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21st Century Holding Company
PART 1
SPECIAL NOTE ABOUT FORWARD-LOOKING STATEMENTS

Certain statements in this Annual Report on Form 10-K, other than purely historical information, including estimates,
projections, statements relating to our business plans, objectives and expected operating results, and the assumptions

upon which those statements are based, are “forward-looking statements” within the meaning of the Private Securities
Litigation Reform Act of 1995, Section 27A of the Securities Act of 1933 and Section 21E of the Securities Exchange

Act of 1934. These forward-looking statements generally are identified by words “believes,” “project,” “expects,”
“anticipates,” “estimates,” “intends,” “strategy,” “plan,” “may,” “will,” “would,” “will be,” “will continue,” “will likely resi
expressions. Forward-looking statements are based on current expectations and assumptions that are subject to risks

and uncertainties which may cause actual results to differ materially from the forward-looking statements. A detailed
discussion of these and other risks and uncertainties that could cause actual results and events to differ materially from

such forward-looking statements is included in the section entitled “Risk Factors” in Part I, Item 1A of this Annual
Report. We undertake no obligation to update or revise publicly any forward-looking statements, whether as a result

of new information, future events or otherwise.

99 ¢
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ITEM 1 BUSINESS

GENERAL

215t Century Holding Company (‘“the 21 Century,” “Company,” “we,” “us”) is an insurance holding company, which, through
our subsidiaries and our contractual relationships with our independent agents and general agents, controls
substantially all aspects of the insurance underwriting, distribution and claims process. We are authorized to
underwrite homeowners’ property and casualty insurance, commercial general liability insurance, and personal
automobile insurance in various states with various lines of authority through our wholly owned subsidiaries,
Federated National Insurance Company (‘“Federated National”’) and American Vehicle Insurance Company (‘“American
Vehicle”).

Federated National is authorized to underwrite homeowners’ property and casualty insurance and personal automobile
insurance in Florida as an admitted carrier. American Vehicle is authorized to underwrite personal automobile

insurance and commercial general liability coverage in Florida as an admitted carrier. In addition, American Vehicle is

authorized to underwrite commercial general liability insurance in Georgia, Kentucky, South Carolina, Virginia,

Missouri and Arkansas as a surplus lines carrier and in Texas, Louisiana and Alabama as an admitted carrier.

American Vehicle operations in Florida, Georgia, Kentucky, Louisiana, Texas, South Carolina and Virginia are

on-going. American Vehicle operations in Alabama, Arkansas and Missouri are expected to begin this year. American

Vehicle has an application pending authorization as a surplus lines carrier in the state of California, and applications

pending submission to the states of Mississippi and Nevada.

During the year ended December 31, 2006, 74.4%, 21.6%, and 4.0% of the premiums we underwrote were for
homeowners’ property and casualty insurance, commercial general liability insurance and personal automobile
insurance, respectively. During the year ended December 31, 2005, 63.8%, 18.9%, and 17.3% of the premiums we
underwrote were for homeowners’ property and casualty insurance, commercial general liability insurance and
personal automobile insurance, respectively. We internally process claims made by our own and third-party insureds
through our wholly owned claims adjusting company, Superior Adjusting, Inc. (“Superior”). We also offer premium
financing to our own and third-party insureds through our wholly owned subsidiary, Federated Premium Finance, Inc.
(“Federated Premium”).



Edgar Filing: 21ST CENTURY HOLDING CO - Form 10-K

Our executive offices are located at 3661 West Oakland Park Boulevard, Suite 300, Lauderdale Lakes, Florida and our
telephone number is (954) 581-9993.

Our web site is located at www.21centuryholding.com. Our Annual Reports on Form 10-K, Quarterly Reports on
Form 10-Q, Current Reports on Form 8-K and amendments to such reports are available, free of charge, on our
website as soon as reasonably practicable after we electronically file or furnish such material with the SEC. Further, a
copy of this annual report on Form 10-K is located at the SEC’s Public Reference Room at 100 F Street, NE,
Washington, D.C. 20549. Information on the operation of the Public Reference Room can be obtained by calling the
SEC at 1-800-SEC-0330. The SEC maintains an internet site that contains reports, proxy and information statements
and other information regarding our filings at www.sec.gov.
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RECENT DEVELOPMENTS
New Florida Legislation

During an emergency session in January 2007, the Florida legislature passed and the Governor signed into law a bill
known as “CS/HB-1A.” This new law makes fundamental changes to the property and casualty insurance business in
Florida and undertakes a multi-pronged approach to address the cost of residential property insurance in Florida. First,
the new law requires insurance companies to lower their Florida premium rates for residential property insurance. The
new law also authorizes the state-owned insurance company, Citizens Property Insurance Corporation
(“Citizens”),which is free of many of the restraints on private carriers such as surplus, ratios, income taxes and
reinsurance expense, to reduce its premium rates and begin competing against private insurers in the residential
property insurance market and expands the authority of Citizens to write commercial insurance. Previously, Citizens
was the insurer of last resort for residential property insurance because its required premium rates were higher than
those generally available in the market place from private insurers. The new law also empowers the State of Florida to
assess Citizens’ underwriting losses against many lines of property and casualty insurance written for Florida residents,
including auto insurance. The State of Florida also issued an order that essentially prevents insurance companies from
non-renewing residential property insurance policies until after the 2007 hurricane season.

We are evaluating the ramifications of CS/HB-1A, specifically regarding property insurance rates that we believe are
inadequate to cover the related underwriting risk. Additionally, we are concerned about competing against a
state-owned insurance company. At this time, it is difficult for us to predict the impact of these new legislation in the
Florida property and casualty market and we are closely monitoring the situation.

Impact of 2005 -2006 Hurricane Season

From June through October 2005, the State of Florida experienced four hurricanes, Dennis, Katrina, Rita and Wilma.
Since then, we have been receiving and processing claims made under our homeowners’ and mobile home owners’
policies, a process that is expected to continue into the second quarter of 2006. One of the Company’s subsidiaries,
Federated National, incurred significant losses relative to its homeowners’ insurance line of business. As of December
31, 2006, and relative to the 2005 hurricane season, approximately 14,000 policyholders filed hurricane-related claims
totaling an estimated $181.2 million, of which we estimate that our share of the costs associated with these hurricanes
to be approximately $8.8 million, net of reinsurance recoveries.

For the 2005-2006 hurricane season, the excess of loss treaties insured us for approximately $64.0 million, with the
Company retaining the first $3.0 million of loss and loss adjustment expense (“LAE”). The treaties had a one full
reinstatement provision for each excess layer with 100% additional premium as to time and pro rata as to amount. In
addition, we purchased Reinstatement Premium Protection from the private sector which reimbursed the Company
100% of the cost of reinstatement for the second event. Unused coverage from the first two events carried forward to
events beyond the second, in conjunction with a lowered attachment point (as explained below) afforded by the
Florida Hurricane Catastrophe Fund (“FHCF”).

In addition to the excess of loss reinsurance policies (described above), we continue to participate in the FHCF to

protect our interest in the insurable risks associated with our homeowner and mobile home owner insurance products.

For the first two events, FHCF coverage begins after the Company’s retention of $3.0 million and its excess of loss
reinsured retention of approximately $43.0 million.

Maximum coverage afforded from the combined policies of our FHCF and excess of loss policies in effect for varying
dates from June 1, 2005 to June 30, 2006 total approximately $194.8 million. FHCF will retain approximately $131.0
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million, our excess of loss reinsurance policies will retain $64.0 million, and the Company will retain the first $3
million of insurable losses for two events. For events beyond the second largest catastrophic event during the policy
term, FHCF coverage attaches after the Company and its excess of loss reinsured collective retention of approximately
$15.0 million. Additionally, unused coverage from our excess of loss reinsurance treaties may be carried forward.

The FHCF treaty provided protection for 90% of losses and LAE and attached at approximately $43.0 million. This
treaty inures to the benefit of our excess of loss treaty and expires on June 1, 2006

Impact of 2004 -2005 Hurricane Season

In August and September 2004, the State of Florida experienced four hurricanes, Charley, Frances, Ivan and Jeanne.
Since then, we have been receiving and processing claims made under our homeowners’ and mobile home owners’
policies, a process that is substantially complete. The same subsidiary as noted above, Federated National, incurred
significant losses relative to its homeowners’ insurance line of business. As of December 31, 2006, and relative to the
2004 hurricane season, approximately 9,000 policyholders filed hurricane-related claims totaling an estimated $143.8
million, of which we estimate that our share of the costs associated with these hurricanes to be approximately $59.4
million, net of reinsurance recoveries.

4
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We had a reinsurance structure that was a combination of private reinsurance and the FHCF. For each catastrophic
occurrence, the excess of loss treaty insured us for $24 million with the Company retaining the first $10 million of
losses and LAE. There are two layers involved with our excess of loss reinsurance treaties; the $24 million is
considered the first layer. The treaty had a provision which, for an additional prorated premium would insure us for
another $24 million of losses and LAE for a subsequent occurrence with the Company retaining the first $10 million
in losses and LAE. As a result of the losses and LAE incurred in connection with the Hurricanes Charles and Frances
the Company has exhausted its recoveries of $48 million under the terms of this treaty.

The second layer of our excess of loss treaty insures us for an additional $34 million in excess of the $34 million first
layer noted above with the same reinstatement provision. The excess of loss treaties expired on June 30, 2005 and the
Company negotiated a new reinsurance treaty. Accordingly, losses and LAE incurred for Hurricanes Ivan and Jeanne
and any subsequent catastrophic events through June 30, 2005, up to $34 million each, were the responsibility of the
Company.

The FHCF treaty provided protection for 90% of losses and LAE and attached at approximately $36.2 million. This
treaty inured to the benefit of our excess of loss treaty and expired on June 1, 2005.

For a further discussion of our reinsurance please see our section titled “REINSURANCE”
Regulatory

To retain our certificates of authority, Florida insurance laws and regulations require that our insurance company
subsidiaries, Federated National and American Vehicle, maintain capital surplus equal to the greater of 10% of its
liabilities or $4.0 million, as defined in the Florida Insurance Code. As of December 31, 2006, Federated National and
American Vehicle were in compliance with statutory minimum capital and surplus requirement, as they were as of
December 31, 2005.

The insurance companies are also required to adhere to prescribed premium-to-capital surplus ratios. As of December
31, 2006 and 2005, both Federated National and American Vehicle were in compliance with the prescribed
premium-to-surplus ratio.

During the aftermath of a catastrophic event, the Florida Office of Insurance Regulation (“OIR”) will routinely issue
emergency orders that imposed a moratorium on cancellations and non-renewals of various types of insurance
coverage and require mediation to resolve disputes over personal property insurance claims. The orders also prohibit
cancellations or non-renewals based solely upon claims resulting from the hurricanes.

BUSINESS STRATEGY

Although recent operations have been dominated in part by the claims made in connection with the nine hurricanes
that have occurred during 2004 and 2005, we did return to a focus on the key aspects of our business strategy during
2006. We expect that in 2007 we will seek continued growth of our business by capitalizing on the efficiencies of our
business model and by:

- expanding the commercial general liability insurance product into additional states. In addition to our ongoing
operations already underway in Florida, Georgia, Kentucky, Louisiana, South Carolina, Texas and Virginia, we
have obtained licenses to underwrite and sell commercial general liability insurance in Alabama, Arkansas and
Missouri. Although we have not yet begun operation in these states, our operations are expected to begin in 2007;
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- a shift in emphasis of our product mix to balance our nonstandard automobile insurance products with our continued
emphasis on homeowners’ and commercial general liability lines of insurance and by expanding our product
offerings to include other insurance products, subject to regulatory approval;

- employing our business practices developed and used in Florida in our expansion to other selected states;

- maintaining a commitment to provide high quality customer service to our agents and insureds;

- encouraging agents to place a high volume of high quality business with us by providing them with attractive
commission structures tied to premium levels and loss ratios;

10
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- additional strategies that may include possible acquisitions or further dispositions of assets, and development of
procedures to improve claims history and mitigate losses from claims.

There can be no assurances, however, that any of the foregoing strategies will be developed or successfully
implemented or, if implemented, that they will positively affect our results of operations.

INSURANCE OPERATIONS AND RELATED SERVICES
General

We are authorized to underwrite homeowners’ property and casualty insurance, commercial general liability insurance,
and personal automobile insurance in various states with various lines of authority through our wholly owned
subsidiaries, Federated National and American Vehicle.

Federated National is authorized to underwrite homeowners’ property and casualty insurance and personal automobile
insurance in Florida as an admitted carrier. American Vehicle is authorized to underwrite personal automobile
insurance and commercial general liability coverage in Florida as an admitted carrier.

In addition, American Vehicle is authorized to underwrite commercial general liability insurance in Arkansas,
Georgia, Kentucky, Missouri, South Carolina and Virginia as a surplus lines carrier and in Texas, Louisiana and
Alabama as an admitted carrier.

American Vehicle has a pending application in the final stage of an anticipated approval to be authorized as a surplus
lines carrier in the state of California.

The following tables set forth the amount and percentages of our gross premiums written, premiums ceded to
reinsurers and net premiums written by line of business for the periods indicated.

Years Ended December 31,
2006 2005 2004
Premium Percent Premium Percent Premium Percent
(Dollars in Thousands)
Gross written
premiums:
Automobile $ 6,064 4.0% $ 20,665 17.3% $ 24,239 24.1%
Homeowners' 114,388 74.9% 76,182 63.8% 63,913 63.5%
Commercial General
Liability 32,213 21.1% 22,593 18.9% 12,510 12.4%
Total gross written
premiums $ 152,665 100.0% $ 119,440 100.0% $ 100,662 100.0%
Ceded premiums:
Automobile $ - 0.0% $ 5) 0.0% $ (992) -6.4%
Homeowners' 67,520 100.0% 31,419 100.0% 16,478 106.4%
Commercial General
Liability - 0.0% - 0.0% - 0.0%
Total ceded premiums  $ 67,520 100.0% $ 31,414 100.0% $ 15,486 100.0%
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Net written premiums

Automobile $ 6,064
Homeowners' 46,868
Commercial General

Liability 32,213
Total net written

premiums $ 85,145

72% $
55.0%

37.8%

100.0% $

20,670
44,763

22,593

88,026

23.5% $ 25,231
50.8% 47,435

25.7% 12,510

100.0% $ 85,176

29.6%
55.7%

14.7%

100.0%

We marketed our insurance products through our network of independent agents and general agents in fiscal 2006 and
2005. In fiscal 2004, we also marketed our insurance products through our company owned agencies and franchises,

which we sold at the end of fiscal 2004.

6
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Homeowners’ and Mobile Homeowners’

We underwrite homeowners’ insurance principally in South and Central Florida. Homeowners’ insurance generally
protects an owner of real and personal property against covered causes of loss to that property. Limits on homeowners’
insurance are generally significantly higher than those for mobile homes, but typically provide for deductibles and
other restrictive terms. Our property insurance products typically provide maximum coverage in the amount of
$750,000, with the average policy limit being approximately $1,350,000. The approximate average premium on the
policies currently in force is approximately $2,727, as compared to $1,849 for 2005, and the typical deductible is
$1,000 for non-hurricane-related claims and generally 2% of the coverage amount for the structure for
hurricane-related claims.

We underwrite homeowners’ insurance for mobile homes, principally in Central and Northern Florida, where we
believe that the risk of catastrophe loss from hurricanes in a typical year is less than in other areas of the state. Mobile
homeowners’ insurance generally involves the potential for above-average loss exposure, as compared to homeowners’
insurance. In the absence of major catastrophe losses, however, loss exposure is limited because premiums usually are
at higher rates than those charged for non-mobile home property and casualty insurance. Additionally, our property
lines for mobile homes typically provide maximum coverage in the amount of $30,000, with the average policy limit
being approximately $60,000. In addition, we presently limit our mobile home coverage to no more than 10% of our
underwriting exposure. The approximate average premium on the policies currently in force is approximately $334, as
compared to $346 for 2005. The typical non-hurricane deductible is $500 and the typical hurricane deductible is 2% of
the coverage amount for the structure.

Federated National incurred significant losses relative to its homeowner’s and mobile homeowners’ insurance lines of
business as a result of the three of the five Florida hurricanes in 2005. Approximately 14,010 policyholders have filed
hurricane-related claims totaling an estimated $181.2 million, of which we estimate that our share of the costs
associated with these hurricanes will be approximately $8.8 million, net of reinsurance recoveries. Federated National
also incurred significant losses relative to its homeowner’s and mobile homeowners’ insurance lines of business as a
result of the four Florida hurricanes in 2004. Approximately 9,000 policyholders have filed hurricane-related claims
totaling an estimated $155.8 million, of which we estimate that our share of the costs associated with these hurricanes
will be approximately $59.4 million, net of reinsurance recoveries. For a further discussion of our reinsurance please
see our section titled “REINSURANCE”

Premium rates charged to our property insurance policyholders are continually evaluated to assure that they meet the
expectation, that they are actuarially sound and produce a reasonable level of profit (neither excessive nor inadequate).
An average rate increase of 14.9% that was implemented effective December 31, 2005 which was followed by an
additional increase of 38.3% effective June 1, 2006. Although not yet formally finalized, the 38.3% rate increase was
implemented using Florida’s “use & file” rate filing provision; the rates have been acknowledged verbally and via e-mail
as approved by the State of Florida OIR. Our initial rate increase for policies with an effective date of June 1, 2006
contemplated a 49.9% rate increase, though was ultimately implemented at 38.3%. Policy holders were refunded
approximately $6.0 million, and premiums waived totaled and resulted in a charge to operations of approximately $1.0

million.

Effective June 1, 2007 the Windstorm Loss Mitigation discounts will effectively double, which will have an overall
average rate reduction effect of 0.5%. Additionally, effective June 1, 2007 the hurricane portion of the wind premium
will be reduced by an amount still to be determined in order to comply with the State’s legally mandated “presumed
factor” rate reduction.

Commercial General Liability

13
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We underwrite commercial general liability insurance for approximately 250 classes of artisan and mercantile trades
(excluding home-builders and developers), habitational exposures and certain special events. The limits of liability
range from $100,000 per occurrence and $200,000 policy aggregate to $1 million per occurrence and $2 million
policy aggregate. We market the commercial general liability insurance products through a limited number of general
agencies unaffiliated with the Company. The average annual premium on policies, with deductibles of $250 to $500

per claim, and currently in force is approximately $851, as compared to $763 for the years ended December 31, 2006
and 2005, respectively.

7
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The following table sets forth the amounts and percentages of our gross premiums written in connection with our
commercial general liability program by state:

Years Ended December 31,
2006 2005 2004
Amount Percentage Amount Percentage Amount Percentage
(Dollars in Thousands)

State

Florida $ 22,965 71.29% $ 18,293 80.97% $ 10,727 85.75%
Georgia 1,805 5.60% 1,258 5.57% 793 6.34%
Kentucky 9 0.03% - 0.00% - 0.00%
Lousiania 5,743 17.83% 3,042 13.46% 990 7.91%
South Carolina 77 0.24% - 0.00% - 0.00%
Texas 1,604 4.98% - 0.00% - 0.00%
Virginia 10 0.03% - 0.00% - 0.00%
Total $ 32,213 100.00% $ 22,593 100.00% $ 12,510 100.00%

On March 28, 2006 we announced the approval from the OIR to enter into a business relationship with member
companies of The Republic Group (“Republic”). This working agreement, in the form of a 100% quota share
reinsurance treaty, between the two companies will enable American Vehicle to underwrite general liability business
and other commercial lines in various states, on an assumed basis, through affiliates and/or subsidiaries of Republic.
Republic has a financial rating of “A-"" Excellent with A.M. Best

Under this agreement the Company assumed $22,760 in premiums in connection with its operations in the State of
Texas. Operations in Texas began in December 2006.

Personal Automobile

Personal automobile insurance markets can be divided into two categories, standard automobile and nonstandard
automobile. Standard personal automobile insurance is principally provided to insureds who present an average risk
profile in terms of driving record, vehicle type and other factors. Nonstandard personal automobile insurance is
principally provided to insureds that are unable to obtain standard insurance coverage because of their driving record,
age, vehicle type or other factors, including market conditions.

Limits on standard personal automobile insurance are generally significantly higher than those for nonstandard
coverage, but typically provide for deductibles and other restrictive terms. Underwriting criteria for standard coverage
has become more restrictive, thereby requiring more insureds to seek nonstandard coverage and contributing to the
increase in the size of the nonstandard automobile market. Nonstandard automobile insurance, however, generally
involves the potential for increased loss exposure and higher claims experience. Loss exposure is mitigated because
premiums usually are written at higher rates than those written for standard insurance coverage.

Both of our insurance subsidiaries currently underwrite nonstandard personal automobile insurance only in Florida,
where the minimum limits are $10,000 per individual, $20,000 per accident for bodily injury, $10,000 per accident for
property damage and comprehensive, and $50,000 for collision. The average annual premium on policies currently in
force is approximately $860, as compared to $945 for 2005, and the nonstandard personal automobile insurance lines
represent approximately 99.8% of our written premiums for personal automobile insurance for both the years ended
December 31, 2006 and 2005. Both Federated National and American Vehicle underwrite this coverage on primarily
an annual basis and to a much lesser extent, on a semi-annual basis.
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Due to the purchasing habits of nonstandard automobile insureds (for example, nonstandard automobile insureds tend
to seek the least expensive insurance required of the policyholder by statute that satisfies the requirements of state
laws to register a vehicle), policy renewal rates tend to be low compared to standard policies. Our experience has been
that a significant number of existing nonstandard policyholders allow their policies to lapse and then reapply for
insurance as new policyholders.

Federated National underwrites standard personal automobile insurance policies providing coverage no higher than
$100,000 per individual, $300,000 per accident for bodily injury, $50,000 per accident for property damage and
comprehensive and collision up to $50,000 per accident, with deductibles ranging from $200 to $1,000. The average
premium on the policies currently in force is approximately $1,599, as compared to $1,203 for 2005, and represented
approximately 0.2% of our written premiums for personal automobile insurance as of the year ended December 31,
2006. The Company is currently filing for an additional rate increase on the personal automobile line of business.

8
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Flood

We write flood insurance through the National Flood Insurance Program (“NFIP”). We write the policy for the NFIP,
which assumes 100% of the flood risk while we retain a commission for our service. The average flood policy
premium is approximately $400 with limits up to $250,000. Commissions in connection with this program totaled
$0.3 million, $0.2 million and $0.3 million as of December 31, 2006, 2005 and 2004, respectively.

Assurance MGA

Assurance Managing General Agents, Inc. (“Assurance MGA”), a wholly owned subsidiary, acts as Federated National’s
and American Vehicle’s exclusive managing general agent in the state of Florida. As American Vehicle continues its
expansion into other states we shall contract with general agents to market our commercial general liability insurance
product beyond the state of Florida. Assurance MGA currently provides underwriting policy administration,
marketing, accounting and financial services to Federated National and American Vehicle, and participates in the
negotiation of reinsurance contracts. Assurance MGA generates revenue through a 6% commission fee from the
insurance companies’ gross written premium, policy fee income of $25 per policy and other administrative fees from
the marketing of company products through the Company’s distribution network. The 6% commission fee from
Federated National and American Vehicle was made effective January 1, 2005. Assurance MGA plans to establish
relationships with additional carriers and add additional insurance products in the future.

Superior

Superior processes claims made by insureds from Federated National, American Vehicle and third-party insurance
companies. Our agents have no authority to settle claims or otherwise exercise control over the claims process.
Furthermore, we believe that the employment of salaried claims personnel, as opposed to independent adjusters,
results in reduced ultimate loss payments, lower LAE and improved customer service for most of our insurance
products. Were this not the case, we would retain independent appraisers and adjusters. We also employ an in-house
legal department to cost-effectively manage claims-related litigation and to monitor our claims handling practices for
efficiency and regulatory compliance.

Federated Premium

Federated Premium provides premium financing to Federated National's, American Vehicle’s and third-party’s
insureds. Premium financing has been marketed through our distribution network of general agencies and a small
number of independent agents whose customer base and operational history meets our strict criteria for
creditworthiness and, prior to our sale at the end of 2004 of our company-owned and franchised agencies, also through
those agencies. Lending operations are primarily supported by Federated Premium's own capital base and currently, to
a much lesser extent, through our credit facility with Flatlron Funding Company LLC (Flatiron”), which is described in
more detail below.

Premiums for property and casualty insurance are typically payable at the time a policy is placed in force or renewed.
Federated Premium's services allow the insured to pay a portion of the premium when the policy is placed in force and
the balance in monthly installments over a specified term, generally between six and eight months. As security,
Federated Premium retains a contractual right, if a premium installment is not paid when due, to cancel the insurance
policy and to receive the unearned premium from the insurer, or in the event of insolvency of an insurer, from the
Florida Guarantee Association, subject to a $100 per policy deductible. In the event of cancellation, Federated
Premium applies the unearned premium towards the payment obligation of the insured.

17



Edgar Filing: 21ST CENTURY HOLDING CO - Form 10-K

The following table sets forth the amount and percentages of premiums financed for Federated National, American
Vehicle and other insurers for the periods indicated:

Years Ended December 31,
2006 2005 2004
Premium Percent Premium Percent Premium Percent
(Dollars in Thousands)
Federated National  $ 6,279 56.2% $ 6,893 21.5% $ 11,510 34.0%
American Vehicle 1,981 17.7% 14,946 46.7% 9,390 27.8%
Other insurers 2,917 26.1% 10,186 31.8% 12,925 38.2%
Total $ 11,177 100.00% $ 32,025 100.00% $ 33,825 100.00%

9
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Federated Premium’s operations are funded by a revolving loan agreement (“Revolving Agreement”) with Flatlron. The
Revolving Agreement is structured as a sale of contracts receivable under a sale and assignment agreement with
Westchester Premium Acceptance Corporation (“WPAC”) (a wholly-owned subsidiary of Flatlron), which gives WPAC
the right to sell or assign these contracts receivable. Federated Premium, which services these contracts, has recorded
transactions under the Revolving Agreement as secured borrowings. Outstanding borrowings under the Revolving
Agreement as of December 31, 2006 and 2005 were approximately $0.01 million and $0.20 million, respectively.

The amounts of WPAC’s advances are subject to availability under a borrowing base calculation, with maximum
advances outstanding not to exceed the maximum credit commitment. The annual interest rate on advances under the

Revolving Agreement equals the prime rate plus additional interest varying from 1.25% to 3.25% based on the prior

month’s ratio of contracts receivable related to insurance companies with an A.M. Best rating of B or lower, to total
contracts receivable. The effective interest rate on this line of credit, based on our average outstanding borrowings

under the Revolving Agreement, was 7.82% and 6.39% as of the year ended December 31, 2006 and 2005,

respectively.

Finance contracts receivable decreased $5.5 million, or 75.0%, to $1.8 million as of December 31, 2006, as compared
to $7.3 million as of December 31, 2005. We anticipate a continued decline in the short-term in connection with
premiums financed contracts. The Company anticipates continued use of the direct bill feature associated with the two
insurance companies and their automobile lines of business.

The direct billing opportunity is very similar to the premium finance arrangement with respect to down payments and
scheduled monthly payments. Direct billing is when the insurance company accepts from the insured, as a receivable,
a promise to pay the premium, as opposed to requiring payment of the full amount of the policy, either directly from
the insured or from a premium finance company. We believe that the direct billing program does not increase our risk
because the insurance policy, which serves as collateral, is managed by our computer system. Underwriting criteria
are designed with down payment requirements and monthly payments that create policyholder equity, also called
unearned premium, in the insurance policy. The equity in the policy is collateral for the extension of credit to the
insured. Through our monitoring systems, we track delinquent payments and, in accordance with the terms of the
extension of credit, cancel the policy before the policyholder's equity is extinguished. If any excess premium remains
after cancellation of the policy and deduction of applicable penalties, this excess is refunded to the policyholder.
Similarly, we believe that the premium financing that we offer to our own insureds involves limited credit risk. By
primarily financing policies underwritten by our own insurance carriers, our credit risks are reduced because we can
more securely rely on the underwriting processes of our own insurance carriers. Furthermore, the direct bill program
enables us to closely manage our risk while providing credit to our insureds.

Discontinued Operations
Tax Preparation Services and Ancillary Services

During 2004, we also offered other services at our company-owned and franchised agencies, including tax return
preparation and electronic filing and the issuance and renewal of license tags. On January 13, 2005, with an effective
date of January 1, 2005, we sold our 80% interest in Express Tax Service, Inc. (Express Tax) (along with its wholly
owned subsidiary, EXPRESSTAX Franchise Corporation) to Robert J. Kluba, the president of Express Tax and the
holder of the 20% minority interest in Express Tax, and Robert H. Taylor. In exchange for our shares, we received a
net cash payment of $311,351, which reflected a purchase price of $660,000 less $348,649 in intercompany
receivables we owed to Express Tax. In addition, we received a payment of $1,200,000 in exchange for our agreement
not to compete with the current businesses of Express Tax for five years after the sale. The Company’s investment in
the subsidiary totaled $230,000.
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In connection with the transaction, the Company extended the expiration dates for the 75,000 outstanding stock
options previously granted to Mr. Kluba and the 30,000 outstanding stock options previously granted to Mr. Kluba’s
wife. No options remain outstanding under this arrangement at December 31, 2006.

For further information about this transaction, please see Note 24 to our Consolidated Financial Statements included
under Item 8 of this Report on Form 10-K.

Franchise Operations

On December 31, 2004, we sold most of the non-current assets related to our franchise operations in Fed USA Retail,
Inc. and Fed USA Franchising, Inc. We retained ownership of the current assets and liabilities. For further information
about this transaction, please see Note 24 to our Consolidated Financial Statements included under Item 8 of this
Report on Form 10-K.
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At the time of sale, we had 42 operating franchises and six pending franchises. The form of franchise agreement in
effect during 2004 granted the franchisee a license for the operation of an agency within an exclusive territory for a
10-year period, with two additional 10-year options. We collected from the franchisees a non-refundable initial
franchise fee of $14,950, royalty fees, advertising fees, and other fees. Our rights under these franchise agreements
were among the assets sold.

In addition, at the time of the sale of our interest in Express Tax, 231 EXPRESSTAX franchises had been granted.
The form of EXPRESSTAX franchise agreement in effect during 2004 granted the franchisee a non-exclusive license
to open and operate a center for a 10-year period, with two additional 10-year options. As a result of the sale of our
interest in Express Tax, we will no longer be entering into such franchise agreements.

MARKETING AND DISTRIBUTION

We are focusing our marketing efforts on continuing to expand our distribution network and market our products and
services in other regions of Florida and other states by establishing relationships with additional independent agents
and general agents. As this occurs, we will seek to replicate our distribution network in those states. There can be no
assurance, however, that we will be able to obtain the required regulatory approvals to offer additional insurance
products or expand into other states.

Our independent agents and general agents have the authority to sell and bind insurance coverage in accordance with
procedures established by Assurance MGA. Assurance MGA reviews all coverage bound by the agents promptly and
generally accepts all coverage that falls within stated underwriting criteria. For automobile and commercial general
liability policies, Assurance MGA also has the right, within a period of 60 days from a policy's inception, to cancel
any policy, upon 45 days’ notice, even if the risk falls within our underwriting criteria.

Except for periods under emergency order as defined by the Florida OIR, there typically exists a moratorium on
cancellations and non-renewals of various types of insurance coverage, our homeowners’ and mobile home policies as
underwritten by Assurance MGA provided for the right, within a period of 90 days from a policy's inception, of
Assurance MGA to cancel any policy upon 25 days’ notice or after 90 days from policy inception with 95 days’ notice,
even if the risk falls within our underwriting criteria.

We believe that our integrated computer system, which allows for rapid automated premium quotation and policy
issuance by our agents, is a key element in providing quality service to both our agents and insureds. For example,
upon entering a customer's basic personal information, the customer's driving record is accessed and a premium rate is
quoted. If the customer chooses to purchase the insurance, the system can generate the policy on-site.

We believe that the management of our distribution system now centers on our ability to capture and maintain relevant
data by producing agent, none of whom are affiliated with us. We believe that information management of agent
production, coupled with loss experience, will enable us to maximize profitability.

The following table sets forth the amount and percentages of insurance premiums written through company-owned
agencies, franchised agencies and independent agents for the periods indicated:

Years Ended December 31,
2006 2005 2004
Premium Percent Premium Percent Premium Percent
(Dollars in Thousands)
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Company-owned

agencies $ - 0.0% $ = 0.0% $ 11,421 11.4%
Franchised agencies - 0.0% - 0.0% 7,999 7.9%
Independent agencies 153,665 100.0% 119,440 100.0% 81,242 80.7%
Total $ 153,665 100.0% $ 119,440 100.0% $ 100,662 100.0%
REINSURANCE

We follow industry practice of reinsuring a portion of our risks and paying for that protection based primarily upon
total insured values of all policies in effect and subject to such reinsurance. Reinsurance involves an insurance
company transferring or “ceding” all or a portion of its exposure on insurance underwritten by it to another insurer,
known as a “reinsurer.” The ceding of insurance does not legally discharge the insurer from its primary liability for the
full amount of the policies. If the reinsurer fails to meet its obligations under the reinsurance agreement, the ceding
company is still required to pay the insured for the loss.
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For the 2006-2007 hurricane season, we have assembled a range of reinsurance products designed to insure the
Company for an aggregate of approximately $414.5 million for a minimum of two catastrophic events. The
reinsurance treaties contain several complex features and through a series of fluid retentions, attachment points and
limitations, additional coverage may be afforded Federated National for events beyond the first two catastrophic
events. Our retention will vary depending on the severity and frequency of each catastrophic event. The reinsurance
companies and their respective participation in this season's program are noted in the table as follows:

Current
AM Best
Rating
A+
A
A-

A
A
A++

B++

A+

NR

NR4

Reinsurer
Ace Tempest Reinsurance
Ltd
Amlin 2001 Syndicate
Amlin Bermuda Ltd
American Reinsurance
Company
Ascot 1414 Syndicate
National Liability and Fire
Company
Converium AG
Everest Reinsurance
Company
Wentworth Insurance
Company Ltd
Flagstone Reinsurance Ltd
MAP 2791 Syndicate
New Castle Reinsurance
Company Ltd
QBE Reinsurance
Corporation
Renaissance Reinsurance,
Ltd
XL Re Limited
Odyssey
Catlin Insurance Company
Ltd
Allianz Risk Transfer
(Bermuda) Ltd
Liberty Mutual Insurance
Company
American Vehicle
Insurance
Company (Affiliated)

First Event Participation

$20m in
excess
of $15m

5.0%
2.5%

5.0%
2.5%

2.0%

25.0%

33.0%

25.0%

$72m in
excess of
$40m in $75m and
excess FHCF
of $35m participation
7.5% 7.5%
5.0% 5.0%
4.0% 4.0%
3.5%
6.5%

33.8% 6.6%
5.0%

22.0% 4.3%
4.3% 4.0%
2.5% 2.5%
2.0% 2.0%
1.5% 1.0%

12.5% 12.5%

2.5%
3.5%
34.7%

Reinstated Premium

Protection
$20m in $40m in
excess excess
of $15m of $35m
5.0%
2.5%
77.6%
12.0%
5.0%
2.5%
2.0%
25.0%
33.0%
25.0%
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In the discussion that follows it should be noted that all amounts of reinsurance are based on management’s current
analysis of Federated National’s exposure levels to catastrophic risk. Our data was subjected to exposure level data
analysis at various dates through December 31, 2006. This analysis of our exposure level in relation to the total

exposures to the FHCF may produce changes in retentions, limits and reinsurance premiums as a result of increases or

decreases in our exposure level.

Our overall reinsurance structure may be divided into four major layers of financial impact in connection with any
single catastrophic event. The bottom layer is considered to be the first $15 million of losses. The next layer is
considered to be greater than $15 million and less than $35 million. The next layer is considered to be greater than $35
million and less than $233.3 million. The fourth layer is considered to be losses greater than $233.3 million and less
than 305.3 million.

For the first and second catastrophic events equal to or less than $15 million, the bottom layer, Federated National will
retain 100% of the first $4.3 million and the last $0.7 million of this bottom layer. The FHCF will participate 100%
for the $10 million in excess of Federated National’s first $4.3 million.

For the first and second catastrophic events with aggregate losses in excess of the first $15.0 million discussed above
and less than $35 million, Federated National has acquired 100% reinsurance protection with a single automatic
premium reinstatement protection provision. The $20 million of coverage afforded in this layer is by way of 42%
traditional, single season, excess of loss (“Traditional”) treaties and 58% structured multi-year, excess of loss
(“Structured”) treaties. As noted in the chart above, American Vehicle will reinsure Federated National via a traditional
treaty for 25% of this $20 million layer. Relative to the structured excess of loss reinsurance treaties, terms contained
in these treaties afford capacity in this layer beyond the 2006 - 2007 season for two additional hurricane seasons. The
structured treaties offer respective coverage for a single event in each of the three hurricane seasons and one additional
respective coverage that may be applied as needed in any one of the three hurricane seasons. One of the structured
treaties, representing 25% of this layer, contains a provision which prevents the Company from recovery if any single
event results in damages that exceed $20 billion in the Unites States and its territories.
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For the first and second catastrophic events where aggregate losses exceed $35 million, but are less than $233.3
million, Federated National has acquired 100% reinsurance protection through a combination of private market
reinsurers and the FHCF program. The private market reinsurers have afforded coverage to insure us for $40 million
against covered losses in excess of $35 million. The FHCF has afforded coverage to insure us for 90% of loss greater
than $55.6 million and less than $231.5 million. The private treaties “wrap around” the FHCF treaty and afford
coverage, in aggregate, for losses in excess of $35 million and less than $233.3 million. The FHCF treaty is an
aggregate “for the entire season” treaty while the private market treaties afford respective per event coverage. As to
reinstatement of coverage for the private market treaties, Federated National has purchased a single automatic
premium reinstatement protection provision that would provide for an automatic reinstatement for 89% of the $40
million coverage. Federated National would be responsible for the remaining premium reinstatement protection and
the cost in connection with that reinstatement is estimated to be approximately $2.1 million. Federated National would
also be responsible for seasonal losses beyond what is afforded through this part of the FHCF coverage.

For an event where aggregate losses exceed $233.3 million, but are less than $305.3 million, Federated National has
acquired traditional reinsurance treaties representing 65.3% of this layer without a provision for premium
reinstatement protection. Premium reinstatement coverage would be prorated as to amount and if the first event
exhausted this coverage then Federated National would be responsible for approximately $10.4 million for
reinstatement protection. Additional coverage is afforded to Federated National via Industry Loss Warrants (“ILW”).
The ILW policies provide for payments to Federated National based solely on industry wide losses to private and
commercial property only in the State of Florida, not-withstanding losses incurred directly by Federated National. A
payment to Federated National would only be considered, under the terms of these contracts, if insured wind damages
incurred in the State of Florida exceeded amounts varying between $25 billion and $20 billion excluding public
property and certain other named exclusions.

The Company is responsible for single catastrophic events with incurred losses in excess of approximately $305
million subject to the terms of the ILW’s above.

The estimated cost to the Company in connection with this reinsurance structure is approximately $65 million, which
is for the most part payable in quarterly installments that began July 1, 2006 and are being amortized through earned
premium in accordance with the provisions and terms contained in the respective treaties.

For the 2005-2006 hurricane season, the excess of loss treaties insured us for approximately $64.0 million, with the
Company retaining the first $3.0 million of loss and LAE. The treaties had one full reinstatement provision for each
excess layer with 100% additional premium as to time and pro rata as to amount. In addition, we purchased,
Reinstatement Premium Protection from the private sector which would reimburse the Company 100% of the cost of
reinstatement for the second event. Unused coverage from the first two events carried forward to events beyond the
second, in conjunction with a lowered attachment point (as explained below) afforded by the FHCF.

In addition to the excess of loss reinsurance policies (described above), we participated in the FHCF to protect our
interest in the insurable risks associated with our homeowner and mobile home owner insurance products. For the first
two events, FHCF coverage began after the Company’s retention of $3.0 million and its excess of loss reinsures
retention of approximately $40.3 million.
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As a result of the loss and LAE incurred in connection with the hurricane activity that occurred in 2004 and 2005, the
Company has reflected in its operations the effects of each storm as follows:

Claim Gross Reinsurance Net
2004 Hurricanes Count Losses Recoveries Losses
(Dollars in millions)

Charley (August 13) 2,571 $ 63.1 $ 53.1 $ 10.0
Frances (September 3) 3,809 53.4 43.3 10.1
Ivan (September 14) 1,062 25.5 - 25.5
Jeanne (September 25) 1,562 13.9 - 13.9
Total Loss Estimate 9,004 $ 1559 % 9.4 $ 59.5
Claim Gross Reinsurance Net
2005 Hurricanes Count Losses Recoveries Losses

(Dollars in millions)

Dennis (July 10) 322 $ 2.7 $ - $ 2.7
Katrina (August 25) 2,113 14.5 11.5 3.0
Rita (September 20) 19 0.1 0.1
Wilma (October 24) 11,556 164.0 161.0 3.0
Total Loss Estimate 14,010 $ 181.3 $ 172.5 $ 8.8

Effective March 28, 2006, American Vehicle entered into a 100% quota-share reinsurance treaty with Republic.
Republic is domiciled in the State of Texas and licensed both directly and on a surplus lines basis in approximately 32
states. Republic has a financial rating of “A-" Excellent with A.M. Best. This arrangement will facilitate the
policyholder who requires their commercial general liability insurance policy to come from an insurance company
with an A.M. Best rating. Our arrangement with Republic allows for a 4.75% commission on net written premium and
reimbursement for all other costs in connection with the treaty such as premium taxes and assessments. We also remit

a 1% commission to the intermediary broker on the same net written premium. Under this agreement the Company
assumed $22,760 in premiums in connection with its operations in the State of Texas. Our operations in Texas began
in December 2006.

We are selective in choosing reinsurers and consider numerous factors, the most important of which are the financial
stability of the reinsurer, their history of responding to claims and their overall reputation. In an effort to minimize our
exposure to the insolvency of a reinsurer, we evaluate the acceptability and review the financial condit