100.0% 100.0%

The table below summarizes the average duration by type of fixed maturity as well as detailing the average yield as of
March 31, 2012 and December 31, 2011:

March 31, 2012 December 31, 2011

Average
Yield%

Average
Duration
in Years

Average
Yield%

Average
Duration
in Years

U.S. treasury securities 1.98 3.0 2.31 3.3
U.S. government agencies 4.05 3.4 4.12 2.9
Foreign government 3.98 5.6 3.98 5.6
Corporate bonds 4.30 4.4 4.38 3.7
Municipals 4.54 5.7 4.18 5.4
Mortgage and asset backed 3.63 2.4 3.68 2.6

 As of March 31, 2012, the weighted average duration of our fixed income securities was 4.0 years and had a yield of
4.1%.

 Quarterly, our Investment Committee (“Committee”) evaluates each security that has an unrealized loss as of the end of
the subject reporting period for OTTI. We generally consider an investment to be impaired when it has been in a
significant unrealized loss position (in excess of 35% of cost if the issuer has a market capitalization of under $1
billion and in excess of 25% of cost if the issuer has a market capitalization of $1 billion or more) for over 24 months.
In addition, the Committee uses a set of quantitative and qualitative criteria to review our investment portfolio to
evaluate the necessity of recording impairment losses for other-than-temporary declines in the fair value of our
investments. The criteria the Committee primarily considers include:
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· the current fair value compared to amortized cost;

· the length of time the security’s fair value has been below its amortized cost;

·specific credit issues related to the issuer such as changes in credit rating, reduction or elimination of dividends or
non-payment of scheduled interest payments;

·whether management intends to sell the security and, if not, whether it is not more than likely than not that the
Company will be required to sell the security before recovery of its amortized cost basis;

· the financial condition and near-term prospects of the issuer of the security, including any specific events that may
affect its operations or earnings;

· the occurrence of a discrete credit event resulting in the issuer defaulting on material outstanding obligations or the
issuer seeking protection under bankruptcy laws; and

·
other items, including company management, media exposure, sponsors, marketing and advertising agreements, debt
restructurings, regulatory changes, acquisitions and dispositions, pending litigation, distribution agreements and
general industry trends.

Impairment of investment securities results in a charge to operations when a market decline below cost is deemed to
be other-than-temporary. We write down investments immediately that we consider to be impaired based on the above
criteria collectively.

45

Edgar Filing: Amtrust Financial Services, Inc. - Form 10-Q

86



Based on guidance in FASB ASC 320-10-65, in the event of the decline in fair value of a debt security, a holder of
that security that does not intend to sell the debt security and for whom it is not more than likely than not that such
holder will be required to sell the debt security before recovery of its amortized cost basis, is required to separate the
decline in fair value into (a) the amount representing the credit loss and (b) the amount related to other factors. The
amount of total decline in fair value related to the credit loss shall be recognized in earnings as an OTTI with the
amount related to other factors recognized in accumulated other comprehensive loss net loss, net of tax. OTTI credit
losses result in a permanent reduction of the cost basis of the underlying investment. The determination of OTTI is a
subjective process, and different judgments and assumptions could affect the timing of the loss realization.

 During the three months ended March 31, 2012 and 2011, we had no impairment charges of our fixed and equity
securities. During the three months ended March 31, 2012, we had $21.1 million of gross unrealized losses, of which
$2.9 million related to marketable equity securities and $18.2 million related to fixed maturity securities.

Corporate bonds represent 52% of the fair value of our fixed maturities and 94% of the total unrealized losses of our
fixed maturities. We own 276 corporate bonds in the industrial, bank and financial and other sectors, which have a fair
value of approximately 11%, 38% and 2%, respectively, and 7%, 81% and 7% of total unrealized losses, respectively,
of our fixed maturities. We believe that the unrealized losses in these securities are the result, primarily, of general
economic conditions and not the condition of the issuers, which we believe are solvent and have the ability to meet
their obligations. Therefore, we expect that the market price for these securities should recover within a reasonable
time. Additionally, we do not intend to sell the investments and it is not more likely than not that we will be required
to sell the investments before recovery of their amortized cost basis.

Our investment in marketable equity securities consist of investments in preferred and common stock across a wide
range of sectors. We evaluated the near-term prospects for recovery of fair value in relation to the severity and
duration of the impairment and have determined in each case that the probability of recovery is reasonable and we
have the ability and intent to hold these investments until a recovery of fair value. Within our portfolio of equity
securities, 9 common stocks comprised $2.7 million, or 92.2%, of the unrealized loss. We own 3 securities in the
financial sector that represent 6% of the fair market value and 27% of our unrealized losses. We own 3 securities in
the industrial sector that represent approximately 7% of the fair market value and approximately 44% our unrealized
losses. We own 3 securities in the consumer products sector that have approximately 9% of the fair value and
approximately 21% of the unrealized losses. The duration of these impairments ranges from 3 to 27 months. The
remaining securities in a loss position are not considered individually significant and accounted for 8% of our
unrealized losses. We believe these securities will recover and that we have the ability and intent to hold them to
recovery.

Item 3. Quantitative and Qualitative Disclosures About Market Risk
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 Market risk is the risk of potential economic loss principally arising from adverse changes in the fair value of
financial instruments. The major components of market risk affecting us are liquidity risk, credit risk, interest rate risk,
foreign currency risk and equity price risk.

Liquidity Risk.   Liquidity risk represents our potential inability to meet all payment obligations when they become
due. We maintain sufficient cash and marketable securities to fund claim payments and operations. We purchase
reinsurance coverage to mitigate the liquidity risk of an unexpected rise in claims severity or frequency from
catastrophic events or a single large loss. The availability, amount and cost of reinsurance depend on market
conditions and may vary significantly.

 Credit Risk. Credit risk is the potential loss arising principally from adverse changes in the financial condition of the
issuers of our fixed maturity securities and the financial condition of our third party reinsurers. We address the credit
risk related to the issuers of our fixed maturity securities by investing primarily in fixed maturity securities that are
rated “BBB-” or higher by Standard & Poor’s. We also independently monitor the financial condition of all issuers of our
fixed maturity securities. To limit our risk exposure, we employ diversification policies that limit the credit exposure
to any single issuer or business sector.

 We are subject to credit risk with respect to our third party reinsurers. Although our third party reinsurers are
obligated to reimburse us to the extent we cede risk to them, we are ultimately liable to our policyholders on all risks
that have ceded. As a result, reinsurance contracts do not limit our ultimate obligations to pay claims covered under
the insurance policies we issue and we might not collect amounts recoverable from our reinsurers. We address this
credit risk by selecting reinsurers which have an A.M. Best rating of “A” (Excellent) or better at the time we enter into
the agreement and by performing, along with our reinsurance brokers, periodic credit reviews of our reinsurers. If one
of our reinsurers suffers a credit downgrade, we may consider various options to lessen the risk of asset impairment,
including commutation, novation and letters of credit.  See “—Reinsurance.”
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Interest Rate Risk. We had fixed maturity securities (excluding $84.6 million of time and short-term deposits) with a
fair value of $1.68 million and carrying value of $1.64 million as of March 31, 2012 that are subject to interest rate
risk. Interest rate risk is the risk that we may incur losses due to adverse changes in interest rates. Fluctuations in
interest rates have a direct impact on the market valuation of our fixed maturity securities. We manage our exposure to
interest rate risk through a disciplined asset and liability matching and capital management process. In the
management of this risk, the characteristics of duration, credit and variability of cash flows are critical elements.
These risks are assessed regularly and balanced within the context of our liability and capital position.

 The table below summarizes the interest rate risk associated with our fixed maturity securities by illustrating the
sensitivity of the fair value and carrying value of our fixed maturity securities as of March 31, 2012 to selected
hypothetical changes in interest rates, and the associated impact on our shareholders’ equity. All fixed income
securities are classified as available-for-sale and carried on our balance sheet at fair value. Temporary changes in the
fair value of our fixed maturity securities do impact the carrying value of these securities and are reported in our
shareholders’ equity as a component of other comprehensive income, net of deferred taxes. The selected scenarios in
the table below are not predictions of future events, but rather are intended to illustrate the effect such events may
have on the fair value and carrying value of our fixed maturity securities and on our shareholders’ equity, each as of
March 31, 2012.

Hypothetical Change in Interest Rates Fair Value
Estimated
Change in
Fair Value

Hypothetical Percentage
(Increase)Decrease in
Shareholders’ Equity

(Amounts in Thousands)
200 basis point increase $1,526,632 $ (158,390 ) (10.7 )%
100 basis point increase 1,604,564 (80,458 ) (5.4 )
No change 1,685,022 — —
100 basis point decrease 1,760,930 75,908 5.1
200 basis point decrease 1,845,156 160,134 10.8

Changes in interest rates would affect the fair market value of our fixed rate debt instruments but would not have an
impact on our earnings or cash flow. We currently have $470.5 million of debt instruments of which $302.5 million
are fixed rate debt instruments. A fluctuation of 100 basis points in interest on our variable rate debt instruments,
which are tied to LIBOR, would affect our earnings and cash flows by $1.7 million before income tax, on an annual
basis, but would not affect the fair market value of the variable rate debt.

Foreign Currency Risk. We write insurance in the United Kingdom and certain other European Union member
countries through AIU and AEL. While the functional currency of AIU and AEL are, respectively, the Euro and the
British Pound, we write coverages that are settled in local currencies, including, primarily, the Euro and British
Pound. We attempt to maintain sufficient local currency assets on deposit to minimize our exposure to realized
currency losses. Assuming a 5% increase in the exchange rate of the local currency in which the claims will be paid
and that we do not hold that local currency, we would recognize a $13.8 million after tax realized currency loss based
on our outstanding foreign denominated reserves of $423.8 million at March 31, 2012.

Edgar Filing: Amtrust Financial Services, Inc. - Form 10-Q

89



Equity Price Risk. Equity price risk is the risk that we may incur losses due to adverse changes in the market prices of
the equity securities we hold in our investment portfolio, which include common stocks, non-redeemable preferred
stocks and master limited partnerships. We classify our portfolio of equity securities as available-for-sale and carry
these securities on our balance sheet at fair value. Accordingly, adverse changes in the market prices of our equity
securities result in a decrease in the value of our total assets and a decrease in our shareholders’ equity. As of March
31, 2012, the equity securities in our investment portfolio had a fair value of $30.8 million, representing
approximately two percent of our total invested assets on that date. We are fundamental long buyers and short sellers,
with a focus on value oriented stocks. The table below illustrates the impact on our equity portfolio and financial
position given a hypothetical movement in the broader equity markets. The selected scenarios in the table below are
not predictions of future events, but rather are intended to illustrate the effect such events may have on the carrying
value of our equity portfolio and on shareholders’ equity as of March 31, 2012.
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The hypothetical scenarios below assume that our Beta is 1 when compared to the S&P 500 index.

Hypothetical Change in Interest Rates Fair Value
Estimated
Change in
Fair Value

Hypothetical Percentage
(Increase) Decrease in
Shareholders’ Equity

(Amounts in Thousands)
5% increase $ 32,290 $ 1,538 0.1 %
No change 30,752 —
5 % decrease 29,214 (1,538 ) (0.1 )

   Off Balance Sheet Risk. We have exposure or risk related to securities sold but not yet purchased.

Item 4. Controls and Procedures

 Our management, with the participation and under the supervision of our principal executive officer and principal
financial officer, has evaluated the effectiveness of our disclosure controls and procedures (as defined in Rules
13a-15(e) and 15d-15(e) of the Securities Exchange Act of 1934, as amended (the "Exchange Act")) and has
concluded that, as of the end of the period covered by this report, such disclosure controls and procedures were
effective in ensuring that information required to be disclosed by us in the reports we file of submit under the
Exchange Act is timely recorded, processed, summarized and reported within the time periods specified in the SEC’s
rules and forms, and accumulated and communicated to our management, including our principal executive officer
and principal financial officer, as appropriate, to allow timely decisions regarding required disclosure. During the
most recent fiscal quarter, there have been no changes in our internal controls over financial reporting (as defined in
Exchange Act Rule 13a-15(f) and 15d-15(f)) that have materially affected, or are reasonably likely to materially
affect, our internal control over financial reporting.
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PART II - OTHER INFORMATION

Item 1.  Legal Proceedings

Vehicle service contract industry inquiry and related proceedings

As previously described in our Annual Report on Form 10-K, our subsidiary Warrantech Corporation (“Warrantech”) is
involved in a number of disputes that relate to U.S. Fidelis, a direct marketer of vehicle service contracts that filed a
petition for Chapter 11 bankruptcy protection in February 2010 in the United States Bankruptcy Court for the Eastern
District of Missouri (the “Bankruptcy Proceeding”).

On April 27, 2012, the parties to the various disputes reached agreement on a comprehensive settlement, the terms of
which are incorporated into the plan of liquidation for U.S. Fidelis, which was filed in the Bankruptcy Proceeding on
May 1, 2012 (the “Plan”). In connection with the Plan, Warrantech, the Unsecured Creditors Committee of U.S. Fidelis,
Mepco Finance Corporation (“Mepco”), and the States of Missouri, Texas, Washington and Ohio, by and through the
offices of their respective Attorneys General entered into a plan support agreement (the “PSA”). Pursuant to the PSA,
provided that the Plan has not been modified in such a manner that would materially adversely affect the rights,
recoveries, or obligations of the parties and subject to an opt-out right in favor of Warrantech and Mepco, each of the
parties agreed to support the Plan throughout the Bankruptcy Proceeding and to cooperate to the fullest extent in
obtaining confirmation of the Plan by no later than July 30, 2012. On the effective date of the Plan, Warrantech will
become obligated to pay $4.8 million to Mepco, $1.4 million to the liquidating trustee and $1.1 million to the U.S.
Fidelis Consumer Restitution Plan (as described in the Plan).

As part of the overall settlement, Warrantech also entered into assurances of voluntary compliance with the states of
Ohio, Missouri, Texas and Washington (the “AVCs”) that do not become binding until the effective date of the Plan.
The AVCs require Warrantech to adhere to certain compliance terms in connection with the marketing and sale of
vehicle service contracts through authorized telemarketers, pay certain funds to consumers in connection with vehicle
service contracts that were marketed and sold by U.S. Fidelis and administered by Warrantech and contribute the
funds referenced above to the U.S. Fidelis Consumer Restitution Fund.

Item 1A.  Risk Factors

 There are no material changes to the risk factors previously reported in our Annual Report on Form 10-K for the year
ended December 31, 2011.  For more information regarding such risk factors, refer to Item 1A of our Annual Report
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on Form 10-K for the year ended December 31, 2011.

Item 2. Unregistered Sales of Equity Securities and Use of Proceeds

During the three months ended March 31, 2012, we purchased 663 shares of our common stock from employees in
connection with the vesting of restricted stock issued to certain employees in connection with our 2010 Omnibus
Incentive Plan (the “Plan”). The shares were withheld at the direction of the employees as permitted under the Plan in
order to pay the minimum amount of tax liability owed by the employee from the vesting of those shares. In addition,
in November 2007, our board of directors authorized us to repurchase up to 3,000,000 shares of common stock in one
or more transactions at prevailing prices in the open market or in privately negotiated transactions. We did not
repurchase any shares pursuant to this authority during the three months ended March 31, 2012.
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The following table summarizes the Company’s stock repurchases for the three-month period ended March 31, 2012:

Period

Total
Number of
Shares
Purchased (1)

Average Price
Paid per Share

Total Number of
Shares Purchased
as Part of
Publically
Announced Plan
or Program

Maximum number
(or approximate dollar
value) of Shares that
May Yet be
Purchased Under
Plan or Program

January 1 – 31, 2012 — $ — — 2,223,713
February 1 – 29, 2012 — — — 2,223,713
March 1 – 31, 2012 663 26.31 — 2,223,713
 Total 663 $ 26.31 — 2,223,713

(1)
Includes 663 shares that were withheld to satisfy tax withholding amounts due from employees upon the vesting of
previously issued restricted shares.

Item 3. Defaults Upon Senior Securities

 None.

Item 4.  Mine Safety Disclosures

None.

Item 5. Other Information

None.
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Item 6.  Exhibits

Exhibit

Number
Description

31.1 Certification of the Chief Executive Officer, pursuant to Rule 13a-14(a) or 15d-14(a), for the quarter ended
March 31, 2012.

31.2 Certification of the Chief Financial Officer, pursuant to Rule 13a-14(a) or 15d-14(a), for the quarter ended
March 31, 2012.

32.1 Certification of the Chief Executive Officer, pursuant to 18 U.S.C. Section 1350, for the quarter ended
March 31, 2012.

32.2 Certification of the Chief Financial Officer, pursuant to 18 U.S.C. Section 1350, for the quarter ended
March 31, 2012.

101.1

The following materials from the Company’s Quarterly Report on Form 10-Q for the quarter ended March
31, 2012, formatted in XBRL (Extensible Business Reporting Language): (i) the Condensed Consolidated
Balance Sheets at March 31, 2012 and December 31, 2011; (ii) the Condensed Consolidated Statements of
Income for the three months ended March 31, 2012 and 2011; (iii) the Condensed Consolidated Statements
of Comprehensive Income for the three months ended March 31, 2012 and 2011; (iv) the Consolidated
Statements of Cash Flows for the three months ended March 31, 2012 and 2011; and (v) the Notes to
Unaudited Condensed Consolidated Financial Statements, tagged as blocks of text (submitted electronically
herewith).

In accordance with Rule 406T of Regulation S-T, the XBRL related information in Exhibit 101.1 to this
Quarterly Report on Form 10-Q shall not be deemed to be “filed” for purposes of Section 18 of the Exchange
Act, or otherwise subject to the liability of that section, and shall not be part of any registration statement or
other document filed under the Securities Act of 1933, as amended, or the Exchange Act, except as shall be
expressly set forth by specific reference in such filing.
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SIGNATURES

Pursuant to the requirements of the Securities Exchange Act of 1934, the registrant has duly caused this report to be
signed on its behalf by the undersigned hereunto duly authorized.

AmTrust Financial Services, Inc.
(Registrant)

Date: May 10, 2012 /s/ Barry D. Zyskind
Barry D. Zyskind
President and Chief Executive Officer

/s/ Ronald E. Pipoly, Jr.
Ronald E. Pipoly, Jr.
Chief Financial Officer
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