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onconforming. Contrarian. Uncommon.

Choose your word, but they all describe RLI.

That’s because we’re not your typical, run-of-
the-mill insurance company. As a specialty insurer, we serve customers by crafting unique
coverages that are difficult to find elsewhere, or by providing innovative solutions to more
conventional coverages. In turn, we deliver superior long-term returns to our shareholders.
So, we ARE insurance ... just insurance in a different light. 8> That'’s why our customers,
such as H-M Oil Company in Houston, rely on us to look after their needs. Specific perfor-
mance guarantee bonds from RLI's surety division allow H-M to drill and maintain oil wells
day or night (below and front cover) — via the strong-armed efforts of pumper/gauger

Dickie Black — throughout mid-Texas. Likewise,

when Gaylon Freeman (at left, in photo above) of
Northstar Interests seeks a business partner on new
oil field projects, he often turns to RLI’s Roy Die,
who provides the coverage required to ensure their

ventures proceed on time. »

@ W rlicorp.com/ar2001/ oil.asp

There’s more on our website! Whenever you see
this icon, go to the web address indicated and learn
more about the subject being discussed.




RLI is 2 property and casualty insurance
company that focuses on specialty Lines. In most
instances, the customers of cur insurance cover-

age are businesses throughout the United States.

In a $300 billion industry, we wrote $512 million [(_— JE
of protection in 2001. A. M. Best Company places 2 Ril at a Glance i
RLI in the top 200 property and casualty insur- What we do, whom we do it for, and 2001 highlights
ance groups in the country based on policyholder | 3 Prosident's Letter

surplus. That's just fine with us; being the big- : Consistent returns in a changed world

gest has never been our goal. Cur ambition is to 8 Business UDETEHUHS |

. . " .
provide the products and services our customers A closer look at our company, by segment

Insurance in a different light

Get a better feel for who RLI is, whom we serve

Leadership Inerview |

Candid answers to difficult questions ‘

Management’s Discussion and Anatysis
Gonsolidated financial Statements

need and create the consistent, superior returns
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our investors have come o expect. .
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We provide our customers with innovative
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insurance solutions and deliver a return to share-
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I
holders that significantly exceeds our cost of |

capital. By attracting outstanding talent and con- !

flates fo Consolidafed financial Statements
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tinuously developing our expertise, we are dedi-
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cated to serving carefully chosen markets. We

Company Leaders |
r
|

always sirive to be a highly regarded organiza- 56 ﬁ%ggsam

tion recognized for ethical standards, producis &7 lnvestar Information |

of exceptional value, and cutstanding customer ‘ o :
3@ Selected Financial Data |

service. At all times, we demonstrate a competi-

tive desire to be the best. > !

As the leading specialty insurance organi-
zation: in the United States, we exceed expecta-
tions through innovative products, services and

people. ..




(in thousands, except per diluted share and combined ratio data)

1

2001 2000 % CHANGE
Gross salss § LT 469,760 16.7
Gross premiums written 8 JT8E 437,866 16.9
Net premiums written ¢ 93298 260,853 20.8
Consolidated net revenue 8 AL 263,496 17.4 N i 7 A 7
o Statitowicom i
Net earnings & 8087 28,693 8.2 . :O,’U et
) ATy
Comprehensive earnings § 11818 42,042 (72.9)
GAAP combined ratio 9782) 94.8 25 Finish left ofthe white line — below
Statut bined rati B 95.8 0.0 a 100 combined ratio — and you've
atutory combined ratio S ) ) posted profitable underwriting
Total shareholders equity 8 HEAE 326,654 2.7 results. In the last 10 years, RLI has
PER SHARE DATA: outperformed the industry by an
Net earnings 2§ W 289 73 average of 13.1 points.
| Comprehensive earnings § L% 4.23 (73.00 i @
Cash dividends declared i G 0.59 6.8 Cem e
Book value w¥ IS 33.32 1.6 093 \ o
Closing stock price YO 5100 44.69 0.7 i
1994 o °
Net return on equity Si% 9.3% 1.1 ‘
Net comprehensive return on equity L4 13.6% (75.0) ;1995 LA .
" 'YEAR-END COMPANY RECORD ‘ 16 e
1997 &0 .
1998 i .
1999 i e
2000 <50 L e
2001 @5@ - h °
o INDUSTRY - 2001 EsTEMATED

RLI’s values clarify who we are and what
we try to accomplish. They’re evident in all we
do and, to help you better understand RLI, they
appear throughout this report. .

dearetalented

»w We strive to attract the industry’s most talented people.

» We continually learn and grow. /

» We reward and recognize outstanding performance.
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President's Letter

Pushing bach

]
the shadoms

“This is the most exciting insurance
marketplace I've seen in 15 years,
and we’re ready for it.”

lonathan E. Michael
President, CEO

ifferences between one insurer and another are like those
between people. Sometimes they’re like night and day. Some-
times they’re slight. Regardless of their scope, these distinc-
tions go to the root of this year’s report.

We believe RLI is different; we’ve always said so. But by
claiming RLI does insurance differently, we’re actually saying
we’ve not changed at all.

Most of the widely known companies in our industry tend
to pursue homogeneous, standard lines of insurance. By con-
trast, most of our revenue comes from specialty products those
same companies tend to avoid.

Most other insurers offer products appealing to the broad-
est spectrum of customers. We pride ourselves on catering to
underserved customers — those with unique needs, or those who
find our particular twist on traditional products compelling.

Most insurers recoup deficits in the business of writing
insurance with income from investments. Our shareholders have

enjoyed both the benefits of our profitable underwriting disci-

pline and a unique investment strategy that combine to create
tremendous long-term returns. b>

Our istory smealis for isell. Go to page 58 of this report.
There, our financial data tells the RLI story more eloquently
than I can here. Over the last 10 years, our gross sales have
grown 154 percent, we’ve recorded underwriting profits nearly
every year, book value per share has risen 200 percent, and our
stock price has appreciated 326 percent.

Translated into plain language, we’ve remained true to
our principles of delivering profitable growth and creating long-
term shareholder value. I expect us to continue to do so in 2002
and beyond.

This year was no exception. RLI associates generated

record earnings per share of $3.10, seven percent higher than

RLI Corp. 2001 finnval Report




last year. Gross premiums surpassed the half-billion-dollar hurdle
for the first time, finishing at $512 million. Shareholders’ equity
of $335 million and assets of $1.4 billion also reached all-time
highs. Our 2001 statutory combined ratio was 95.8, higher than
I would have liked, but far better than the 117.7 result estimated
for the industry by the Insurance Institute of America.

tach RL business segment contribuled (o cur 2001
Qrow. In fact, we’ve recorded top-line growth in nine out of
the last 10 years. Casualty business advanced by 23 percent on
the year, surety grew 23 percent, and our property segment im-
proved by six percent. In all, gross written premiums advanced
17 percent.

Both veteran RLI products and those relatively new to
the company played a role in our growth. Several casualty
offerings — including general liability, personal umbrella,
executive products, transportation and programs — showed
double-digit increases. Our property segment rode a sharp rise
in construction business. A mid-market commercial surety unit
drove the majority of surety’s development for the year.

Our equity portfolio recorded a disappointing —7 percent
return for the year, which resulted in a significant decline in
comprehensive earnings over the prior year. However, our re-
sults compared well to the broad markets. The S&P 500 Index,
for example, posted a year-end return of —12 percent.

Despite the year’s total return performance, we will not
abandon our equity-based strategy. Since 1982, this portfolio’s
total return has averaged 16 percent and has contributed con-

siderably to long-term shareholder value.

Offsetting the year’s equity portfolio returns was a strong
bond portfolio performance, resulting in a return of two percent
overall.

The long-term philosophy to our investment strategies has
helped create strong book value growth. Since 1991, book value
per share has grown by 200 percent, not counting the $124 mil-
lion returned to shareholders in the form of dividends and stock
repurchases. When you add back the $124 million, the real re-
turn to shareholders over this period was 311 percent. »

For our industry, it's hoth the best of mes and e Waorst
of (m@S. As the predicted industry combined ratio indicates,
the collective losses from 2001 are expected to be staggering.
Major events of the year included the Seattle earthquake, Hur-
ricane Allison, the events of September 11, and the collapse of
Enron. The industry’s worst combined ratio on record is 118.0
in 1984; 2001 is certain to be one of the worst loss years ever.

The terrorist attacks on New York and Washington will
never be forgotten. Qur office in the north tower of the World
Trade Center was destroyed but, thankfully, all associates es-
caped harm. We often think of the friends, customers, competi-
tors, cities and nations that still live with the consequences of
that day.

The effects are still rippling through our industry. Some
insurers are not taking on new business. Several companies,
including the venerable Lloyd’s of London, significantly in-
creased prior predictions of total losses. On a very basic level,
these issues have caused the industry and RLI to take a hard

look at premium rate calculations and policy language. b




Despite all this, there is pood news for companiss [ike
[BLL. We have been able to push back the shadows that envelop
others in our industry. To begin with, these events did not have
a material effect on our bottom line. Our underwriters’ skill and
experience help us avoid typically troublesome business seg-
ments as well as concentrations of risk that could lead to such
catastrophic results.

Premium rates, which had begun rising in 2000 and 2001
after several years of competitive rate cuts, are gaining even
more momentum as we enter 2002. RLI is well positioned to
capitalize on the rising prices, and well financed to write more
business. We anticipate this firm market will provide signifi-
cant opportunities for profitable growth. This type of market,
one in which customers place a priority on quality in their in-
surer, will further differentiate RLI as a preferred provider in
the eyes of our customers.

Reinsurance capacity contracted significantly in the last
quarter of 2001. Terrorism has been largely excluded from cov-
erage. Accordingly, rates have risen dramatically. Fortunately,
our long-standing reinsurance partners understand our under-
writing expertise and history of generating profits. We believe
the terms we’ve been able to secure have been more favorable
than others have experienced, creating additional opportunities
for profitable results.

In these uncertain times, remember RLI’s Mission State-
ment — in particular, the phrase stating, “we always strive to
be a highly-regarded organization recognized for ethical stan-

dards.” This is the bedrock of RLI’s identity. Let it also serve

as our assurance to you that we will remain diligent in our ap-
proach to financial reporting and managing every aspect of our
business. b»

[s far as our company is concernad, 2001 was pleasing,
Dot mot truly satisiving. We expected so much more from our-
seives and for our shareholders. Our combined ratio, while far
better than our peers, was a bit too high for our tastes. Share-
holder returns were, admittedly, not up to par.

But I think that gives us even more to look forward to in
2002. This is the most exciting insurance marketplace I' ve seen
in 15 years, and we’re ready for it.

After several years of a soft market, we’re in the midst of
a noticeably firmer price environment. In such circumstances,
the results have traditionally been terrific for our company.

We will be rededicating our energies to the high caliber
of underwriting for which we’re known. One year from now, [
anticipate reporting a significant increase in premiums, a satis-
factory reduction in our combined ratio, and the returns to which
you’ve long been accustomed.

I don’t know about you, but I can’t wait. b>

Jonathan E. Michael
President & CEQ

March 1, 2002

RLI stock has appreciated
by 35% in the last three years,
RZbrainiheltasislo!

RLI Corp. 2001 Rnnuval Repart
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certain classes of business have contributed to double-digit rate
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stage for significant 2002 growth in this key segment.
Casualty results have held steady while RLTI’s casualty brokerage operation maintains exceptional
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Promerty

Property business is also witnessing a firming market; the
number of competitors has been reduced significantly in the past
12 months. Those that remain are pulling out of certain classes
of business and restricting coverages, increasing deductibles, and
increasing premiums in the classes of business they still enter-
tain. Double-digit rate increases over the prior year are not un-
common, Capacity to write new business has diminished in spe-
cific classes of business.

As the premier writer of California difference in condi-
tions/earthquake business, RLI has an excellent reputation for
quality, responsiveness and stability throughout the marketplace.
We are absolutely committed to retaining a strict underwriting
focus and keeping a pristine book of business.

The construction marketplace stabilized in late 2000 and
showed significant signs of firming with diminished primary and
reinsurance capacity and above-average price increases through-
out 2001.

In 2002, RLI property underwriters will focus on improv-
ing the quality of our writings. We anticipate considerable top-
line growth in the property segment, with significant opportuni-

ties for protit improvement in 2002 and beyond.

1997 | ©aL0 >

Property loss ratio 1908 [

Underwriting controls 1999 | 17
initiated in late 2000 began to
show results in 2001, moving

2000 | .5

LT
2001 @ﬂ@‘ ! I :

toward prior levels.

Surelty

Since entering the marketplace in 1992, RLI has quickly
become a major player in those states where we see market op-
portunity. We focus on smaller fidelity and miscellaneous busi-
ness overlooked by large, multi-line corhpanies due to lower
premiums per policy. Through a highly advanced level of auto-
mation, we provide faster customer service by way of bond is-
suance at the agent’s office and a unique direct bill capability.

RLI has expanded into another market void — smaller
contract business — by successfully building relationships with
many contract-writing agencies with larger premium volume.
In oil and gas surety, we are a leader because of well-known and
respected underwriters. In 2001, we also launched a mid-market
commercial operation.

Surety has recorded double-digit gross premiums growth
in each of the last two years. 2001 results were softened by un-
favorable economic conditions affecting the contract segment.

Surety expects slightly improved results for 2002. The éol-
lapse of Enron, to which we had no direct exposure, has contrib-
uted to firming market conditions. Geographic expansion in the
miscellaneous and contract markets, as well as a full year of
production by our mid-market commercial surety line, will also

drive the year’s results.

% 50 7
1 1
1997 | 4t >
Sursty expense ratio 1998 | - | I >
| . I |

Lower per-policy premiums 1999 | >
require surety 1o be cost I |
conscious. RLI's five-year 2000 I |j
trend is solid. 2001 | A D

T T

RLI Corp. 2007 Annval Report




[ luminaf

10



Al

very day, we practice what we preach. The concept on TS g R B T T s b

which we were founded — creative means to meet cus- o

tomer needs — still thrives. We listen carefully. We antici- =

pate needs. We search for better ways to be of service. » > Ds" :
Technology pushes it all farther; often, it 1s our competitive .

advantage. Internet-based systems enhance workflow, allowing RLI underwriters and support
personnel to work in concert from any company office, from Atlanta to Peoria to Honolulu.
Web solutions also connect key business partners with underwriting, rating and policy-bind-
ing systems. Such productive procedures — connecting systems and people, wherever they
are — generated $30.1 million in Web-enabled gross written premiums in 2001. »> Discover a

way to get a leg up on the competition, and you've done well for the day. But repeat that

advantage, and you 've cast an entirely different light
on the matter. RLI e-business experts have fine-tuned
online underwriting programs for several product
lines, including artisan’s liability. So when David
Gorin of program administrator Lemac & Associ-
ates (at left in photo) and site inspector Ernie Will-
iams find an attractive customer (such as the Beau-
mont, Calif., Middle School construction project),
they can bring it to RLI's attention from anywhere

they have Internet access. b

@ W rlicorp.com/ar2001/ebusiness.asp
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nly the very best players

make it to the big leagues. The

naturals. That’s exactly the cat-

egory in which we place our un-

derwriters. They have an under-
standing of the ebb and flow of the insurance game, in addition to the skills required to
create profitable results. These highly experienced industry veterans are armed with both
decision-making authority and a mandate to choose profitable business over market share.
The result: they approved only seven percent of new business submissions in 2001, lead-
ing to an underwriting profit of $7.7 million. That’s a box score our shareholders under-
stand. b Earthquake coverage is for pros only. Some insurers believe it’s OK to get in for
the quick buck, and then disappear when times are tough. But RLI
sees it in a different light; we’re in it for the long haul. That’s why
customer Keith Scheeler of the San Francisco Giants (second from
right, in photo above) put us in the lineup when it came to insuring
Pac Bell Park. By teaming our underwriters such as Kevin
McDonough, (second from left) with key partners like Aon’s Penny
Peterson (left) and Swett & Crawford’s Dennis Ransdell (right),
we've earned $160.0 million writing DIC coverages since first of-

fering this product in 1984. b

==

‘.
] oo

@ W rlicorp.com/ar2001/talent asp
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hether crafting unique insurance solutions
for our customers or creating long-term growth in
shareholder value, RLI associates do what it takes
to get the job done. Their motivation? They’re

owners, too, holding 14 percent of the company

thanks to RLI's Employee Stock Ownership Plan.
RLI associates are the best possible guardians of the company’s worth. b Internal controls to
align interests with those of outside shareholders only strengthen our associates’ resolve. Com-
pany decisions must be shown to improve shareholder value or be scrapped. Incentive plans
depend on whether or not we first meet our investors’ expectations. As a result, book value
per share has grown by 200 percent over the last decade. > If some say that RLI Transporia-
tion agent Bruce Blumberg (at left, in photo above) marches to the beat of a different drum-
mer, that’s just fine with him. When he meets with customers such as Gus Osterkamp of
Osterkamp Trucking, he has two priorities. First, he delivers the protection his customers
need. But he also upholds RLI's experience in producing profitable business. Guidelines to

reward profitability and cost consciousness align everyone’s interests with exter-

U @ @ D nal shareholders, and create long-term value. »»
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MICHAEL: The short-term effect has been minimal. We had very
little exposure to the attacks in New York and Washington, with
the obvious exception of our office in the World Trade Center.
Thankfully, all of our personnel were safe and accounted for
within hours of the first attack.

As a specialty insurance company, RLI has always perse-
vered in times of industry change. We view the current environ-
ment as an opportunity. Capacity reductions in the reinsurance
marketplace will probably force some companies to non-renew
coverages, creating new business prospects for us. Premiums
for our coverages should continue to rise in the near term. Of
course, some of these gains will be offset by increased costs for
the reinsurance we purchase. But I look for the overall trend to

favor companies like RLI. >

STONE: How could it not? Nearly every insurer is making ad-
justments. We’ve reviewed our policies for terrorism exclusions
and implemented them where appropriate. While our underwrit-
ers have, by design, avoided concentrations of risk in any one
area, our concern for this has only been heightened. In addition
to the rigorous objective analyses we employ in underwriting,
new business is also put through subjective scrutiny: is this, or

are nearby risks, potential targets?

It’s a whole new world out there, one in which the strong
will get stronger. With our underwriters’ experience — a long-
time source of RLI’s strength — we will remain nimble enough

to adapt to the changing environment.

MICHAEL: We'll be exactly the same company we are today,
but we’ll also be very different. Our corporate values will not
change; they are the essence of what RLI is as a company. But
some of the products we consider core to our success today will
probably change, either because of market conditions or prod-
uct line experience.

In five years, we'll also be closer to the $1 billion com-
pany our chairman and founder Jerry Stephens envisions for us.
To attain this in gross premiums written, we’d need to generate
a feasible growth rate of 14 percent annually; to reach a market
cap of $1 billion, we’d need to grow at a slightly higher rate of

17 percent per year. >

RLI Corp. President & CEO Jonathan E. Michael (left) and
RLI Insurance Company/Mt. Hawley Insurance Company
President & COO Michael J. Stone.




STONE: Any time you want to expand a company, you need to be
opern to opportunities that become available. Identifying and pur-
suing new ventures is an integral part of our long-term business
strategy. Acquiring companies can play a role in that growth,
but we are more interested in acquiring underwriting talent with
proven irack records and books of business. RLI has a success-
ful meode! for starting new product lines from scratchk. That way,
we don’t inherit anyone else’s issues; we can instill the RLI cul-

ture and goals in that product line from the very start. >

STONE: Yes, we feel we are. To begin with, our underwriters
understand this business, the types of risks we’re willing to ac-
cept, and how to avoid concentrations of risk. We also use ad-
vanced catastrophe simulation software to regularly monitor and
manage our aggregate risk to potential events.

‘We have also structired our reinsurance, an important piece
of our protection, t¢ minimize our exposure to catastrophes. To
put it in perspective, the Northridge earthquake of 1994 was a
$200 mitlion gross loss to RLI, resulting in a $44 million loss,
net of reinsurance and tax. In 2001, through improved reinsur-
ance coverage, we’'ve reduced the potential impact to surplus
for a $250 million direct loss to approximately $25 million.

The most recent example of cur aptitude in this area is the

Seatile earthquake in February 2001. This 6.8 magnitade event

e are jnnovative

{ » We empower people and seize opportunity.

\ > We seek product and process improvement every day.

»> We accept and encourage informed risk-taking.

caused more than $1 billion in insured damage, yet we incurred
less than $1 million in losses.

We are well protected, and we intend to remain a player in
this market. Remember that since we began offering this cover-
age in 1984, even with the Northridge loss, DIC has generated
$160 million in pretax profits and has played a key role in RLI’s

success.

RIS SO N N

MICHAEL: We weren’t satisfied with our equity portfolio resuits,
certainly. And while we regularly seek ways to improve its im-
mediate performance, we have never abandoned the long-term
focus of our overall investment philosophy.

This strategy, while perhaps unconventional for an insurer,
has proven to be a winner over the long haul. In the past 20
years, our equity portfolio has generated an average annual re-
turn of 16 percent, which we find very satisfying. We under-
stand the equity market balances its greater potential rewards
with greater potential volatility. The past year happened to have
trended toward the latter, but we feel our philosophy is sound.
We will continue it. >
RalesHmrcHiN NS CIN COBERRSRSRONN e O NG >
STONE: It’s really a matter of timing. In 2001, a few product
lines’ results put pressure on our overall profitability. We made
appropriate changes but, due to the nature of the industry, these
improvements take time to flow through to earnings. In addition,
in some newer product lines, initial losses outpaced earned
premium. As these products grow, this issue should resolve itself.

We have seen firming rates but, once again, it takes time to
experience their full benefit. By the fourth quarter, these issues
were starting to turn in our favor, and we posted our best combined

ratio of the year. We expect to see continued improvement. >>
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RLI Corp. (the Company) is a holding company that un-
derwrites selected property and casualty insurance through its
major subsidiaries collectively known as RLI Insurance Group
(the Group). The Group has accounted for approximately 88%
of consolidated revenue over the last three years by providing
property and casualty coverages primarily for commercial risks.
As a niche insurer, the Group offers products targeted to the needs
of those insureds generally overlooked by traditional insurance
markets. Company management measures the results of its in-
surance operations by monitoring certain critical measures across
three distinct business segments: property, casualty, and surety.
Growth is measured in terms of gross premiums written and prof-
itability is analyzed through GAAP (accounting principles gen-
erally accepted in the United States of America) combined ra-
tios, which are further subdivided into their respective loss and
expense components.

In the ordinary course of business, the insurance subsid-
iaries rely on other insurance companies as business partners to
share risks through reinsurance. A large portion of the reinsur-
ance is put into effect under contracts known as treaties and, in
some instances, by negotiation on each individual risk. In addi-
tion, there are excess of loss and catastrophe reinsurance con-
tracts that protect against losses over stipulated amounts arising
from any one occurrence or event. The arrangements provide
greater diversification of business and serve to limit the maxi-
mum net loss on catastrophes and large and unusually hazard-
ous risks. Reinsurance contracts are subject to certain risks, spe-
cifically market risk, which affects the cost of and the ability to
secure these contracts, and collection risk. The following table
illustrates through premium volume, the degree to which the com-

pany utilizes reinsurance. See note 5 to the financial statements
for an expanded discussion of the impact of reinsurance on the
Company’s operations.

LI U Gathowsands) T 2000 1999
Direct o $437,866  $339,575
Reinsuranceceded ~  ~ ~  ° (177,013) (111,951)
Net $260,853  $227,624

The property and casualty insurance business is cyclical
and influenced by many factors, including price competition,
economic conditions, natural or man-made disasters (i.e., ter-
rorism), interest rates, state regulations, court decisions and
changes in the law. One of the unique and challenging features
of the property and casualty insurance business is that products
must be priced before costs have fully developed, since premi-
ums are charged before claims are incurred. This requires that
liabilities be estimated and recorded in recognition of future loss
and settlement obligations. Due to the inherent uncertainty in
estimating these liabilities, there can be no assurance that the
ultimate liability will not exceed recorded amounts with a re-
sulting adverse effect on the Company. In evaluating the objec-
tive performance measures previously mentioned, it is impor-
tant to consider the following individual characteristics of each
major insurance segment.

The Company’s property segment primarily underwrites
commercial fire, difference in conditions, other inland marine
coverages and select personal lines policies in the state of Ha-
waii. Property insurance results are subject to the variability in-
troduced by perils such as earthquakes, fires and hurricanes. The
Company’s major catastrophe exposure is to losses caused by
earthquakes, as approximately 44% of the Company’s 2001 to-
tal property premiums were written in California. The Company
limits its net aggregate exposure to a catastrophic event by pur-
chasing reinsurance and through extensive use of computer-as-
sisted modeling techniques. These techniques provide estimates
of the concentration of risks exposed to catastrophic events.

The casualty portion of the Company’s business consists
largely of general liability, transportation, commercial umbrella,
personal umbrella, executive products and other specialty cov-

Gross sales have

in the last three jears.




erages. In addition, the Company provides directors & officers
liability, employers indemnity and in-home business owners cov-
erage. The casualty book of business is subject to the risk of
accurately estimating losses and related loss reserves since the
uitimate settiement of a casualty claim may take several years to
fuily develop. The casualty line may also be affected by evolv-
ing legisiation and court decisions that define the extent of cov-
erage and the amount of compensation due for injuries or losses.

The surety segment specializes in writing small- to me-
dium-sized commercial and smail contract surety products, as
well as those for the energy, petroechemical and refining indus-
tries. The commercial surety products usually involve a statu-
tory requirement for bonds. This industry has historically main-
tained a relatively low loss ratio. Losses may fluctuate, how-
ever, due to adverse economic conditions that may affect the
financial viability of an insured.

The contract surety market guarantees the construction
work of 2 commercial contractor for a specific project. As such,
this line has historically produced marginally higher loss ratios
than the miscellaneous surety line. Generally, losses occur due
to adverse economic conditions, inclement weather conditions
or the deterioration of a contractor’s financial condition.

The Company’s investment strategy is designed to
capitalize on its historic ability to generate positive underwriting
income. Preservation of capital is the first priority, with a
secondary focus on generating total return. The base, fixed-
income pertfolio is rated investment grade, to nrotect invested
assets. Regular underwriting profits allow the majority of
sharehoiders’ equity funds to be invested in a value-based, large-
cap commor stock portfolio. With the exception of a small
warrant position in a private eqguity investment, the portfolio
contains no derivatives or off-balance sheet structured
investments. In addition, the Company empioys stringent
diversification rules and balances its investment credit risk and
related underwriting risks to minimize total potential exposure
to any one security. Despite its low volatility, the overall
porifclic’s fairly conservative approach has contributed
significantly to the Company’s historic growth in book value.

The consolidated financial statements and related notes
found on pages 30-53, and the “Forward Looking Statements”
on page 29, should be read in conjunction with the following
discussion.

Gains in our year-end stock
price outperformed major
indices for the vear. Book value
grew despite unrealized losses in
our investment portfolio.

Consolidated gross sales for 2001 totaled $548.3 million,
a 16.7% increase from 2000, which followed a 26.9% gain over
1999. This trend was driven by gross premiums written growth
in 2001 of 16.9%, to a total of $512.0 million, compared to an
increase of 28.9% in 2000. This lower rate of growth reflected
the Company’s exiting several unprofitable lines of business,
particularly in the propetty segment. Robust growth in many
ongoing product lines continued in 2001, as shown below in the
segruent details. Net investment income grew 10.8%, to $32.2
million in 2001, while the 2000 increase was 11.7%. Realized
gains were also greater in 2001 by 46.4%, to $4.2 million, com-
pared to a decline of (36.3)% in 2000 from 1999.

Year Ended December 31,
"0 (in thousands) R 2000 1999
Gross premiums written Bl e $437,866 $339,575
Net investment income A 29,046 26,015
Realized investment gains S 2,847 4,467
Total gross sales S $469,759 $370,057

Consolidated revenue for 2001 was $309.4 million, com-
pared to $263.5 million in the prior year and $225.8 million in
1999. Net premiums earned, the main driver of this measure-
ment, continued a steady rate of growth of 17.9% in 2001, fol-
lowing an 18.6% increase in 2000.

Net earnings for the Company were $31.0 million ($3.10
per diluted share) in 2001, compared to $28.7 million ($2.89
per share) in 2000 and $31.5 million ($3.08 per share) in 1999.
The 2001 increase, in spite of declining underwriting profits,
came largely as a result of increased investment gains and re-
duced debt interest. The drop in 2000 profits compared to 1999
was almost entirely due to lower underwriting income, but was
offset partially by increased investment income and higher
investee earnings.

Comprehensive earnings fell sharply in 2001, to $11.4 mil-
lion from $42.0 million in 2000. Comprehensive earnings in 1999
were $20.9 million. The largest factor in these resuits is the un-
realized gain or loss on the equity portfolio, which posted a 7.2%
loss for 2001. Obviously, this result was below expectations but
significantly ahead of the broad markets, including the S&P 500,
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which was down 11.9% in 2001, The Company continues ©
emphasize a long-term focus investment strategy, which has not
changed despite the year’s total return performance. The robust
returns in 1997, 1998 and 2000 reflect the Company’s commit-
ment to its investment strategy, which management believes will
maximize value for shareholders in the future, as it has done
historically, according to the following chart:

. ~_ Net  Comprehensive
1997 $ 2.66 $ 5.76
1998 2.65 4.87
1999 3.08 2.04
2000 2.89 4.23
Total $14.38 $18.04

As this chart indicates, comprehensive earnings per share for
the last five years exceeded reported net earnings by 25%.

RLI INSURANCE GROUP

As indicated earlier, gross premiums written increased nicely
in each of the last two years, although the 2001 rate of 16.9% was
affected by a number of withdrawals from certain product lines,
mostly in the property segment; the surety and casualty segments
each increased in excess of 20%. Over the last three years, under-
writing income peaked at $17.1 million in 1999 with 2 91.2 com-
bined ratio, followed by underwriting profits of $12.1 million at a
94.8 combined ratio, then $7.7 million at a 97.2 combined ratio
for 2000 and 2001, respectively. This trend resulted from higher-
than-anticipated loss activity and, in some cases, higher reinsur-
ance costs on specific products across multiple segments. Nota-
bly, many of these problems were addressed either through in-
creased underwriting controls or elimination of some products.
The positive impact of these actions was evidenced in the fourth
quarter of 2001, as the Group posted the best underwriting quar-
ter of the year. Furthermore, these results were achieved during
an especially trying year, in which the industry suffered losses
from the Seattle earthquake, Hurricane Allison, the terrorist at-
tacks of September 11 and the Enron collapse, serving as a testa-
ment to the Group’s underwriting skill and expertise.

(IN MILLIONS)

Increased casualty writings/reserves
helped improve investment income
by 31 percent since 1997.

(in thousands) 2000 1999
Casualty Tt $233937 $183,853
Property - 160,508 124,818
Surety : 43,421 30,904
Total B $437,866  $339,575
. ' " . (in thousands) 2000 1999
Casualty $3,461 $(2,328)
Property B 4,990 17,064
Surety 3,633 2,399
Total $12,084  $17,135

Casualty gross premiums written continued to grow sub-
stantially; the $288.6 million result in 2001 was a 23.4% in-
crease over the $233.9 million posting in 2000, which com-
pared to $183.9 million in 1999, Several product lines showed
double digit growth in both years, including general liability,
personal umbrella, executive products, transportation and pro-
gram business.

The GAAP combined ratio for the casualty segment was
101.4 in 2001, compared to 97.4 in 2000 and 101.9 in 1999. The
1999 and 2001 results were closer to expectations for the casu-
alty segment; the 2000 combined ratio was the result of recog-
nizing reserve redundancies on selected lines, based on favor-
able loss experience. This action, in conjuncticn with the conser-
vative approach to a 100-plus combined ratio for this segment on
an ongoing basis, supports management’s belief that casualty loss
reserves will be adequate and investment income derived from
reserved funds will provide significant future earnings potential.

The Group’s property segment contributed gross premi-
ums written of $170.0 million in 2001, compared to $160.5 mil-
lion in 2000 and $124.8 million in 1999. The smaller increase in
2001 was the result of non-renewing, or exiting, several unprof-
itable lines of commercial fire business. This was offset as the
Group continued to increase its construction writings, which grew
nearly 100%. Difference in conditions premiums were flat in
2001 after baving increased 9.6% in 2000. This was the result of
managing aggregate exposures through the Group’s catastrophe
modeling process.

Profitability in the property segment rose to $7.5 million
in 2001 from $5.0 miilion in 2000. The segment reported profits
of $17.1 million in 1999. Combined ratios for 2001-1999, re-

1997j S
I998j~".‘ :
1999:

2000:: el

2001 (8RR




spectively, were 89.3, 91.7 and 66.8. The growth in the con-
struction line came at a considerable cost. Despite management
expectations of some loss activity ahead of premium earnings,
this product’s loss ratio of 139% in 2000 far exceeded these ex-
pectations. Several underwriting changes were pursued from late
2000 into 2001 inclading rate and deductible increases, com-
mission restrictions, reinsurance revisions and other types of
exposure control. The loss ratio improved to 83% in 2001, leav-
ing considerable opportunity for 2002. Other property lines also
experienced somewhat higher loss ratios, particularly during
2000. While the causes in any given line vary considerably, in
each case, management evaluates the activity within the context
of given time horizons, and takes appropriate underwriting ac-
tion where necessary. Such actions may inciude the discontinu-
ance of certain lines that do not give indications of long-term
profitability. The results of such actions in 2001 resulied in a
fourth quarter 2001 underwriting profit, the best posting for this
segiment in rearly two years.

Surety gross premiums written increased to $53.5 million
in 20601, up 23.1% over 2000. This compared to the 2000 in-
crease over 1999 of 40.5%. The growth in 2000 was due to the
combined impact of both contract surety and oil and gas opera-
tions, which experienced volume-related gains of 60.4% and
42.3%, respectively. The increase during 2001 was due to the
formation of a mid-market commercial surety unit late in 2000,
which contributed $9.0 million of growth.

While segmert profits peaked in 2000 at $3.6 million, com-
pared to $2.4 million in 1399, they dipped to $2.3 million in
2001 with a combined ratio of 94.9. This compared to ratios of
89.6 and 50.5 in 2000 and 1999, respectively. While the segment
has shown steady improvement on the expense side over the last
three years, loss ratios have increased from 19.5% in 1999 to
23.9% in 2000 and 31.4% in 2001. The contract bond sector of
tis business has experienced losses beyond expectations related
to the econcemic slowdown over the last several quarters.

INVESTMENT INCOME

Net investment income increased by 10.8% during 2001
due to increased cash flow allocated to fixed-income investments
and the recognition of $1.6 million of investment income (per
the application of SFAS 133, as defined on page 25) associated

/ » We anticipate customer needs; we listen and respond.

k w We always ask, “How can I better serve the customer?”

w We choose our customers carefully and exceed their
expectations.

with warrants owned in private equity investments. On an after-
tax basis, investment income increased by 9.0%. The Company
realized $4.2 million in capital gains in 2001, compared to $2.8
million in 2000 and $4.5 million in 1999. Operating cash flows
were $77.9 million in 2001, up from $53.1 million and $58.4
million in 2000 and 1999, respectively. Cash flows in excess of
current needs were used to purchase fixed-income securities,
which continue to be comprised primarily of U.S. government/
agency and high-grade tax-exempt and corporate issues.

L 2000 1999
Taxable (on book value) 6.75% 6.57%
Tax-exempt (on book value) 4.92% 4.78%
Equities (on market value) 2.30% 2.43%
Taxable (on book value) 4.39% 4.27%
Tax-exempt (on book value) 4.66% 4.53%
Equities (on market value) 1.96% 2.07%

During 2001, the average tax-equivalent yield of the port-
folic decreased five basis points (7.01% vs. 7.06%), due to de-
creases in both taxable and tax-exempt yields on new purchases.
During the year, the Company again focused on purchasing high-
quality investments, including corporate bonds, mortgage backed
securities and asset backed securities, primarily in the 0-10 year
part of the yield curve.

The fixed-income portfolio increased by $60.5 million
during the year. This portfolio had realized gains of $2.2 million
and a tax-adjusted total return on a mark-to-market basis of 8.3%.
The Company’s equity portfolio decreased by $28.6 million
during 2001, to $277.6 million. For the year, this portfolio had
pretax portfolio depreciation of $30.8 million and realized capital
gains of $1.9 million. The total return for the year on this portfolio
was —7.2%. The total return for the consolidated portfolio (fixed
income and equity) for 2001 was 2.0%.

The Company’s investment results for the last five years
are shown in the following table:
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(in thousands) Tax
Equivalent
Annualized Annualized
Changein Returnon Returnon

Average Unrealized  Average  Average
Invested Investment Realized Appreciation Invested  Invested
Year Assets®  Income®®  Gains® A Assets Assets

1997 $570,901 $24,558 $2,982 $55,760 14.6% 15.5%
1998 640,576 23,937 1,853 36,183 9.7% 10.6%
1699 684,269 26,015 4,467 (16,263) 2.1% 3.0%
2000 723,677 29,046 2,847 20,537 712% 8.1%

S-yr.avg. $678,863 27,147 3,263

13,190 64%  12%

@ Average of amounts at beginning and end of year.
@ Investment income, net of investment expenses, including non-debt interest
expense.

® Before income taxes.
@ Relates to available-for-sale fixed maturity and equity securities.

INTEREST AND GENERAL CORPORATE EXPENSE

Interest expense on debt feil to $3.2 million in 2001, down
from $5.3 million in 2000, which compared to $4.1 million in
1999. While some fluctuation in the amount of outstanding debt
at interim occurred, the final balance in each of the last three years
approximated $78.0 million, leaving the changes in interest ex-
pense almost entirely due to changes in the rate environment.
General corporate expenses generally fluctuate relative to the
Company’s executive compensation plan based on Market Value
Potential. This model basically measures comprehensive earnings
against a minimum required return on company capital. These
general corporate expenses were $2.6 million, $3.4 million and
$2.1 miltion for 2001, 2000 and 1999, respectively.

INCOME TAXES

The Company’s effective tax rates for 2001, 2000 and 1999
were 26.3%, 25.1% and 26.9%, respectively. Effective rates are
dependent upon components of pretax earnings and the related
tax effects. The Company’s pretax earnings in 2001 included
$16.3 million of investment income that is whoily or partiaily
exempt from federal income tax, compared to $16.3 million in
2000 and $15.7 million in 1999.

INVESTEE EARNINGS

The Company maintains a 44% interest in the earnings of
Maui Jim, Inc., primarily a manufacturer of high-quality polar-
ized sunglasses. In 2001, the Company recorded nearly $2.8 mil-
lion in earnings compared to $3.0 million in 2000 and $1.6 mil-
lion in 1999. Maui Jim net sales increased by 8%, despite the
significant downturn in the worldwide economy. Net sales grew
32% in 2000 and 35% in 1999. Net sales from international op-
erations grew by 42% in 2001. Gross margin continued to im-
prove, with a 12% increase in 2001 and a 37% increase in 2000.
Over the past two years, the strength of the dollar over the yen
and euro has resulted in improved margins along with improve-
ments on the mix of business. Operating expenses grew by 16%
in 2001 as aresult of opening foreign operations, developing the
worldwide sales force and opening a significant number of new
accounts. Operating expenses grew by 29% in 2000.

Market risk is a general term describing the potential eco-
nomic loss associated with adverse changes in the fair market
value of financial instruments. Management of market risk is a
critical component of the Company’s investment decisions and
objectives. The Company manages its exposure to market risk
by using the following tools:

1. Monitoring the fair market value of all financial assets

on a constant basis;

2. Changing the character of future investment purchases

as needed, and;

3. Maintaining a balance between existing asset and li-

ability portfolios.

The Company’s primary risk exposures are to changes in
interest rates and equity prices, as it had no foreign exchange risk
and only one derivative, warrants related to a private equity invest-
ment currently valued at $3.3 million, as of December 31, 2001.

INTEREST RATE RISK

The Company’s primary exposure to interest rate risk is
with its fixed-income investment portfolio and outstanding short-
term debt instruments.

Modified duration analysis is used to measure the sensi-
tivity of the fixed-income portfolio to changes in interest rates,
providing a measure of price percentage volatility. The Com-

At year end, ALI stock ($45.00 per share)
commanded the income from

©(852.04 in bonds/short-term investments

and §28.01 in equities).




pany attempts to minimize interest rate risk by matching the
duration of its assets to that of its liabilities. The Company lim-
its the financizal statement impact of changes in interest rates by
designating a portion of the fixed-income holdings as held-to-
maturity. As of December 31, 2001, the Company had classified
57% of its fixed-income securities portfolio as held-to-maturity.
The balance of the Company’s fixed-income portfolio is classi-
fied as either available-for-sale or trading (see note 2).

Interest rate risk will also affect the Company’s income
statement due to its impact on interest expense. The Company’s
debt obligations are short-term ir nature, as it has no long-term
debt outstanding as of December 31, 2001. As aresult, the Com-
pany assumes interest rate risk in its ability to refinance these
short-term debt obligations. Any rise in interest rates will cause
interest expense to increase if debt levels are maintained at cur-
rent levels, The Company will continue to monitor this outstand-
ing debt and may use operating cash flow, the available-for-sale
fixed-income portfolio or proceeds from any potential issuance
of additional capital to pay it down — all or in part — as market
conditions warrant.

EQUITY PRICE RISK
Equity price risk is the potential that the Company will
incur economic loss due to the decline of common stock prices.
Beta analysis is used to measure the sensitivity of the Company’s
equity portfolio to changes in the value of the S&P 500 index
(an index representative of the broad equity market.) As mea-
sured from December 31, 1981, to December 31, 2001, the
Company’s equity portfolio had a beta of 0.66 in comparison to
the S&P 500. This low beta statistic reflects the Company’s long-
term emphasis on maintaining a conservative, value oriented,
dividend driven investment philosophy for its equity portfolio.
Historically, dividend paying common stocks have demonstrated
superior down market performance characteristics.
Adaditional risk management techniques include:
1. Restricting individual security weightings to no more than
5% of the equity portfolio’s market value, and
2. Reducing the exposure to sector risk by limiting the
market value that can be invested in any one particular
industry sector to 25% of the equity portfolio.
Equity securities are classified as available-for-sale, with
unrealized gains and losses excluded from net earnings but re-

corded as a component of comprehensive earnings and share-
holders’ equity, net of deferred income taxes.

SENSITIVITY ANALYSIS

The tables on the following page detail information on the
market risk exposure for the Company’s financial investments
as of December 31, 2001. Listed on each table is the December
31, 2001, market value for the Company’s assets and the ex-
pected reduction in market value given the stated hypothetical
events. This sensitivity analysis assumes the composition of the
Company’s assets remains constant over the period being mea-
sured and also assumes interest rate changes are reflected uni-
formly across the yield curve. The analysis does not consider
any action the Company would undertake in response to the vari-
ous changes in market conditions. For purposes of this disclo-
sure, market-risk-sensitive instruments are divided into two cat-
egories: instruments held for trading purposes and those held
for nontrading purposes. The examples given are not predictions
of future market events, but rather illustrations of the effect such
events may have on the market value of the Company’s invest-
ment portfolio.

As of December 31, 2001, the Company’s fixed-income
portfolio had a market value of $472.4 million. The sensitivity
analysis uses scenarios of interest rates increasing 100 and 200
basis points from their December 31, 2001, levels with all other
variables held constant. Such scenarios would result in decreases
in the market value of the fixed-income portfolio of $19.1 million
and $38.0 million, respectively. Due to the Company’s use of the
held-to-maturity designation for a majority of the fixed-income
portfolio, the balance sheet impact of these scenarios would be
much lower. The income statement will be affected only by hold-
ings designated as trading. As of December 31, 2000, the
Company’s fixed-income portfolio had a market value of $409.0
million. Given the same scenarios, the corresponding decreases
in the market value of the fixed-income portfolio as of the year-
end 2000 were $15.7 million and $31.8 million, respectively. The
potential decrease for 2001 is larger than for 2000, due to con-
tinuing purchases of fixed-income investments during 2001.

As of December 31, 2001, the Company’s equity portfo-
lio had a market value of $277.6 million. The base sensitivity
analysis uses market scenarios of the S&P 500 index declining
both 10% and 20%. These scenarios would result in approxi-




mate decreases in the equity market value of $18.3 million and
$36.6 million, respectively. As the Company designates all com-
mon stocks as available-for-sale, these market value declines
would impact the Company’s balance sheet. As of December
31, 2000, the Company’s equity portfolio had a market value of
$306.2 million. Given the same scenarios, the market value de-
creases as of year-end 2000 were $20.2 million and $40.4 mil-
lion, respectively — the change attributable to a decline in the
equity portfolio during 2001.

Counter to the base scenarios shown in Tables 1 and 2,
Tables 3 and 4 quantify the opposite impact. Under the assump-
tions of falling interest rates and an increasing S&P 500 index,
the market value of the Company’s assets will increase from
their present levels by the indicated amounts.

The income statement will also be impacted by interest
expense. As of December 31, 2001, the Company had $77.2 mil-
lon in short-term debt obligations. Assuming this debt level re-
mains constant, a hypothetical 100-basis-point increase in inter-
est rates would increase the Company’s annual interest expense
by $0.8 million and a 200-basis-point increase would increase
annual interest expense by $1.5 million. Conversely, falling in-
terest rates would result in equivalent reductions in interest ex-
pense. These numbers are not included in the following tables.
As of December 31, 2000, the Company had $78.8 million of
short-term debt outstanding. Because the amount of debt out-
standing remained fairly constant through year-end 2000, there
would be a minimal change in the increases in interest expense
over last year, given the stated scenarios.

""" (in thousands)
Effect of a 100-basis-point increase in interest rates
and a 10% declire in the S&P 500:

12/31/01 Interest Equity
Market Value Rate Risk Risk

Held for trading p@oses
_ Fixed maturity securites § 7568 $ Q78  —
Total trading 7,568 (278) —
Held for nontrading purposes
Fixed maturity securities 464,870 (18,794) —_
Equity securities 277,621 — $(18,323)
Total nontrading N ] 742,491 (18,794) (18,323)
Total trading & nontrading $750,059  $(19,072) $(18,323)

Profitable underwriting affords
us the luxury of investing much
of our portfolio in the common
stock market, which historically

generates higher returns.

_ (in thousands)
Effect of a 200-basis-point increase in interest rates
and a 20% decline in the S&P 500:
12/31/01 Interest Equity
Market Value Rate Risk Risk
Held for trading purposes
Fixed maturity securiies ~ § 7,568 § (543) = —
Total trading 7,568 (543) —
Held for nontrading purposes
Fizxed maturity securities 464,870 (37,473) —
_EBaquity securiies 277821 —  $(36,646)
Total nontrading _ o 742491 (37,473)  (36,646)
Total trading & nontrading $750,059  $(38,016) $(36,646)

(in thousands)
Effect of a 100-basis-point decrease in interest rates
and a 10% increase in the S&P 500:
12/31/01 Interest Equity
Market Value Rate Risk Risk

Held for trading purposes
Fixed maturity securities $ 7,568 $ 279 —
Total trading 7,568 279 —
Held for nontrading purposes
Fixed maturity securities 464,870 18,598 —
Equity securities 277,621 — § 18,323
Totalnontrading 742491 18,598 18,323
Total trading & nontrading $750,059 $18,877 $18,323

(in thousands)
Effect of a 200-basis-point decrease in interest rates
and a 20% increase in the S&P 500:
12/31/01 Interest Equity

Held for trading purposes
__ Fixed maturity securities $ 7,568 $_ B 572 —
Total trading 7.568 572 —
Held for nontrading purposes
Fixed maturity securities 464,870 37,887 —
Equity securities o 2mst ~  $36,646
_Totalnontrading 742491 37,887 36,646
Total trading & nontrading $750,059 $38,459 $36,646
Equities - $5.0%

Govt/agency - 15.5%

Short-term - 3.5%




Historically, the primary sources of the Company’s liguid-
ity have been Tunds generated from insurance underwriting op-
erations as well as investrnent income and maturing investments.
In addition, the Company has cccasionally received funds from
financing activities, such as short-term borrowings and the issu-
ance of commen stock or convertible debentures.

The Company maintains a2 $30.0 mitlion revolving line of
credit with one financial institution. The facility has a three-year
{erm that expires on March 31, 2002. At December 31, 2001,
the Company had $30.0 million in outstanding debt from this
faciiity, which is currently in the process of being renewed. Ad-
ditfionally, the Company was party to five reverse repurchase
transactions totaling $47.2 million. Management believes that
cash geaerateC from operations, investments, and cash available
from fnancing activities will provide sufficient liquidity to meet
the Company’s anticipated needs over the next 12 to 24 months.

The Company continues an innovative catastrophe rein-
surance and loss financing program with Zurich Insurance Com-
pany (ZIC). The program, called Catastrophe Equity Puts

CatEPuis™), augments the Company’s traditional reinsurance
by integrating its loss financing needs with a prenegotiated sale
of securities linked to exchange-traded shares. For a more de-
tailed description of CatEPuts, see note 5.

During 2001, the Company generatec net operating cash
flow of $77.9 millicn, which was added to the Company’s in-
vestrent portfolic.

The Company’s fixed-income portfolio continues to be
bizsed toward U.S. government anc agency securities and highly
rated corporate and tax-exempt securities due to their high Li-
quidity. As part of its investment strategy, the Company attempts
to avoid exposure o default risk by holding, almost exclusively,
securities ranked in the top two grades of investment quality by
Standard & Poor’s and Moedy’s (i.e., AAA or AA). Virtually all
the Company’s fixed-ircome portfolio {more than 99%) con-
sists of securities rated A or better; 87% are rated AA or better. A
greater allocation (from 2% to 12%) of A-rated corporate issues
occurred during the year, consistent with the most attractive in-
vestment opportunities. The average quality of the fixed-income
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o We set and strive to exceed goals; we focus on results.

»w We do what it takes to get the job done.
w We act quickly because time is a competitive advantage.

»» We build on our achievements.

portfolio securities remains AAA-rated; most of the portfolio is
noncailable.

The Company follows a program of matching assets to
anticipated liabilities that are factored against uitimate payout
patterns and the resulting payout streams are funded with the
purchase of fixed-income securities of like maturity. Manage-
ment believes that both liquidity and interest rate risk can be
minimized by such asset/liability matching.

The Company currently classifies 57% of the securities in
its fixed-income portfolio as held-to-maturity, meaning they are
carried at amortized cost and are intended to be held until their
contractual maturity. Smaller portions of the fixed-income port-
folic are classified as available-for-sale (41%) or trading (2%)
and are carried at fair market value. As of December 31, 2001,
the Company maintained $199.2 million in fixed-income secu-
rities within the available-for-sale and trading classifications. The
available-for-sale portfolio provides an additional source of li-
quidity and can be used to address potential future changes in
the Company’s asset/liability structure.

In addition, the Company’s equity portfolio ended the year
at $277.6 million, all of which is classified as available-for-sale
and is also a source of liquidity. The securities within the equity
portfolio remain primarily invested in large-cap issues with strong
dividend performance. The strategy remains one of value in-
vesting, with security selection taking precedence over market
timing, A buy-and-hold strategy is used, minimizing both trans-
actional costs and taxes.
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In 2002, it is anticipated that some of the catastrophic
events of 2001, such as the Enron collapse and the terrorist at-
tacks of September 11, will accelerate the firming of the insur-
ance market that was already beginning to take shape across
many segments of the industry. As 2001 came to a close, the
Company was already seeing better quality risks at better rates,
virtually across the board. While the events of 2001 also served
to increase reinsurance costs on some product lines, the Com-
pany believes that increasing premium rates will serve to offset
these higher costs. As always, the Company will continue its




pursuit of growth through such avenues as the addition of un-
derwriting talent in certain product lines, strategic alliances with
producers on existing products or through acquisitions. The
materiality or viability of future ventures or products is not known
at this time. Specific details regarding events in the Company’s
various business segments follow.

CASUALTY

Continued growth is expected for this segment across vir-
tually all product lines as the rate environment continues to de-
velop very favorably. Expansion of Internet-based business con-
tributed over $30 million in premiums during 2001. The Com-
pany continues to emphasize this marketplace as the combina-
tion of firming rates and superior submissions persists. While the
combined ratio for this segment typically hovers near 100%, some
expense efficiencies are anticipated relative to the considerable
premium increases. Heightened cash flows from this segment will
contribute appreciably to the growth of investment income.

PROPERTY

A return to more substantial growth in the property seg-
ment is expected as significant rate increases were already be-
ing seen at the end of 2001. While last year was spent managing
exposures on the segment’s difference-in-conditions line, result-
ing in flat premium volume, 2002 writings should reflect the
rewards of this effort as rate increases take effect. Improved prof-
itability is also anticipated as a combined result of rate increases
on domestic fire and construction lines and aggressive under-
writing actions taken on unprofitable lines during the year.

SURETY

Modest growth is projected for surety business, particularly
in the contract bond line, pending the duration of the current eco-
nomic downturn. Underwriting profits are expected to rise in 2002
because of tighter underwriting controls and an expected improv-
ing economy. Additionally, due to new accounting guidance on
acquisitions, goodwill amortization will no longer be recognized
beginning in 2002. This will be reflected in an improved expense
ratio for the surety segment in 2002, relative to the acquisition of
Underwriters Indemnity in 1999.

CAPITAL MANAGEMENT

In July 1997, the Company implemented a 2.25 million share
common stock repurchase program. In early 2001, the Company
repurchased 2,772 shares at a total cost of $122,895. Approxi-
mately 280,000 shares remain authorized for repurchase at year-
end 2001. In December, the Company reissued 97,125 treasury
shares to fund benefit plans. It is anticipated that such funding will
continue as capital requirements and market conditions warrant.

The repurchase program has been funded by the use of the
Company’s operating cash flow, line of credit facility and re-
verse repurchase agreements. It is anticipated that any future
repurchases will be funded in a similar fashion. Depending upon
the Company’s capital needs and prevailing market conditions,
the Company may issue additional equity, a longer-term debt
instrument or use operating cash flow to repay the outstanding
short-term debt.

In the fourth quarter of 2001, RLI declared a cash divi-
dend to be paid in January 2002 of $0.16 per share, representing
the 102nd consecutive dividend payment for the Company. Since
the inception of cash dividends in 1976, the Company has in-
creased its annual dividend every year. In its annual “Handbook
of Dividend Achievers,” Mergent FIS (formerly a division of
Moody’s) ranked RI.I 176th out of more than 10,000 U.S. public
companies in dividend growth over the last decade. No changes
in the Company’s dividend policy are anticipated in 2002,

In June 1998, the Financial Accounting Standards Board
(FASB) issued Statement of Financial Accounting Standards
(SFAS) 133, “Accounting for Derivative Instruments and Hedg-
ing Activities” (SFAS 133). SFAS 133 addresses the accounting
for and disclosure of derivative instruments, including certain
derivative instruments embedded in other contracts, and hedging
activities. This Statement standardizes the accounting for deriva-
tive instruments by requiring that an entity recognize those items
as assets or liabilities in the statement of financial position and
measure them at fair value. This Statement, as amended by SFAS
137 and 138, became effective for ail fiscal quarters of fiscal
years beginning after June 15, 2000. In March 2001, the FASB
adopted the guidance set forth in Derivatives Implementation




Group Issue A17, “Contracts That Provide for Net Share Settle-
ment.” Based on this newly approved guidance, the Company
has determined that stock warrants received in conjunction with
the purchase of a note receivable qualify as derivatives under
SFAS 133. Therefore, in accordance with the transition provi-
sicns of SFAS 133, the Company accounted for these warrants as
derivatives effective April 1, 2001. As no hedging relationship
exists with respect to these instruments, they were marked to fair
value with a camulative-effect-type adjustment to net income as
of April 1, 2001. This cumulative-effect adjustment totaled
$800,415, net of tax. The change in fair value of this instrument
from April 1 to December 31 has been recorded through the state-
ment of earnings as net investment income and will be reported
as such in all periods going forward.

In July 2001, the FASB issued SFAS 141, “Business Com-
binations,” effective for all business combinations initiated after
Jure 30, 2001, and SFAS 142, “Accounting for Goodwill and
Other Intangible Assets,” effective for fiscal years beginning af-
ter December 15, 2001. SFAS 141 requires the purchase method
of accounting be used for all business combinations. Goodwill
and certain intangible assets will remain on the balance sheet and
no longer be amortized. Amortization of goodwill totaled $2.1
mitlion for 2001 and 2000 and $2.0 million for 1999. SFAS 142
establishes a new method of testing goodwill for impairment. On
an annual basis, or when there is reason to suspect that their val-
ues may have been diminished or impaired, these assets must be
tested for impairment. The amount of goodwill determined to be
impaired will be expensed to current operations.

In August 2001, the FASB issued SFAS 143, “Accounting
for Asset Retirement Obligations,” which becomes effective for
fiscal years beginning after June 15, 2002. SFAS 143 addresses
the financial accounting and reporting for obligations associated
with the retirement of tangible long-lived assets and the associ-
ated asset retirement costs. In October 2001, the FASB issued SFAS
144, “Accounting for the Impairment or Disposal of Long-Lived
Assets,” which supersedes SFAS 121, “Accounting for the Im-
pairment of Long-Lived Assets and for Long-Lived Assets to be
Disposed of,” and the accounting and reporting provisions of APB
No. 30, “Reporting the Results of Operations — Reporting the
Effects of Disposal of a Segment of a Business, and Extraordi-

nary, Unusual and Infrequently Occurring Events and Transac-
tions,” for the disposal of a segment of a business. SFAS 144
retains many of the fundamental provisions of SFAS 121, but re-
solves certain implementation issues associated with that state-
ment. SFAS 144 becomes effective for fiscal years beginning af-
ter December 15, 2001. The Company is currently evaluating these
newly issued statements.

STATE REGULATION

As an insurance holding company, RLI Corp., as well as
its insurance subsidiaries, is subject to regulation by the states in
which the insurance subsidiaries are domiciled or transact busi-
ness. Holding company registration in each insurer’s state of
domicile requires reporting to the state regulatory authority the
financial, operational and management data of the insurers within
the holding company system. All transactions within a holding
company system affecting insurers must be fair, and the insur-
ers’ policyholder surplus following any transaction must be both
reasonable in relation to its outstanding liabilities and adequate
for its needs. Notice to regulators is required prior to the con-
summation of certain transactions affecting insurance subsidiar-
ies of the holding company system.

Other regulations limit the amount of dividends and other
distributions the subsidiaries can pay without prior approval
of the insurance department in the states in which they are
physically and/or commercially domiciled, and impose restric-
tions on the amount and type of investments they may have.
Regulations designed to ensure financial solvency of insurers
and to require fair and adequate treatment and service for poli-
cyholders are enforced by filing, reporting and examination
requirements. Market oversight is conducted by monitoring
trade practices, approving policy forms, licensing of agents
and brokers, and requiring fair and equitable premiums and
cominission rates. Financial solvency is monitored by mini-
mum reserve and capital requirements, periodic reporting pro-
cedures (annually, quarterly, or more frequently if necessary)
and periodic examinations.

The quarterly and annual financial reports to the states uti-
lize accounting principles that are different from the generally

In early 2002, RLI stock
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accepted accounting principles that show the business as a go-
ing concern. The statutory accounting principles used by regu-
lators, in keeping with the intent to assure policyholder protec-
tion, are generally based on a liquidation concept. The National
Association of Insurance Commissioners (NAIC) recently de-
veloped a codified version of these statutory accounting prin-
ciples designed to foster more consistency among the states for
accounting guidelines and reporting. The industry adopted this
codified standard beginning January 1, 2001. This adoption re-
quired the Company’s insurance subsidiaries to recognize a cu-
muiative effect adjustment to statutory surplus for the differ-
ence between the amount of surplus at the beginning of the year
and the amount of surplus that would have been reported at that
date if the new codified standard had been applied retroactively
for all prior periods.

This cumulative effect adjustment decreased consolidated
statutory surplus by $23.9 million as of January 1, 2001, primarily
due to the recognition of deferred tax liabilities. This statutory
adjustment had no impact on the Company’s GAAP financial
statements as presented in this report (see note 9).

State regulatory authorities have relatively broad discretion
with respect to granting, renewing and revoking brokers’ and
agents’ licenses to transact business in the state. The manner of
operating in particular states may vary according to the licensing
requirements of the particular state, which may, among other things,
require a firm to operate in the state through a corporation. In a
few states, licenses are issued only to individual residents.

Terrorism Exclusion Regulatory Activity — Congress
adjourned at the end of 2001 without enacting federal terrorism
legislation, thus placing state regulators in the position of con-
sidering the approval of certain coverage exclusions for acts of
terrorism. The NAIC urged states to grant conditional approval
to commercial lines endorsements that exclude coverage for acts
of terrorism consistent with language developed by the Insur-
ance Services Office, Inc., (ISO), that includes certain coverage
limitations. The trend in the states is toward approval of the ex-
clusion for commercial lines. State insurance departments have
rejected such exclusions for personal lines exposures. The Com-
pany will closely monitor events as they unfold in 2002.

Mold Contamination — The property/casualty insurance
industry, in general, experienced an increase in claim activity in

2001 pertaining to mold contamination. Significant plaintiffs’
verdicts and increased media attention to the subject have caused
insurers to develop and/or refine relevant insurance policy lan-
guage that excludes mold coverage. The insurance industry fore-
sees increased state legislative activity pertaining to the mold
contamination in 2002. The Company will closely monitor liti-
gation trends in 2002, and continue to review relevant insurance
policy exclusion language.

Privacy —As mandated by the federal Gramm-Leach-Biiley
Act, which was enacted in 1999, states in 2001 continued to pro-
mulgate and refine regulations that require financial institutions,
including insurance licensees, to take certain steps to protect cer-
tain consumer and customer information relating to products or
services primarily for personal, family or household purposes. A
recent NAIC injtiative that impacted the insurance industry in
2001 was the adoption in 2000 of the Privacy of Consumer Fi-
nancial and Health Information Model Regulation, which assisted
states in promulgating regulations to comply with the 1999 fed-
eral Gramm-Leach-Bliley Act. The Company has established a
privacy policy, and will continue to review and respond to new
state legislative initiatives relating to privacy in 2002.

FEDERAL REGULATION

Although the federal government generally does not di-
rectly regulate the insurance business, federal initiatives often
have an impact on the business in a variety of ways. The Com-
pany is monitoring the following federal proposals:

Terrorism Reinsurance Program Proposal — As aresult
of the September 11, 2001, terrorism attacks, many reinsurers
announced that they would not cover acts of terrorism in future
contracts with primary insurers. This situation led the insurance
industry to actively lobby Congress and the White House for an
immediate short-term governmental reinsurance role for acts of
terrorism. In 2001, the U.S. House of Representatives and Sen-
ate considered divergent terrorism insurance bills, and ultimately
failed to reach agreement as to the type of federal backstop nec-
essary for the matter. It is anticipated that the NAIC and mem-
bers of the insurance industry will continue to seek Congres-
sional action on this issue in 2002.

Financial Services Modernization — The Gramm-Leach-
Bliley Act was signed into law by President Clinton on Novem-
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ber 12, 1999. The principal focus of the Act is to facilitate affilia-
tions among banks, securities firms and insurance companies. As
noted above, the Gramm-Leach-Bliley Act also includes require-
ments for the privacy of certain consumer and custormer informa-
tion by financial institutions, including insurance licensees.

Forward looking statements within the meaning of Sec-
tion 274 of the Securities Act of 1933 and Section 21E of the
Securities Exchange Act of 1934 appear throughout this report.
These statements relate to the Company’s expectations, hopes,
beliefs, intentions, goals or strategies regarding the future and
are based on certain underlying assumptions by the Company.
Such assumptions are, in turn, based on information available
and internal estimates and analyses of general economic condi-
tions, competitive factors, conditions specific to the property and
casualty insurance industry, claims development and the impact
thereof on the Company’s loss reserves, the adequacy of the
Company’s reinsurance progrars, developments in the securi-
ties market and the impact on the Company’s investment portfo-
lio, regulatory changes and conditions, and other factors. Actual
results could differ materially from those in forward looking state-
ments. The Company assumes no obligation to update any such
statements. You should review the various risks, uncertainties
and other factors listed from time to time in the Company’s Se-
curities and Exchange Commission filings.
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Lonsoligaten

Jalance Sneels

The accompanying notes are an integral part of the consolidated financial statements.

December 31,
(in thousands, except share data) 2001 2000
Assets
Investments:
Fixed maturities:
Held-to-maturity, at amortized cost
(fair value — $273,194 in 2001 and $303,684 in 2000) $ 263,029 $ 296,467
Trading, at fair value
(amortized cost — $7,317 in 2001 and $8,076 in 2000) 7,968 8,208
Available-for-sale, at fair value
(amortized cost — $188,269 in 2001 and $94,335 in 2000) 191,676 97,147
Equity securities available-for-sale, at fair value
(cost — $137,538 in 2001 and $135,248 in 2000) 277,621 306,194
Short-term investments, at cost which approximates fair value 53,648 48,095
Total investments 793,542 756,111
Cash — —
Accrued investment income 7,870 7,767
Premiums and reinsurance balances receivable, net of allowances for
uncollectible amounts of $9,891 in 2001 and $9,748 in 2000 109,168 94,761
Ceded unearned premiums 66,626 64,184
Reinsurance balances recoverable on unpaid losses and settlement expenses, net
of allowances for uncollectible amounts of $4,173 in 2001 and $2,161 in 2000 277,255 239,696
Federal income tax receivable — 353
Deferred policy acquisition costs, net 52,872 43,287
Property and equipment, at cost, net of accumulated depreciation
of $29,098 in 2001 and $26,582 in 2000 18,438 13,808
Investment in unconsolidated investee 20,893 18,048
Goodwill, net of accumulated amortization of $6,971 in 2001 and $4,822 in 2000 30,823 32716
Other assets 17,483 10,592

Total assets

$ 1,380,970 $ 1,281,323




December 31,
{(continued) 2001 2000

Liabilities and shareholders’ equity

Liabilities:
Unpaid losses and settlement expenses S 604308 $ 539,750
Unearned premiums 256,430 211,802
Reinsurance balances payable 58,438 51,167
Income taxes — current 1,116 —
Income taxes — deferred 43,151 50,702
Notes payable, short-term 77,239 78,763
Other liabilities 14,639 22,485
Total liabilities 1,055,538 954,669

Shareholders’ equity: '
Common stock ($1 par value, authorized 50,000,000 shares,

issued 12,820,727 shares in 2001 and 12,806,446 shares in 2000) 12,821 12,806
Paid-in capital 73,181 69,942
Accumulated other comprehensive earnings net of tax 83,476 113,150
Retained earnings 237,006 212,159
Deferred compensation 6,040 5,389
Treasury stock, at cost (2,908,131 shares in 2001 and 3,002,484 shares in 2000) (87,092) (86,792)

Total shareholders’ equity 338,432 326,654
Total liabilities and shareholders’ equity $ 1,390,370 $1,281,323
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Lonsolidated Slatemenfs of
carnings and Gomprehensive tarnings

The accompanying notes are an integral part of the consolidated financial statements.

Years ended December 31,

(in thousands, except per share data) 2007 2000 1999
Net premiums earned $ 273,008 $ 231,603 $195,274
Net investment income 32,178 29,046 26,015
Net realized investment gains 4,168 2,847 4,467
Consolidated revenue 309,384 263,496 225,756
Losses and settlement expenses 185,876 124,586 96,457
Policy acquisition costs 90,804 76,454 66,552
Insurance operating expenses 18,984 18,479 15,130
Interest expense on debt 3,211 5,275 4,104
General corporate expenses 2,636 3,388 2,091
Total expenses 271,181 228,182 184,334
Equity in earnings of unconsolidated investee 2,845 2,979 1,613
Earnings before income taxes and cumulative effect 41,018 38,293 43,035
Income tax expense (benefit):
Current 1,128 7,748 13,659
Deferred 3,043 1,852 (2,075)
Income tax expense 10,771 9,600 11,584
Earnings before cumulative effect 30,247 28,693 31,451
Cumulative effect of initial application of SFAS 133 — —
Net earnings $ 31,047 $ 28,693 $ 31,451

Other comprehensive earnings (loss), net of tax
Unrealized gains (losses) on securities:
Unrealized holding gains (losses)

arising during the period $ (17,20 $ 15,283 $ (7.689)
Less: Reclassification adjustment for gains
included in net earnings (2,467) (1,934) (2,882)
Other comprehensive earnings (loss) (13,674) 13,349 (10,571)
Comprehensive earnings $ 11,378 $ 42,042 $ 20,880
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Years ended December 31,
(continued) 2001 2000 1999

Earnings per share:

Basic
Net earnings per share from operations $ 2.80 $273 $ 2.82
Realized gains, net of tax 0.28 0.19 0.29
Earnings per share before cumulative effect $ 3.08 $ 292 $ 3.11
Cumulative effect of SFAS 133 adoption 0.08 — —
Net earnings per share $ 315 $ 292 $ 3.11
Comprehensive earnings per share $ 1.16 $ 4.28 $ 2.06

Diluted
Net earnings per share from operations $ 2.73 $ 2.70 $ 279
Realized gains, net of tax 0.27 0.19 0.29
Earnings per share before cumulative effect $ 3.02 $ 2.89 $ 3.08
Cumulative effect of SFAS 133 adoption 0.08 — —
Net earnings per share ' $ 310 $ 2.89 $ 3.08
Comprehensive earnings per share $ 1.14 $ 4.23 $ 2.04

Weighted average number of common shares outstanding:
Basic 8,818 9.817 10,124
Diluted 10,002 9,945 10,222

et earnings per share
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honsplidated Statements ol
shareholters’ quily

The accompanying notes are an integral part of the consolidated financial statemenzs.

Accumulated
Other
Total Compre-
Share- hensive Deferred Unearned Treasury
(in thousands, holders’ Common Paid-in  Earnings Retained Compen- ESOP Stock
except per share data) Equity Stock Capital (Loss) Earnings sation shares at Cost
Balance, January 1, 1999 $293,959  $12,790 $71,093 $110,372 $163,324  $3.461  $(2,501) $(64,580)
Net earnings 31,451 31,451
Other comprehensive loss, net of tax (10,571 (10,571)
Treasury shares purchased
(546,476 shares) (18,198) (18,198)
Adjustment to accounting for
deferred compensation plans — 1,244 (1,244)
Shares issued from exercise
of stock options 302 14 288
Other capital items, including
CatEPuts amortization (850) (850)
Unearned ESOP shares purchased 2,501 2,501
Dividends declared ($.55 per share) (5,525) (5,525)
Balance, December 31, 1999 $293,069 $12,804 $70,531  $99.801 $189,250 $4,705 § — $(84,022)
Net earnings 28,693 28,693
Other comprehensive earnings, net of tax 13,349 13,349
Treasury shares purchased
(71,272 shares) (2,086) (2,086)
Adjustment to accounting for
deferred compensation plans — 684 (684)
Shares issued from exercise
of stock options - 37 2 35
Other capital items, including
CatEPuts amortization (624) (624)
Dividends declared ($.59 per share) (5,784) (5,784)
Balance, December 31, 2000 $326,654 $12,806 $69,942 $113,150 $212,159 $5.389 $§ — $(86,792)
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(continued) Accumulated

Other
Total Compre-
Share- hensive Deferred Unearned Treasury
(in thousands, holders’ Common Paid-in Earnings Retained Compen- ESOP Stock
except per share data) Equity Stock Capital (Loss) Earnings sation shares  at Cost
Balance, December 31, 2000 $326,654 $12,606 $69,942 $113,150 $212,189  $5,389 $ — $(85,792)
Net earnings 31,047 31,087
Other comprehensive loss, net of tax (19,674) (13,674)
Treasury shares reissued
(97,125 shares) 4,343 3,869 414
Treasury shares purchased
(2,772 shares) (123) {123)
Adjustment to accounting for
deferred compensation plans — 631 (651)
Shares issued from exercise
of stock options 335 18 320
Other capital items, including
CatEPuts amortization (350) (350)
‘ Dividends declared ($.63 per share) (6,200) (6,200)
— Balance, December 31, 2001 $335,432 312,821 $73,181 $93,476 $237,006  $6,040 $ —  $(81,092)
$1e0 $200 $300
1997 | W >
Browth n | I
sharaheldsrs’ equity 1998 | S | | >
{IN MILLIONS) 1999 [ Wi, >
Shareholders’ equity has risen s000 [T I ] >
by 14 percent in the last three | | |
vears, 68 percent in the last five. 2001 | BB , : i)
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Lonsolliated Stalements
ot Gash Flows

The accompanying notes are an integral part of the consolidated financial statements.

Years ended December 31,
(in thousands) 2001 2000 1999

Cash flows from operating activities
Net earnings $ 31,047 $ 28,693 $ 31,451
Adjustments to reconcile net earnings to
net cash provided by operating activities:

Net realized investment gains (8,168) (2,847) (4,467)
Depreciation 3,277 3,092 2,663
Other items, net (8,639) 1,530 (4,643)
Change in:
Accrued investment income (2,894) (768) (340)
Premiums and reinsurance balances receivable
(net of direct write-offs and commutations) (10,407) (29,284) (5,789)
Reinsurance balances payable 7,271 6,888 5,678
Ceded unearned premium (2,442) (15,507) 17,935
Reinsurance balances recoverable on unpaid losses (37,859) 5,884 8,704
Deferred policy acquisition costs {9,588) (8,929) (10,243)
Unpaid losses and settlement expenses 64,788 19,255 6,134
Unearned premiums 44,643 44,758 14,414
Income taxes: ’
Current 1,469 1,708 313
Deferred 3,083 1,852 (2,075)
Changes in investment in unconsolidated investee:
Undistributed earnings (2,845) (2,979 (1,613)
Net proceeds from trading portfolio activity 903 (228) 239
Net cash provided by operating activities $ 77,874 $ 53,118 $ 58,361
$'i.ll23 SZECB $.L2
1997 . 53
Earmings Nistoy o : N
Each share of RLI stock has 1999 | : \
returned $14.38 of reported [ |
earnings over the last five years. 00044 ! P >
2001 | B0 z E {
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Years ended December 31,
(continued) 2001 2000 1999

Cash flows from investing activities
Purchase of:

Fixed maturities, held-to-maturity $  (9,288) $ (41,173) $ (49,750)
Fixed maturities, available-for-sale (147,868) (61,642) (15,651)
Equity securities, available-for-sale (30,838) (36,797) (15,873)
Short-term investments, net (10,364) — (13,359)
Property and equipment (8,403) (2,642) (5,710)
Interest in Underwriters Indemnity Holdings — — (40,700)
Note receivable {6,000) — (10,000)
Proceeds from sale of;
Fixed maturities, available-for-sale 31,577 — 11,111
Equity securities, available-for-sale 32,895 35,145 18,671
Short-term investments, net — 13,315 —
Property and equipment 499 1,183 276
Proceeds from call or maturity of:
Fixed maturities, held-to-maturity 42,506 38,250 38,560
Fixed maturities, available-for-sale 18,168 8,622 9,836
Note receivable 6,500 — —
Net cash used in investing activities (74,821) (45,739) (72,589)
‘ Cash flows from financing activities
‘ Proceeds from issuance of debt 10,855 366 35,189
Payment on debt (12,379) — —
Shares issued under stock option plan 335 37 302
Unearned ESOP shares — —_ 2,501
Treasury shares purchased (123) (2,086) (18,198)
Treasury shares reissued 4,343 — —
Cash dividends paid (5,084) (5,696) (5,566)
Net cash provided by (used in) financing activities (3,053) (7,379) 14,228

Net decrease in cash — — _
Cash at beginning of year — — —

Cash at end of year ‘ $ — $ — s —
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A.DESCRIPTION OF BUSINESS: RLI Corp. (the Company)
is a holding company that, through its subsidiaries, underwrites
selected property and casualty insurance products.

The four insurance subsidiaries are collectively known as
RLI Insurance Group (the Group). RLI Insurance Company
(RLI), the principal subsidiary, writes multiple lines of insur-
ance on an admitted basis in all 50 states, the District of Colum-
bia and Puerto Rico. Mt. Hawley Insurance Company, a subsid-
iary of RLI Insurance Company, writes surplus lines insurance
in all 50 states, the District of Columbia, Puerto Rico, the Virgin
Islands and Guam. Underwriters Indemnity Company (UIC), a
subsidiary of RLI Insurance Company, has authority to write
multiple lines of insurance on an admitted basis in 33 states and
the District of Columbia and surplus lines insurance in Ohio.
Planet Indemnity Company (PIC), a subsidiary of Mt. Hawley
Insurance Company, has authority to write multiple lines of in-
surance on an admitted basis in 40 states and the District of Co-
lumbia. PIC has authority to write surplus lines insurance in an
additional three states.

B. PRINCIPLES OF CONSOLIDATION AND BASIS OF PRE-
SENTATION: The accompanying consolidated financial statements
were prepared in conformity with GAAP (accounting principles
generally accepted in the United States of America), which differ
in some respects from those followed in reports to insurance regu-
latory authorities. The consolidated financial statements include
the accounts of RLI Corp. and its subsidiaries. All significant
intercompany balances and transactions have been eliminated.
Certain reclassifications were made to the prior years’ financial
statements to conform with the classifications used in 2001.

In January 1999, RLI Insurance Company acquired Under-
writers Indemnity Holdings, Inc. (UIH), located in Houston, Texas.
UIH specializes in the marketing and underwriting of surety prod-
ucts for oil, gas, mining and other energy-related exposures.

RLI paid $40.7 million in exchange for all outstanding
shares of UIH. Included in the transaction were both of UIH’s
insurance operating subsidiaries, UIC and PIC. The transaction
was accounted for under the purchase method of accounting.
See note 11 for further discussion and related disclosures.

C. INVESTMENTS: In compliance with Statement of Fi-
nancial Accounting Standards (SFAS) 115, “Accounting for Cer-
tain Investments in Debt and Equity Securities,” the Company
classifies its investments in all debt securities and those equity
securities with readily determinable fair values into one of three
categories: held-to-maturity, available-for-sale or trading.

Held-to-Maturity Securities

Debt securities that the Company has the positive intent
and ability to hold to maturity are classified as held-to-matu-
rity and carried at amortized cost. Except for declines that are
other than temporary, changes in the fair value of these securi-
ties are not reflected in the financial statements. The Company
has classified approximately 57% of its portfolio of debt secu-
rities as held-to-maturity.

Trading Securities

Debt and equity securities purchased for short-term resale
are classified as trading securities. These securities are reported
at fair value with unrealized gains and losses included in earn-
ings. The Company has classified approximately 2% of its port-
folio of debt securities as trading.

Available-For-Sale Securities

All other debt and equity securities not included in the
above categories are classified as available-for-sale and reported
at fair value. Unrealized gains and losses on these securities are
excluded from net earnings but are recorded as a separate com-
ponent of comprehensive earnings and shareholders’ equity, net
of deferred income taxes. All of the Company’s equity securi-
ties and approximately 41% of debt securities are classified as
available-for-sale.

Short-term investments are carried at cost, which approxi-
mates fair value.

The Company continuously monitors the values of its in-
vestments in fixed maturities and equity securities. If this re-
view suggests that a decline in fair value is other than tempo-




rary, the Company’s cartying value in the investment is reduced
to its fair market value through an adjustment to earnings. Real-
ized gains and losses on disposition of investments are based on
specific identification of the investments sold.

Interest on fixed maturities and short-term investments is
credited to earnings as it accrues. Dividends on equity securities
are credited o earnings on the ex-dividend date.

In June 1998, the Financial Accounting Standards Board
(FASB) issued SFAS 133, “Accounting for Derivative Instru-
ments and Hedging Activities.” SFAS 133 addresses the
accounting for and disclosure of derivative instruments, including
certain derivative instruments embedded in other contracts, and
hedging activities. SFAS 133 standardizes the accounting for
derivative instruments by requiring that an entity recognize those
and measure them at fair value. SFAS 133, as amended by SFAS
137 and 138, was effective for ail fiscal quarters of fiscal years
beginning after June 15, 2000.

In March 2001, the FASB adopted the guidance set forth
in Derivatives Implementation Group (DIG) Issue Al7,
“Contracts That Provide for Net Share Settlement.” Based on
this newly approved guidance, the Company determined that
stock warrants received in conjunction with the purchase of a
note receivable gualify as derivatives under SFAS 133.
Therefore, in accordance with the transition provisions of SFAS
133, the Company accounied for these warrants as derivatives
effective April 1, 2001.

As no hedging relationship exists with respect to these
instruments, they were marked to fair value with a cumulative-
effect adjustment to net income as of April 1, 2001. This adjust-
ment totaled $800,415, net of tax. The change in fair value of
this instrument from April I to December 31, $1.6 million, has
been recorded as net investment income, as detailed in note 2.

D. REINSURANCE: Ceded unearned premiums and rein-
surance balances recoverable on unpaid losses and settlement
expenses are reported separately as assets, instead of being net-
ted with the appropriate liabilities, since reinsurance does not
relieve the Company of its legal liability to its policyholders.

The Company continuously monitors the financial condi-
tion of its reinsurers. The Company’s policy is to pericdically
charge ‘0 earnings an estimate of unrecoverable amounts from
troubled or insolvent reinsurers. No charges occurred in 2000 or
1999. In 2001, reinsurance recoverables from one of the

/ » We are true ro our word — we do what we say we will do.
»» We respect and honor matters of confidentiality.

» We negotiate and deal firmly but fairly.

o> We employ our code of conduct on a daily basis.

Company’s reinsurers, Reliance Insurance Company (Reliance),
were determined to be impaired. As a result, the Company made
a pretax charge to earnings of just over $2.0 million to write off
the reinsurance balances recoverable from Reliance. The Com-
pany believes that current reserve levels for uncollectible rein-
surance are sufficient to cover other unrelated exposures.

E. UNPAID LOSSES AND SETTLEMENT EXPENSES: The
liability for unpaid losses and settlement expenses represents
estimates of amounts needed to pay reported and unreported
claims and related expenses. The estimates are based on certain
actuarial and other assumptions related to the ultimate cost to
settle such claims. Such assumptions are subject to occasional
changes due to evolving economic, social and political condi-
tions. All estimates are periodically reviewed and, as experience
develops and new information becomes known, the reserves are
adjusted as necessary. Such adjustments are reflected in the re-
sults of operations in the period in which they are determined.
Due to the inherent uncertainty in estimating reserves for losses
and settlement expenses, there can be no assurance that the ulti-
mate liability will not exceed recorded amounts, with a result-
ing adverse effect on the Company. Based on the current as-
sumptions used in calculating reserves, management believes
that the Company’s overall reserve levels at December 31, 2001,
are adequate to meet its future obligations.

F. INSURANCE REVENUE RECOGNITION: Insurance pre-
miums are recognized ratably over the term of the contracts, net
of ceded reinsurance. Unearned premiums are calculated on a
monthly pro rata basis.

G. POLICY ACQUISITION COSTS: The costs of acquiring
insurance premiums — principally commissions and brokerage,
sales compensation, premium taxes and other direct underwrit-
ing expenses — net of reinsurance commissions received, are
amortized over the life of the policies in order to properly match
policy acquisition costs to the related premium revenue. The
method followed in computing deferred policy acquisition costs
limits the amount of such deferred costs to their estimated realiz-
able value, which gives effect to the premium to be earned, re-
lated investment income, losses and settlement expenses and cer-
tain other costs expected to be incurred as the premium is earned.

H.PROPERTY AND EQUIPMENT: Property and equipment
are depreciated on a straight-line basis for financial statement
purposes over periods ranging from three to 10 years for equip-
ment and up to 40 years for buildings and improvements.




I. INTANGIBLE ASSETS: Goodwill represents the excess
of purchase price over fair value of assets acquired. Goodwill
has been amortized on a straight-line basis for financial state-
ment purposes over periods ranging from 10 to 20 years. The
Company periodically reviews the recoverability of goodwill
based on an assessment of undiscounted cash flows of future
operations to ensure it is appropriately valued. In July 2001, the
FASB issued SFAS 141, “Business Combinations,” effective for
all business combinations initiated after June 30, 2001, and SFAS
142, “Accounting for Goodwill and Other Intangible Assets,”
effective for fiscal years beginning after December 15, 2001.
SFAS 141 requires the purchase method of accounting be used
for all business combinations. Goodwill and certain intangible
assets will remain on the balance sheet and no longer be amor-
tized. Amortization of goodwill totaled $2.1 million for 2001
and 2000 and $2.0 million for 1999. SFAS 142 establishes a
new method of testing goodwill for impairment. On an annual
basis, and when there is reason to suspect that their values may
have been diminished or impaired, these assets must be tested
for impairment. The amount of goodwill determined to be im-
paired will be expensed to current operations.

J. INVESTMENT IN UNCONSOLIDATED INVESTEE: The
Company maintains a 44% interest in the earnings of Maui Jim,
Inc., primarily a manufacturer of high-quality polarized sun-
glasses, which is accounted for by the equity method. The
Company’s investment in Maui Jim, Inc. was $20.9 million in
2001 and $18.0 million in 2000. In 2001, the Company recorded
$2.8 million in investee earnings compared to $3.0 million in
2000 and $1.6 million in 1999. Summarized financial informa-
tion for Maui Jim, Inc. for 2001 is as follows: current assets
$30.6 million, total assets $46.2 million, current liabilities $13.0
million, total Habilities $16.9 million, and total equity of $29.3
million. For 2000, these same captions were as follows: current
assets $25.9 million, total assets $38.0 million, current liabili-
ties $11.5 million, total liabilities $15.7 million, and total equity
of $22.4 million. From an earnings standpoint, Maui Jim, Inc.
recorded net income from operations of $6.8 million for 2001
and 2000 and $3.7 million for 1999.

K. INCOME TAXES: The Company files a consolidated in-
come tax return. Tax provisions are computed and apportioned
to the subsidiaries on the basis of their taxable income.

L.EARNINGS PER SHARE: Pursuant to disclosure require-
ments contained in SFAS 128, “Earnings per Share,” the fol-
lowing represents a reconciliation of the numerator and denomi-

nator of the basic and diluted EPS computations contained in
the financial statements.

Income Shares Per Share
(in thousands, except per share data) (Numerator) (Denominator) Amount
For the year ended December 31, 2001
BASICEPS
Income available to
commeon shareholders

Incentive stock options

DILUTED EPS
Income available to common share-
holders and assumed conversions

For the year ended December 31, 2000
BASIC EPS
Income available to
common shareholders $28,693 9,817 $2.92
Incentive stock options — 128

DILUTED EPS
Income available to common share-
holders and assumed conversions 28,693 9,945 2.89

For the year ended December 31, 1999
BASIC EPS
Income available to
common shareholders $31,451 10,124 $3.11
Incentive stock options —_ ...

DILUTED EPS
Income available to common share-
holders and assumed conversions 31,451 10,222 3.08

M. COMPREHENSIVE EARNINGS: The primary difference
between reporting the Company’s net and comprehensive earn-
ings is that comprehensive earnings include unrealized gains/
iosses net of tax. Traditional reporting of net earnings directly
credits or charges shareholders’ equity with unrealized gains/
losses, rather than including them in earnings. In reporting the
components of comprehensive earnings on a net basis in the in-
come statement, the Company has used a 35% tax rate. Other
comprehensive income (loss), as shown, is net of tax expense
(benefit) of ($10.6 million), $7.2 million and ($5.7 million), re-
spectively, for 2001, 2000 and 1999.

N. FAIR VALUE DISCLOSURES: The following methods
were used to estimate the fair value of each class of financial
instruments for which it was practicable to estimate that value.
Fixed maturities and equity securities are valued using quoted
market prices, if available. If a quoted market price is not avail-




able, fair value is estimated using independent pricing services
or quoted market prices of similar securities. Fair value disclo-
sures for investments are included in note 2. Due to the rela-
tively short-term nature of cash, shori-term investments, accounts
receivabie, accounts payable and short-term debt, their carrying
amounts are reasonable estimates of fair value.

O.STOCK BASED COMPENSATION: The Company grants
to officers and directors stock options for shares with an exer-
cise price equal to the fair market value of the shares at the
date of grant. The Company accounts for stock option grants
in accordance with APB Opinion No. 25, “Accounting for Stock
Issued to Employees,” and accordingly recogrizes no compen-
sation expense for the stock option grants. See note 8 for fur-
ther discussion and related disclosures.

P. RISKS AND UNCERTAINTIES: Certain risks and uncer-
tainties are inherent to the Company’s day-to-day operations and
to the process of prepering its financial statements. The more
significant risks and uncertainties, as well as the Company’s
methods for mitigating, quantifying and minimizing such, are
presented below and throughout the notes to the consolidated
financial statements.

Catastrophe Exposures

The Company’s past and present insurance coverages in-
clucde exposure to catastrophic events. Catastrophic events such
as earthquakes, floods and windstorms are covered by certain of
the Company’s property policies. The Company has a concentra-
tion of such coverages in California (44% of gross property pre-
minms written during 2001). Using computer-assisted modeling
technigues, the Company monitors and manages its exposure to
catastrophic events. Additionalily, the Company further limits its
rislk to such catastrophes through the purchase of reinsurance.

Environmental Exposures

The Company is subject to environmental claims and ex-
posures through its commercial umbrella, general liability and
discontinued assumed reinsurance lines of business. Although
exposure o environmental claims exists in these lines of busi-
ness, management has sought to mitigate or control the extent of
this exposure through the following methods: 1) the Company’s
policies include pollution exclusions that have been continually
updated to further strengthen the exclusions; 2) the Company’s
policies primarily cover mederate hazard risks; and 3) the Com-

fo RLI shareho
in the form of dividends paid and stock repurchases.

Iﬂa?s _si_nvcia”l‘H'ElB,

pany began writing this business after the industry became aware
of the potential pollution liability exposure.

The Company has made loss and settlement expense pay-
ments on environmental liability claims and has loss and settle-
ment expense reserves for others. The Company includes this
historical environmental loss experience with the remaining loss
experience in the applicable line of business to project uitimate
incurred losses and settlement expenses and related “incurred
but not reported” loss and settlement expense reserves.

Although historical experience on environmental claims
may not accurately reflect future environmental exposures, the
Company has used this experience to record loss and settlement
expense reserves in the exposed lines of business. See further
discussion of environmental exposures in note 6.

Reinsurance

Reinsurance does not discharge the Company from its pri-
mary liability to policyholders, and to the extent that a reinsurer
is unable to meet its obligations, the Company would be liable.
The Company continuously monitors the financial condition of
prospective and existing reinsurers. As a result, the Company
currently purchases reinsurance from a limited number of finan-
cially strong reinsurers. The Company provides a reserve for
reinsurance balances deemed uncollectible. See further discus-
sion of reinsurance exposures in note 5.

Financial Statements

The preparation of the consolidated financial statements
in conformity with GAAP requires management to make esti-
mates and assumptions that affect the reported financial state-
ment balances as well as the disclosure of contingent assets and
liabilities. Actual results could differ from those estimates. The
most significant of these amounts is the liability for unpaid losses
and settlement expenses. Management continually updates its
estimates as additional data becomes available and adjusts the
financial statements as deemed necessary. Other estimates such
as the collectibility of reinsurance balances, recoverability of
deferred tax assets and deferred policy acquisition costs are regu-
larly monitored, evaluated and adjusted. Although recorded es-
timates are supported by actuarial computations and other sup-
portive data, the estimates are ultimately based on management’s
expectations of future events.
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External Factors

The Company’s insurance subsidiaries are highly regu-
lated by the states in which they are incorporated and by the
states in which they do business. Such regulations, among other
things, limit the amount of dividends, impose restrictions on the
amount and types of investments and regulate rates insurers may
charge for various products. The Company is also subject to in-
solvency and guarantee fund assessments for various programs
designed to ensure policyholder indemnification. The Company
generally accrues an assessment in the period when it becomes
probable that a liability has been incurred from an insolvency
and the amount of the related assessment can be reasonably es-
timated. In 2001, the Company received notification of the in-
solvency of Reliance Insurance Company. As a result, the Com-
pany recorded a charge to earnings of $1.7 million for antici-
pated guarantee fund assessments.

The National Association of Insurance Commissioners
(NAIC) has developed Property-Casualty Risk-Based Capital
(RBC) standards that relate an insurer’s reported statutory sur-
plus to the risks inherent in its overall operations. The RBC for-
mula uses the statutory annual statement to calculate the mini-
mum indicated capital level to support asset (investment and credit)
risk and underwriting (loss reserves, premiums written, and un-
earned premium) risk. The NAIC model law calls for various
levels of regulatory action based on the magnitude of an indi-
cated RBC capital deficiency, if any. The Company regularly
monitors its subsidiaries’ internal capital requirements and the
NAIC’s RBC developments. The Company has determined that
its capital levels are well in excess of the minimum capital re-
quirements for all RBC action levels and that its capital levels are
sufficient to support the level of risk inherent in its operations.

A summary of net investment income is as follows:

) (in thousands) ] 2000 1999
Interest on fixed maturities $22,992 $19,837
Dividends on equity securities 7,241 7,120
Appreciation in private equity

warrants (SFAS 133) — —

Interest on short-term investments 2,488 2,318
Gross investment income 32,721 29,275
Less inyes@euf expenses 3,675 3,260

Net investment income

$20,046  $26,015

Pretax net realized investment gains (losses) and net
changes in unrealized gains (losses) on investments for the years
ended December 31 are summarized as follows:

(in thousands) ’ 2000 1999
Net realized investment gains (losses)
Fixed maturities
Held-to-maturity $ an s 7
Trading 331 (446)
Available-for-sale 2) (494)
Equity securities 2,978 4,928
Other (443) 472
2,847 4,467
Net changes in unrealized gains
(losses) on investments
Fixed maturities
Held-to-maturity 11,197 (14,533)
Available-for-sale 3,425 (945)

Equity securities 17,112 (15,318)
31,734 (30,796)
Net realized investment gains and
changes in unrealized gains

(losses) on investments $34,581 $(26,329)

Following is a summary of the disposition of fixed matu-
rities for the years ended December 31, with separate presenta-
tions for sales and calls/maturities.

Proceeds Gross Realized Net Realized
(in thousands) From Sales Gains  Losses Gain (Loss)
— Available-for-sale
Trading )
2000 — Trading 2,771 8 (45) 37
1999 — Available-for-sale 10,210 188 (829) (641)
Trading 4,222 15 (34) a9
— Held-to-maturity
Available-for-sale
Trading
2000 — Held-to-maturity 38,250 - an an
Available-for-sale 8,622 — ) 2)

Trading 668 — — —

1999 — Held-to-maturity 38,560 7 o 7
Available-for-sale 12,537 151 [C3) 147
Trading 257 — — _




The following is a schedule of amortized costs and esti-
mated fair values of investments in fixed maturities and equity

securities as of December 31, 2001 and 2000.

(in thousands)

Amortized Estimated
Fair Value

Cost

Gross Unrealized

Gains

Losses

Held-to-maturity
U.S. government
States, political subdi-

visions & revenues

Total held-to-maturity

Available-for-sale
U.S. government
Corporate
States, political subdi-
visions & revenues

Fixed maturities
Equity securities

Total available-for-sale

The amortized cost and estimated fair value of fixed-ma-
turity securities at December 31, 2001, by contractual maturity,
are shown as follows.

Amortized
(in thousands) Cost

Estimated
Fair Value

Due in one year or less

Due after one year through five years
Due after five years through 10 years
Due after 10 years

Due in one year or less

Due after one year through five years
Due after five years through 10 years
Due after 10 years

Due in one year or less
Due after one year through five years

Trading
U.S. government _ Due after five years through 10 years
Corporate Due after 10 years

States, political subdi-
visions & revenues

Total trading - i ¥ Expected maturities may differ from contractual maturi-
Total 5 : LA ties due to call provisions present on some existing securities.
2000 Management believes the impact of any calls should be slight

Held-to-maturity

and intends to follow its policy of matching assets against an-

;I.S. govelznljnnzlnt i $118,049 $120,636 $ 2,703 $ (116) ticipated liabilities.
tates, political su - l 2 : [
visions & revenues 178,418 183,048 4,688 (58) . At December 31, 001’ Fh.e net um.ea%lzed app.r §c1at10n of
Toeal held : 206467 $303.6600 § 71391 S (17 available-for-sale fixed maturities and equity securities totaled
o e 'fm-m;mmy 5296 : ! 17 $93.5 miilion. This amount was net of deferred taxes of $50.0
Available-for-sale a1y . ..
. 1 d
USS. government $76333 $78822 § 2497 S (®) nulhog At December 31, 2000, tl.u? net unreah'ze apprc.ecj.mtlon
States, political subdi- of available-for-sale fixed maturities and equity securities to-
visions & revenues 18,002 18,325 361 (38) taled $113.1 million. This amount was net of deferred taxes of
Fixed maturities 94335 97,147 2858  (46) $60.6 million. _ N ‘
Equity securities 135,248 306,194 175,117 (4,171 The Company is party to a securities lending program
Total available-for-sale $229.583  $403341 $177,975 $(4.217) whereby fixed-income securities are loaned to third parties, pri-
Trading marily major brokerage firms. As of December 31, 2001 and
U.S. government $ 4164 $ 4241 $ 8 $ (9 2000, fixed maturities with a fair value of $5.4 million and $10.8
Corporate 3,912 3,967 66 an million, respectively, were loaned. Agreements with custodian
Total trading $ 8076 $ 8208 $ 152 $ (20) banks facilitating such lending generally require 102 percent of
Total $534,126  $715233 8185518 $(4,411) the value of the loaned securities to be separately maintained as

/ »w We care aboirt our customers and each other.

| »» We treat all people with dignity and courtesy.
»w We enhance the communities where we live and work.

lllz 212 respectiul

b We recognize that everyone is different and in those
differences are strengths.
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collateral for each loan. Pursuant to SFAS 125, 127 and 140, an
invested asset and a corresponding liability have been recog-
nized for the cash coliateral amount. To further minimize the
credit risks related to this lending program, the Company moni-
tors the financial condition of other parties to these agreements.

As required by law, certain fixed maturities and short-term
investments amounting to $25.2 million at December 31, 2001,
were on deposit with either regulatory authorities or banks. Ad-
ditionally, the Company has certain fixed maturities held in trust
amounting to $7.6 million at December 31, 2001. These funds
cover net premiums, losses and expenses related to a property
and casualty insurance program.

Policy acquisition costs deferred and amortized to income
for the years ended December 31 are summarized as follows:

(in thousands) B . 2000 ] 1999
Deferred policy acquisition costs,

beginning of year $34,358 $22,510
Deferred policy acquisition costs,

UIH, Inc. — Acquisition Date 1,604
Deferred:

Direct commissions ’ 80,837 64,312

Premium taxes - 7,738 5,982

Other direct underwriting expenses . 31,121 26,340
_ Ceding commissions (32,718)  (20,450)
Net deferredr ) ’ 86,978 76,184
Amortized o 78,049 65,940
Deferred policy acquisition costs,

end of year $43,287 $34,358
Policy acquisition costs:

Amortized to expense ) 78,049 65,940
Period costs:

Ceding commission — contingent . . (4,392) (3,159)

Other - < 2,797 3,771
Total policy acquisition costs $76,454  $66,552

The Company continued the use of short-term credit
facilities through reverse repurchase transactions. The majority
of these repurchase agreements have been renewed and remain
in place. Additionally, proceeds from reverse repurchase

(IN THOUSANDS)

RLI's corporate culture values
the power of a good idea —
and creates record premiums

per employee.

agreements have been used to partiaily fund the Company’s stock
repurchase program. As of December 31, 2001 and 2000, $47.2
million and $59.1 million, respectively, remained outstanding
under these reverse repurchase agreements. The use of such
agreements remains an investment decision, as the allocation of
available cash flow to purchase debt securities generates a greater
amount of investment income than is paid in interest expense.
To the extent that such opportunity ceases to be available, it is
anticipated that such agreements will be paid off via operating
cash flow or the underlying available-for-saie bond collateral.

The Company maintains a $30.0 million revolving line of
credit from one financial institution. The facility had a three-
year term that expires on March 31, 2002. As of December 31,
2001 and 2000, the Company had $30.0 mitlion and $19.6
million, respectively, in outstanding debt from this facility.

The weighted average interest rate on total short-term
borrowings outstanding as of year-end was 2.32% and 6.85%
for 2001 and 2000, respectively.

Interest paid on outstanding debt for 2001, 2000 and 1999
amounted to $3.8 million, $5.2 million and $3.5 million,
respectively.

In the ordinary course of business, the insurance subsid-
iaries assume and cede premiums with other insurance compa-
nies. A large portion of the reinsurance is put into effect under
contracts known as treaties and, in some instances, by negotia-
tion on each individual risk. In addition, there are excess of loss
and catastrophe reinsurance contracts that protect against losses
over stipulated amounts arising from any one occurrence or event.
The arrangements provide greater diversification of business and
serve to limit the maximum net loss on catastrophes and large
and unusually hazardous risks.

Through the purchase of reinsurance, the Company gen-
erally limits the loss on any individual risk to $1.5 million. Ad-
ditionally, through extensive use of computer-assisted modeling
techniques, the Company monitors the concentration of risks
exposed to catastrophic events (predominantly earthquakes).

In 1996, the Company entered into an innovative catastro-
phe reinsurance and loss financing program with Zurich Insur-
ance Company (ZIC). The program, called Catastrophe Equity
Puts (CatEPuts), augments the Company’s traditional reinsur-

1997: [
1998: I
1999: .
2000: :

2001 8{]9@?8




ance by integrating its loss financing needs with a pre-negoti-
ated sale of securities linked to exchange-traded shares. CatEPuts
allows the Company to put up to $50.0 million of its convertible
preferred shares to ZIC at a pre-negotiated rate in the event of a
catastrophic loss, provided the loss does not reduce GAAP eg-
uity 1o less than $55.0 million. CatEPuts began as a multi-year
program and is designed to enable the Company to continue
operating after a loss of such magnitude that its reinsurance ca-
pacity is exhausted. If the Company exercises its option to put
preferred shares to ZIC, then ZIC, in turn, has the option to rein-
sure certain business written by the Company on a prospective
basis. In November 2000, this agreement was renewed for an
additional three-year period.

Premiums written and earned along with losses and settle-
ment expenses incurred for the years ended December 31 are
summarized as follows:

(in thousands) I 2000 1999

$429,986  $332,275
7.880 7,300
(177,013) (111,951

$260,853  $227,624

Direct
Reinsurance assumed
Reinsurance ceded

Net

$384,139 3314111
8,952 11,049
(161,488)  (129,886)

$231,603  $195,274

Direct
Reinsurance assumed
Reinsurance ceded

Net

Direct

$217,006  $189,394
Reinsurance assumed 7,402 3,299
Rgierurance ng?fi T (99,822) (96,236)
Net S0 $124,586 0 $96,457

At December 31, 2001, the Company had prepaid reinsur-
ance premiums and reinsurance recoverables on paid and un-
paid losses and settlement expenses with American Re-Insur-
ance Company, General Cologne Re, Employers Reinsurance
Corp. and Transatlantic Reinsurance (all four rated A++ “Supe-
rior” by A.M. Best Company) that amounted to $81.6 million,
$39.1 million, $33.7 million and $21.7 million, respectively. All
other reinsurance balances recoverable, when considered by in-
dividual reinsurer, are less than 5% of shareholders’ equity.

The following table reconciles the Company’s liability for
unpaid losses and settlement expenses (ILAE) for the three years
ended December 31, 2001, Since reserves are based on estimates,
the ultimate net cost may vary from the original estimate. As
adjustments to these estimates become necessary, they are re-
flected in current operations. As part of the reserving process,
historical data is reviewed and consideration is given to the an-
ticipated impact of various factors such as legal developments
and economic conditions, including the effects of inflation.
Changes in reserves from the prior years’ estimates are calcu-
lated based on experience as of the end of each succeeding year
(loss and LAE development).

(in thousands) : 2000 1999

Unpaid losses and LAE
at beginning of year:

Gross N $520,494  $415,523
Ceded DL (245,580) (168,261
Net S 274914 247,262

Unpaid losses and LAE
UIH, Inc.—Acquisition Date:

Gross 74,979
Ceded (67,642)
Net 7,337
Increase (decrease) in incurred
losses and LAE:
Current accident year ol 126,220 101,053
Prior accident years ] (1,634) (4,596)
Total incurred EEETA 124,586 96,457
Loss and LAE payments for

claims incurred:
Current accident year
Prior accident year

(34,373) (21.675)
(65,216) (53,892)

Total paid (99,589) (75,567)
Insolvent reinsurer charge off By 143 (1,000)
Loss reserves commuted 425

Net unpaid losses and LAE
at end of year e $300,054 $274,914

Unpaid losses and LAE
at end of year:

Gross o 539,750 520,494
Ceded el (239,696)  (245,580)
Net TS $300,054 0 $274,914
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During 2001, the Company experienced adverse develop-
ment on prior accident years in the property and surety segments.
Loss reporting on these segments is generally short-tailed in
nature but may develop over more than one accident year. Addi-
tionally, some adverse development was experienced within the
casualty segment. During 2000 and 1999, overall development
on prior accident-year loss and settlement expense reserves was
insignificant to recorded loss and settlement expense reserves.

The Company is subject to environmental claims and ex-
posures through its commercial umbrella, general liability and
discontinued assumed reinsurance lines of business. Within these
lines, the Company’s environmental exposures inciude environ-
mental site cleanup, asbestos removal and mass tort liability.
The majority of the exposure is in the excess layers of the
Company’s commercial umbrella and assumed reinsurance books
of business.

The following table represents inception-to-date paid and
unpaid environmental claims data (including incurred but not
reported losses) as of December 31, 2001, 2000 and 1999:

Inception-to-date December 31,

(inthousands) 2000 1999
Loss and LAE payments for
claims incurred
Gross $ 23,720 $22,565
Ceded _ (14,070) _ (13,671)
~ Net - $9,650 8,894
Unpaid losses and
LAE at end of year
Gross $17,110 $16,125
Ceded (9,220) (8,566)
Net $ 7,890 $7,559

Although the Company’s environmental exposure is lim-
ited as a result of entering liability lines after the industry had
already recognized it as a problem, management cannot deter-
mine the Company’s ultimate liability with any reasonable de-
gree of certainty. This ultimate liability is difficult to assess due
to evolving legislation on such issues as joint and several liabil-
ity, retroactive liability and standards of cleanup. Additionally,
the Company participates primarily in the excess layers, making
it even more difficult to assess the ultimate impact.

The tax effects of temporary differences that give rise to
significant portions of the deferred tax assets and deferred tax
liabilities are summarized in the following table.

(in thousands) ’ 2000 1999
Deferred tax assets:
Tax discounting of claim reserves $18,354 516,989
Uneamed premium offset 10,333 8,285
) 707th§£ ] 337 1,772
29,024 27,046
Less valuation allowance (300) (300)
Total deferred tax assets $28,724  $26,746
Deferred tax liabilities:
Net unrealized appreciation
of securities $60,608 $53,421
Deferred policy acquisition costs 15,153 12,025
Book/tax depreciation 1,179 1,298
Undistributed earnings of
unconsolidated investee ) 2,457 1,414
O . ® %0
Total deferred tax labilities 79,426 68,408
Net deferred tax liability $(50,702) $(41,662)

Management believes it is likely that a portion of the
Company’s deferred tax assets will not be realized. Therefore,
an allowance has been established for certain deferred tax assets
that have an indefinite reversal pattern. Management also be-
lieves the Company’s remaining deferred tax assets will be fully
realized through deductions against future taxable income.

Income tax expense attributable to income from opera-
tions for the years ended December 31, 2001, 2000 and 1999,
differed from the amounts computed by applying the U.S. fed-
eral tax rate of 35% to pretax income from continuing opera-
tions as demonstrated in the following table.

(in thousands) 2000 1999
Provision for income taxes at
the statutory federal tax rates $13,402 $15,062
Increase (reduction) in taxes
resulting from:
Dividends received deduction (1,525) (1,492)
ESOP dividends paid deduction (265) (245)
Tax-exempt interest income . (2,721) (2,576)
Goodwill : 561 513
State income tax provision o 162 164
Other items, net (14) 158
$ 9,600 $11,584




The Company has recorded its deferred tax assets and

For the year ended December 31,

liabilities using the statutory federal tax rate of 35%. Manage- (in thousands) 2000 1999
ment believes when these deferred items reverse in future years, Change in plan assets
the Company’s taxablie income will be taxed at an effective rate Fair value of plan assets
of 35%. at January 1 $ 4530 $ 4,717
Net federal and state income taxes paid in 2001, 2000 and g;t;ij‘::“cfn‘;’;bﬁf““ e )
1999 amounted to $6.7 million, $6.3 million, and $13.3 million, Benefit payments 250) (488)
respectively. . . Fair value of plan assets
The Internal Revenue Service (IRS) has examined the at December 31 TR 7210 0§ 4,530
Company’s income tax returns throughéthe tax year ended De- Change in projecied
cember 31, 1994. The IRS is not currently examining any of the benefit obligation
Company’s income tax returns. Projected benefit obligation
at January 1 $4,902 $5,338
Service cost 636 673
Interest cost 449 374
PENSION PLAN Actuarial (gains) losses O 852 (995)
The Company maintains a noncontributory defined ben- Benefit payments v 249) (“488)
. . . . Plan amendment 149 —
efit pension plan covering substantially all employees meeting - —
. . . Projected benefit obligation
age and service requirements. The plan provides a benefit based at December 31 $ 6739 $ 4902
S s : . . . 'y s
on a participant’s service and the highest five consecutive years Funded statns s a1 s an)
average compensation out of the last 10 years. Per the IRS, com- Unrecognized net loss 974 101
pensation for this calculation in 2001 is limited to $170,000. The Unamortized prior service cost 131 _—
Company funds pension costs as accrued, except that in no case Unrecognized transition
will the Company contribute amounts less than the minimum (asset) obligation (104) asn
contribution required under the Employee Retirement Income (Accrued) prepaid at
Security Act of 1974, The plan reached the full funding limita- December 31 $ 14728 (409
tion in 1986 and remained fully funded through 1993. During Amounts recog;lzed {f;l the
2001, 2000 and 1999, the Company made tax-deductible contri- ;‘:;fginzgnsil;a;‘gl
butions totaling $200,000, $2.5 million and $448,695, respec- (Accrued benefit liability)
tively, to adegquately meet the funding requirements of the plan. prepaid benefit cost arone $1,472 $ (408)
The Company has made various amendments to the plan Net amount recognized oo $1,472 $ (408)
in order to comply with certain Internal Revenue Code changes. Rates '
The financial status of the plan for each of the three years Discount rate 7.75% 8.00%
ended December 31 is lustrated in the following tables: Compensation increase 6.00% 6.00%
Expected return on
For the year ended December 31, plan assets A 10.00% 10.00%
(in thousands) O 2000 1999
Components of pension cost At December 31, 2001, plan assets at fair value are com-
Service cost $636 $673 prised of approximately 94% equity securities and 6% invested
Interest cost 449 374 cash.
Expected return on plan assets (478) (489)
Recognized prior service cost 18 3
Recognized net loss 13 —
Amortization of transition
(asset) obligation (33) (33)
Pension cost $ 605 $528
Accumulated benefit obligation $4,802 $3,593
A 2000 Faavel Rsie il




EMPLOYEE STOCK OWNERSHIP AND
BONUS AND INCENTIVE PLANS

The Company maintains an Employee Stock Ownership
Plan (ESOP) and bonus and incentive plans covering executives,
managers and associates. Funding of these plans is primarily
dependent upon reaching predetermined levels of operating earn-
ings and Market Value Potential (MVP). While some manage-
ment incentive plans may be affected somewhat by other perfor-
mance factors, the larger influence of corporate performance
ensures that the interests of the Company’s executives, manag-
ers and associates correspond with those of our shareholders.

A portion of both MVP and operating earnings is shared
by executives, managers and associates provided certain thresh-
olds are met. MVP, in particular, requires that the Company gen-
erate a return in excess of its cost of capital before the payment
of such bonuses. All remaining funds are reinvested in the Com-
pany for the benefit of the shareholders. Annual expenses for
these bonus plans totaled $542,000, $3.1 million and $255,000
for 2001, 2000 and 1999, respectively.

The Company’s ESOP covers substantially all employees
meeting eligibility requirements. ESOP contributicns are deter-
mined annually by the Company’s board of directors and are
expensed in the year earned. ESOP-related expenses were $4.2
million, $3.6 million and $2.9 million, respectively, for 2001,
2000 and 1999.

During 2001, the ESOP purchased 77,876 shares of the
Company’s shares on the open market at an average price of
$44.70 ($3.5 million) relating to 2000’s contribution. In De-
cember 2001, the Company transferred 93,773 shares of trea-
sury stock to the ESOP to satisfy the 2001 contribution that had
been approved by the board of directors. These shares were trans-
ferred on December 28 at the closing market price of $44.72
($4.2 million). During 2000, the ESOP purchased 98,375 shares
of the Company’s common stock on the open market at an aver-
age price of $30.69 ($3.0 million). During the third quarter of
1998, the Company leveraged the ESOP and purchased a total
of 70,400 shares at an average price of $35.58 per share ($2.5
million) in advance of the actual contribution to the pian in Janu-
ary 1999. There were no additional shares purchased in 1999,
Shares held by the ESOP are treated as outstanding in comput-
ing the Company’s earnings per share.

Nearly one quarter of the 10 million

shares of RLI common stock are owned
by the company’s employee stock
ownership plan and other insiders.

ESOP - 14,0% -

DEFERRED COMPENSATION

The Company maintains a Rabbi Trust for deferred com-
pensation plans for directors, key employees and executive of-
ficers through which company shares are purchased. During
1998, the Emerging Issues Task Force reached its consensus on
Issue 97-14 relative to Rabbi Trusts. This prescribed an account-
ing treatment whereby the employer stock in the plan is classi-
fied and accounted for as equity, in a manner consistent with the
accounting for treasury stock. The deferred compensation obli-
gation is classified as an equity instrument.

The expense associated with funding these plans is recog-
nized through salary, bonus, and ESOP expenses for key em-
ployees and executive officers as disclosed in prior notes. The
expense recognized from the directors’ deferred plan was
$219,663, $154,544 and $162,700 in 2001, 2000 and 1999, re-
spectively. In 2001, the Rabbi Trusts purchased 13,806 shares
of the Company’s stock on the open market at an average price
of $43.27 ($597,317) and 3,352 shares of the Company’s trea-
sury stock at an average price of $44.47 ($149,079). In 2000,
the Rabbi Trusts purchased 23,316 shares of the Company’s com-
mon stock on the open market at an average price of $34.51
($804,657). In 1999, the Rabbi Trusts purchased 38,837 shares
of the Company’s common stock on the open market at an aver-
age price of $32.97 ($1,280,347). At December 31, 2001, the
Trusts’ assets were valued at $11.2 million.

STOCK OPTION PLANS

During 1995, the Company adopted and the shareholders
approved a tax-favored incentive stock option plan (the Incen-
tive Plan). During 1997, the shareholders approved the Cutside
Directors’ Stock Option Plan (the Directors’ Plan). The Com-
pany accounts for these plans in accordance with APB Opinion
No. 25, under which no compensation cost is recognized.

Had compensation cost for the plan been determined con-
sistent with SFAS 123, “Accounting for Stock-Based Compen-
sation,” the Company’s net income and earnings per share would
have been reduced to the following pro forma amounts:

~ - Insiders - T2%

S

Institutions
& other public - 7B.7%




2000 1999

(in thousands, except~per share data)

Netincome: As reported $28,693 $31,451
Pro forma 27,781 30,608

Diluted EPS: As reported $2.89 $3.08
Pro forma $2.79 $2.99

These pro forma amounts may not be representative of the
effects of SFAS 123 on pro forma net income for future years
because options vest over several years and additional awards
may be granted in the future.

Under the Incentive Plan, an officer may be granted an
option to purchase shares at 100% of the grant date fair market
value (110% if the optionee and affiliates own 10% or more of
the shares), payable as determined by the Company’s board of
directors. An option may be granted only during the 10-year
period ending in May 2005. An optionee must exercise an op-
tion within 10 years (five years if the optionee and affiliates
own 10% or more of the shares) from the grant date. With few
exceptions, full vesting of options granted occurs at the end of
five years.

Under the Directors’ Plan, shares granted do not qualify
as tax-favored incentive stock options. Directors may be granted
non-qualified opticns to purchase shares at 100% of the grant
date fair market value. An optionee must exercise an option within
10 years from the grant date. With few exceptions, full vesting
occurs at the end of three years.

The Company may grant options for up to 1,562,500 shares
under the Incentive Plan and 250,000 shares under the Direc-
tors” Plan. Through December 31, 2001, the Company had
granted 866,774 options under these plans. Under both plans,
the option exercise price equals the stock’s fair market value on
the date of grant.

A sammary of the status of the plans at December 31, 2001,
2000 and 1999, and changes during the years then ended are
presented in the following table and narrative:

/ lgareowners

w We work together to exceed conmon goals.
» We align our interests with fellow shareholders.

T

> We are committed to our company’s future success.

> We do what is best for our company.

» We show pride in our company at all times.

R 2000 1999
Weighted- Weighted- Weighted-
Average Average Average
Number Exercise Number Exercise Number Exercise
of Shares Price of Shares Price of Shares Price

Outstanding

at beginning

of year 526,731 $29.25 385,074 $27.78
Granted 148,300 3190 162,200  32.02
Exercised 1,888 19.56 14,623 20.70
Forfeited 22,095 32.14 5,920  30.88
Outstanding at

end of year 7Y $T00 651,048 29.78 526,731 29.25
Exercisable at

end of year .00 280,387 2562 180,174 23.16
Weighted-avg.

fair value of

options granted

during year $10.97 $9.87

The fair market value of each option grant is estimated on
the date of grant using the Black-Scholes option pricing model
with the following weighted-average assumptions used for grants
in 2001, 2000 and 1999, respectively: risk-free interest rates of
5.2%, 6.4% and 5.5%; expected dividend vields of 2.0%, 2.2%
and 2.6%; expected lives of 10 years; and expected volatility of
19.3%, 21.5% and 23.6%.

Information on the range of exercise prices for options
outstanding as of BDecember 31, 2001, is as follows:

Options Outstanding Options Exercisable
Weighted-

Average  Weighted- Weighted-

Cutstanding Remaining  Average Exercisable Average

Range of as of Contractual  Exercise as of Exercise
Exercise Price 12/31/01 Life Price 12/31/01 Price
$0.00 - $18.16 61,408 32 $16.48 61,408 $16.48
$18.17 - $22.70 78,351 42 $18.36 78,351 $18.36
$22.71 - $27.24 80,376 5.2 $26.00 65,226 $26.00
$27.25-$31.78 129,590 82 $31.44 29,710 $31.01
$31.79 - $36.32 149,220 7.0 $32.12 66,275 $32.28
$36.33 - $40.86 119,550 9.2 $40.01 6,250 $39.05
$40.87 - $45.50 129,050 6.6 $42.51 68,832 $42.19
747,545 6.7 $31.67 376,052 $27.54




POST-RETIREMENT BENEFITS OTHER THAN PENSION

The Company does not provide post-retirement or post-
employment benefits to employees and therefore does not have
any liability under SFAS 106, “Employer’s Accounting for Post-
retirement Benefits Other Than Pensions” or SFAS 112, “Em-
ployers’ Accounting for Post-employment Benefits.”

The Company’s insurance subsidiaries maintain their ac-
counts in conformity with accounting practices prescribed or
permitted by state insurance regulatory authorities that vary in
certain respects from GAAP. In converting from statutory to
GAAP, typical adjustments include deferral of policy acquisi-
tion costs, the inclusion of statutory nonadmitted assets, and the
inclusion of net unrealized holding gains or losses in sharehold-
ers’ equity relating to fixed maturities.

The National Association of Insurance Commissioners
(NAIC) recently developed a codified version of statutory
accounting principles, designed to foster more consistency among
the states for accounting guidelines and reporting. The industry
adopted this codified standard beginning January 1, 2001. This
adoption required the Company’s insurance subsidiaries to
recognize a cumulative effect adjustment to statutory surplus
for the difference between the amount of surplus at the beginning
of the year and the amount of surplus that would have been
reported at that date if the new codified standard had been applied
retroactively for all prior periods. This cumulative effect
adjustment decreased consolidated statutory surplus by $23.9
million as of January 1, 2001, primarily due to the recognition
of deferred tax liabilities.

Year-end statutory surplus includes approximately $14
million of RLI Corp. stock held by an insurance subsidiary. The
Securities Valuation Office provides specific guidance for valuing
this investment, which is eliminated in the RLI Corp. consolidated
financial statements.

The following table includes selected information for the
Company’s insurance subsidiaries as filed with insurance regu-
latory authorities. For 1999, consolidated net income, statutory
basis, includes the results of UIC and PIC only from the date of
acquisition, January 29, 1999.

Year ended December 31,
(in thousands) 2000 1999
Consolidated net income,
statutory basis : $ 14,833 $22,147
Consolidated surplus,
statutory basis $309,945  $286,247

Dividend payments to the Company from its principal in-
surance subsidiary are restricted by state insurance laws as to
the amount that may be paid without prior notice or approval of
the regulatory authorities of Illinois and California. The maxi-
mum dividend distribution is limited by Illinois and California
law to the greater of: 10% of RLI’s policyholder surplus as of
December 31 of the preceding year or the net income of RLI for
the 12-month period ending December 31 of the preceding year.
Therefore, the maximum dividend distribution that can be paid
by RLI during 2002 without prior notice or approval is $29.2
million — 10% of RLI's 2001 policyholder surplus. The actual
amount paid to the Company during 2001 was $6.9 million,

The Company is involved in certain legal proceedings and
disputes considered by management to be ordinary and inciden-
tal to the business, or which have no foundation in fact. Man-
agement believes that valid defenses exist as to all such litiga-
tion and disputes and is of the opinion that these will not have a
material effect on the Company’s financial statements.

The Company leases regional office facilities and comput-
ers. These expire in various years through 2006. Minimum fu-
ture rental payments under noncanceliable leases are as follows:

(in thousands)

2002 $2,369
2003 1,812
2004 1,343
2005 825
2006 ) ) 502
Total minimum future rental payments $6,951

On January 29, 1999, RLI Insurance Company purchased
Underwriters Indemnity Holdings (UIH) for $40.7 million. The
purchase was financed entirely through short-term debt. UIH




was the insurance holding company for Planet Indemnity Com-
pany and Underwriters Indemnity Company. As a property/ca-
sualty insurance group, these companies have combined to offer
primarily surety and inland marine coverages on commercial
risks relating to the exploration, drilling, producing and gather-
ing activities of the oil and gas industry. Also provided to a lesser
degree were control of well and general lability insurance. The
genuine value of this operation was found almost exclusively in
the surety operations. The casualty book was considered inci-
dental to the overail business while the property business con-
tained deficient premiums. All property coverages were
nonrenewed in accordance with allowable policy provisions.

The acquisition was accounted for under the purchase
method of accounting for business combinations. The Company’s
1999 financial statements include the results of UIH’s opera-
tions from January 29, 1999, through December 31, 1999. Ac-
counting guidance derived primarily from APB 16 regarding
business combinations dictates that the purchase price be allo-
cated to the assets acquired less liabilities assumed with any
excess being recorded as goodwill. The allocation of the pur-
chase price resulted in goodwill of $32.0 millicn.

The table below summarizes, on a pro forma basis, the
Company’s consolidated results of operations for 1999 as if the
purchase of UIH had taken place as of January 1, 1999.

(in thousands, except per share data) Year ended December 31, 1999

Consolidated revenue $224,560
Net earnings 25,489
Net earnings per share:
Basic $2.52
Diluted $2.49

The dilutive effect on pro forma earnings was the result of
recognizing pre-acquisition premium deficiency and reserve
strengthening on the property business. As indicated above, the
Company has not pursued this line of business and consequently,
does not anticipate any future earnings impact.

The following table summarizes the Company’s segment
data as specified by SFAS 131, “Disclosures about Segments of
an Enterprise and Related Information.” As prescribed by the

pronouncement, reporting is based on the internal structure and
reporting of information as it is used by company management.

The segments of the property/casualty operations of the
Company include property, casualty and surety. The property
segment is comprised of insurance products providing physical
damage coverage for commercial and personal risks. These risks
are exposed to a variety of perils inciuding earthquakes, fires
and hurricanes. Losses are developed in a relatively short period
of time.

The casualty segment includes liability products where loss
and related settlement expenses must be estimated, as the ulti-
mate disposition of claims may take several years to fully de-
velop. Policy coverage is more significantly impacted by evolv-
ing legislation and coutt decisions.

The surety segment offers a selection of small- and me-
dium-sized commercial products related to the statutory require-
ment for bonds on construction and energy-related projects. The
results of this segment are characterized by relatively low loss
ratios. However, expense ratios tend to be higher due to the high
volume of transactions at lower premium levels.

The investment income segment is the by-product of the
interest and dividend income streams from the Company’s in-
vestments in fixed-income and equity securities as well as the
appreciation of private equity warrants (per SFAS 133). Interest
and general corporate expenses include the cost of debt and other
director and shareholder relations costs incurred for the benefit
of the corporation, but not attributable to the operations of other
segments. Investee earnings represent the Company’s share in
Maui Jim, Inc. earnings. The Company owns approximately 44%
of the unconsolidated investee, which operates in sunglass and
optical goods industries.

The following table provides data on each of the
Company’s segments as used by company management. The net
earnings of each segment are before taxes, and include revenues
(if applicable), direct product or segment costs (such as com-
missions, claims costs, etc.), as well as allocated support costs
from various overhead departments. While depreciation and
amortization charges have been included in these measures via
the Company’s expense allocation system, the related assets are
not allocated for management use and, therefore, are not included
in this schedule. Goodwill amortization resulting from the UIH
acquisition was allocated entirely to the surety segment.

Strong operaiing and investment results
have increased ALl fofal assets by




Depreciation

(in thousands) Net Earnings Revenues and Amortization
- 2060 1999 - 2000 1999 . 2000 1999
Property 3T 84990 $17,064 L. $60,063 $51,390 LU0 8,169 81,047
Casualty R 3,461 (2,328) T 136,801 118,472 R 1,650 1,381
Surety A 3,633 2,359 B 34,739 25412 w 2,165 2,037
Net investment income “ 29,046 26,015 o 29,046 26,015 Co 79 68
Realized gains . 2,847 4,467 o 2,847 4,467
General corporate expense

and interest on debt S0 (8,663)  (6,195) g 76 112
Equity in earnings of
_ unconsolidated investee .. 2979 1613
Total segment earnings

before income taxes
i aprcircr:}_lr_nulative effgct o 38,293 43,035 B ) o
Income taxes L 6,600 11,384
Earnings before

cumulative effect L 28,693 31,451

Cumulative effect of initial
adoption of SFAS 133 L — —
Total Gel $28,693 $31.451 U $263,496  $225,756 SUUTL 85,179 $4,645

Selected quarterly information is as follows:

(in thousands, except per share data) First Second Third Fourth Year

Net premiums earned \ . .
Net investment income o B L
Net realized investment gains B ‘ :
Eamings before income taxes and

cumulative effect
Cumulative effect of initial adoption

of SFAS 133 : -
Net earnings O o o
Basic earnings per share®
Basic operating earnings per share!"® :
Diluted earnings per share‘" Sn Lol Lo

2000

Net premiums earned $53,186 $57,644 $61,251 $59,522 $231,603
Net investment income 6,937 7,085 7,461 7,563 29,046
Net realized investment gains (121 34 604 2,330 2,847
Earnings before income taxes 8,996 9,282 9,840 10,175 38,293
Net earnings 6,540 6,962 7,380 7,811 28,693
Basic earnings per share( $0.66 $0.71 $0.75 $0.80 $2.92
Basic operating earnings per share(V® $0.67 $0.71 $0.71 $0.64 $2.73
Diluted earnings per share® $0.66 $0.70 $0.74 $0.78 $2.89
Diluted operating earnings per share™® $0.67 $0.70 $0.70 $0.63 $2.70

M Since the weighted-average shares for the quarters are calculated independently of the weighted-average shares for the
year, quarterly earnings per share may not total to annual earnings per share.
@ QOperating earnings per share is calculated by reducing net earnings by the afier-tax impact of net realized investment gains.




Repgrtfoi{indenentenfuditors
The board of directors and shareholders, RLI Corp.

We have audited the accompanying consclidated balance
sbeets of RLI Corp. and Subsidiaries as of December 31, 2001
and 2000, and the related consolidated statements of earnings
and comprehensive earnings, shareholders’ equity, and cash flows
for each of the years in the three-year pericd ended December
31, 20C1. These consclidated financial statements are the respon-
sibility of the Company’s management. Our responsibility is to
express an opinion on these consolidated financial statements
based on our audits.

We conducted our audits in accordance with auditing stan-
dards generally accepted in the United States of America. Those
standards require that we plan and perform the audit to obtain
reasonable assurance about whether the financial statements
are free of material misstatement. An audit includes examin-
ing, on a test basis, evidence supporting the amounts and dis-
closures in the financial statements. An audit also includes as-
sessing the accounting principles used and significant estimates
made by management, as well as evaluating the overall finan-
cial statement presentation. We believe that our audits provide
a reasonable basis for our opinion.

In our opinion, the consolidated financial statements re-
ferred to above present fairly, in all material respects, the finan-
ciai position of RLI Corp. and Subsidiaries as of December 31,
2001 and 2000, and the results of their operations and their cash
flows for each of the years in the three-year period ended De-
cember 31, 2001, in conformity with accounting principles gen-
erally accepted in the United States of America.

As discussed in note 1 to the consolidated financial state-
ments, in 2001 the Company adopted the provisions of State-
ment of Financial Accounting Standards 133, “Accounting for
Derivative Instruments and Hedging Activities.”

M P
January 22, 2032
é“l“}%[;! Certified Public Accountants
VIOVITR) 303 East Wacker Drive

Chicago, Hlinois 60601

StatenentofEinanciallReportinglResnonsility

The management of RLI Corp. and Subsidiaries is respon-
sible for the preparation and for the integrity and objectivity of
the accompanying financial statements and other financial in-
formation in this report. The financial statements have been pre-
pared in accordance with accounting principles generally ac-
cepted in the United States of America and include amounts that
are based on management’s estimates and judgments.

The accompanying financial statements have been audited
by KPMG LLP (KPMG), independent certified public accoun-
tants, selected by the audit committee and approved by the share-
holders. Management has made available to KPMG all the
Company’s financial records and related data, including min-
utes of directors’ meetings. Furthermore, management believes
that all representations made to KPMG during its audit were
valid and appropriate.

Management has established and maintains a system of
internal controls throughout its operations that are designed to
provide assurance as to the integrity and reliability of the finan-
cial statements, the protection of assets from unauthorized use,
and the execution and recording of transactions in accordance
with management’s authorization. The system of internal con-
trols provides for appropriate division of responsibility and is
documented by written policies and procedures that are updated
by management as necessary. As part of its audit of the financial
statements, KPMG considers certain aspects of the sysiem of
internal controls to the extent necessary to form an opinion on
the financial statements and not to provide assurance on the sys-
tem of internal controls, Management considers the recommen-
dations of its internal auditor and independent public accoun-
tants concerning the Company’s internal controls and takes the
necessary actions that are cost effective in the circumstances to
respond appropriately to the recommendations presented. Man-
agement believes that as of December 31, 2001, the Company’s
system of internal controls was adequate to accomplish the ob-
jectives described herein.

The audit committee is comprised solely of four non-em-
ployee directors and is charged with general supervision of the
audits, examinations and inspections of the books and accounts of
RLI Corp. and Subsidiaries. The independent public accountants
and the internal auditor have ready access to the audit committee.

Jonathan E. Michael
President, CEO

€. ol

Joseph E. Dondanville, CPA
Vice President, CFO

Pol Borz. 2000 fanval faport
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loseph E Dondanvills, CPA

Vice President & CFO »> 45 b Industry experience:
24 yearsd> Began RLI career in 1984 as chief ac-
countant, promoted to controller in 1985 and cur-
rent position in 1992. Spent the prior six years with
Arthur Andersen & Co. (1, 2, 3)

Donald ). Driscoll

Vice President, Claim > 425 Industry experience:
16 yearsp> Started with RLI in 1996 as director of
coverage and casualty claims, promoted to assis-
tant vice president in 1998, to current position in
2000. Director of claims for The Travelers Insur-
ance Company for five years before joining RLI
2.3)

Lim J. Hensey

Vice President & Corporate Secretaryb 60
Industry experience: 33 years > Joined the com-
pany in 1970, serving as corporate secretary from
1974-1984. Rejoined the company in the same ca-
pacity in 1987. (1, 2, 3)

Jongihen & iAichael

President & CEO» 48 Industry experience:
25 yearsp Joined RLIin 1982. Chairman & CEO
of principal insurance subsidiaries. Served as con-
troller, vice president of finance and CFO, execu-
tive vice president, and as president and CEQ of
principal insurance subsidiaries. Has held current
position since 2001. (1)

kiary Beth Nebsel, Esq.

Vice President & General Counselb 45> Indus-
try experience: 20 years » Served as RLI assistant
general counsel from 1988-1994 before being
named to current position. Prior eight years spent
in various law positions with Shand, Morahan &
Co.(1,2,3)

tiichasl A. Price

Treasurerd> 385 Industry experience: 6 years d
Became treasurer in 1996 after serving SBC Com-
munications, Inc. for the prior six years. At SBC,
he served in a variety of financial management ca-
pacities, including financial analysis, mergers &
acquisitions and marketing. (1, 2, 3)

(Michael . Quine, GPCU

Vice President, Administration» 56> Industry ex-
perience: 34 years®> Served as vice president of
human resources from 1986—-1994, then named to
current position. Joined company in 1977 as man-
ger, human resources. Worked for The Travelers
Insurance Company for prior nine years. (2, 3)

Plyush K. Singh, GPCU

Vice President, Information Technology 36
Industry experience: 7 years »> Hired in 1994, pro-
moted to AVP in 1998, to current position in 2000.
Spent prior two years with PriceWaterhouse, most
recently in financial services sector. (2)

Gerald D. Stephens, CPCU

Chairman of the Boardd 69 Industry experi-
ence: 43 years »» Company founder, retired presi-
dent and CEQ. Member of Lloyd’s of London,
NAII board of governors, the executive committee
of the American Institute of CPCU board and the
International Insurance Society Honors Commit-
tee. Former president of the National Society of
CPCU. Elected chairman in 2001. (1)

liichael J. Stone

President & COO»> 53 v Industry experience: 29
years » Joined the company in 1996 as vice presi-
dent, claim. Promoted to senior VP and executive
VP in 1998, has held current title since 2002.
Served the prior 18 years with The Travelers In-
surance Company, most recently as vice president,
liability division and strategic claim. (2, 3)

Thomas V. Warithen, FERS, FIARA

Vice President, Actuarial Servicesd> 54 % Indus-
try experience: 30 years > Before accepting cur-
rent position in 1996, spent the prior 19 years at
Philadelphia-area insurance organizations, includ-
ing Tillinghast and Towers Perrin Reinsurance.
Began industry career in USF&G’s actuarial de-
partment. (2, 3)

OFFICER OF:

1. RLI Corp.

2. RLI Insurance Company

3. Mt. Hawley Insurance Company




Board of Directars

Richard [. Blum» 63> Director since 2000 Vice chairman of Axis Specialty U.S. Holdings, Inc., a U.S.
reinsurance and insurance subsidiary of Axis Specialty Limited. Retired vice chairman of J&H Marsh &
McLennan, Inc., as well as former chairman and chief executive officer of Guy Carpenter & Company, Inc.
and director of Marsh & McLennan Companies, Inc. Blum is a member of the Board of Overseers of the
School of Risk Management, Insurance and Actuarial Services at The Peter J. Tobin College of Business, St.
Johns University. (1, 3, 5)

Bernard [. Dagnzer, ID, CPEUs» 865> Director since 1972p> Owner of Daenzer Associates, an insurance
consulting services firm. Founder of Security Connecticut Life and former EVP/CEO of Security Connecticut
Cos. The first American underwriting member of Lloyd’s, Daenzer was formerly a director of Alexander
Howden Ltd., London, chairman of the board of trustees of the College of Insurance and president of the
National Society of CPCU. (3, 4, 5)

Uiliiam R, {ean@ s> 85» Director since 1966 » Retired vice president of the contact lens fitting firm of
Contacts, Inc. (2, 3, 4)

Gerald 0. lenrow, B30 » 74  Director since 1993 » Former consultant to General Reinsurance Corp. and
partner in Coopers & Lybrand, L.L.P. Since 1999, in private practice providing consuitation services to certain
members of the insurance industry. A well-known authority on the insurance industry, Lenrow has been widely
published and has spoken before most industry groups. He has advised congressional tax-writing committees,
the Treasury and the IRS on tax legislation. Past chair of the American Bar Association’s Tort & Insurance
Practice Section Committee on the taxation of insurance companies and is on the advisory board for The
Insurance Tax Review. (1,2, 3, 4, 5)

FL“lymn” WcPNGBIBIS » 59»> Director since 2000 > Vice president and chief financial officer of Caterpillar
Inc., the world’s largest manufacturer of construction, mining and related equipment. Has held various finance
positions with the company, including corporate treasurer. Became a Caterpillar vice president in 1998. Mem-
ber of the Southern Illinois University College of Business and Administration’s External Advisory Board, the
Counseling & Family Services Board, the OSF Saint Francis Medical Center Foundation Council and The
Conference Board’s Council of Financial Executives. (1, 2, 3,4, 5)

lonathan.(ichasl» 48v» Director since 1997 » President and CEO of RLI Corp. and chairman and CEQ
of its principal subsidiaries. Director, Maui Jim. Inc. Serves as a trustee of Eureka College and a director of the
Illinois Central College Educational Foundation. Member of NAPSLO legislative committee. See page 54 for
additional biography information. (4, 5)

Edvsin . Ovarman, PRD, GPCU»» 79> Director since 1987 »> Retired president, CEO of the Insurance Insti-
tute of America and the American Institute for Chartered Property/Casualty Underwriters. Life member of the
board of trustees of the two Institutes. On the board of governors of the International Insurance Society and is
the honors committee research director for the Insurance Hall of Fame. Director of the Griffith Memorial
Foundation for Insurance Education and the Inter-American Forum for North and South America. Member of
the Insurance Hall of Fame. (1, 3, 4)

Gerald D. Stephens, GPGU» 69 » Director since 19655 Chairman of the board since 2001, Former president
of RLI Corp. Serves as chairman of the board for Maui Jim, Inc., is a member of the advisory board for OSF
Saint Francis Medical Center and the Dean’s Advisory Board of the University of Wisconsin-Madison, See
page 54 for additional biography information. (4)

Edwsard F. Sutlowsll, ESQ. »> 63 »» Director and outside legal counsel since 1975 > President of Sutkowski &
Rhoads Ltd., a Peoria-based tax and business law firm. Speaker and author of more than 25 articles relating to
mergers and acquisitions; income, estate and gift tax; and tax-qualified plans of deferred compensation. Serves
as an adjunct professor in taxation at the University of Hllinois College of Law. (3, 4, 5)

Robart 0. Vists, 0D, GPRb> 58b» Director since 1993b>  Retired president and CEO of CILCORP Inc., a
holding company whose principal business subsidiary is a utility company. Since 1999, president of ROV
Consultants, LLC. Also a director for Methodist Health Services Corporation. Former chair of the Bradley
University board of trustees. (1, 2, 3,4, 5)

COMMITTEES:

1. Executive Resources Committee

2. Audit Committee

3. Plan Administrator (ESOP) Committee
4. Finance and Investment Committee

3. Loss Reserve Committee

Ungerwriting

Dificers

Joln &. Coleman

Sr. Vice President, West Coast Property
47 »» Industry experience: 26 years
Los Angeles, Calif.

James $. Davis

Vice President, Specialry Programs
47 Industry experience: 28 years
Dallas, Texas

Roy €. Die

President, Underwriters Indemnity
47 v Industry experience: 29 years
Houston, Texas

David A, Dunn, CRCT

President, RLI Transportation

47 v Industry experience: 25 years
Atlanta, Ga.

Richard W. Glrden

President, RLI Construction

44> Industry experience: 25 years
Chicago, 111

Stephen &. Undell

Sr. Vice President, Casualty

54 % Industry experience: 32 years
Glastonbury, Conn.

A. Quentin Orza Il

Vice President, Executive Products Group
47 v Industry experience: 25 years

New York, N.Y.

David 6. Samdez

President, RLI Surery Division

47 s Industry experience: 25 years
Peoria, Il

[ohn F. Schapperle

Vice President, RLI Specialty Markets
52> Industry experience: 30 years
Peoria, Ill.

Iefirey S. Waler

Vice President, Diversified Property
52 Industry experience: 33 years
Chicago. TIl.
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hlossary

Rdmitted companmy — An insurer of one state licensed to
do business in another state, b»

Gamacily — The amount of insurance that a company can
write on a single risk. »>

Combined ralid — A measurement commonly used to ex-
press underwriting profit (less than 100) or loss (more than 100).
It is the sum of the expense ratio and the loss ratio. >

Comprehensive earnings — As defined at RLI, this
equates to the sum of net after-tax earnings and net after-tax
unrealized gains (losses) on investments. M

GComprehensive general Iiabilily InsUrance — Liability
coverage for all premises and operations, other than personal,
for all general liability hazards, unless excluded. pb

Gonsolidaled revenue — As defined at RLI, consists of
net premiums earned, net investment income and realized gains
(losses). b>

CPCY— Chartered Property and Casualty Underwriter. The

most widely respected professional credential in the property
and casualty industry. >

Difference n condidons (DIC) INSUrANGE — Coverage for
property causes of loss normally excluded in standard commercial
or personal property policies, particularly flood and earthquake. b>

@-DUSiNGSS — Business that takes place between compa-
nies using an electronic medium such as the Internet. »

Ereess [msurancd — A policy or bond covering the in-
sured against certain hazards, which applies only to loss or dam-
age in excess of a stated amount. b

EXDENSE rallo — The percentage of the premium used to
pay all the costs of acquiring, writing and servicing business.

[Ir® IMSUraNGE — Property insurance on which the predomi-
nant peril is fire, but also includes wind and other allied lines. >

Gross $aleS — As defined at RLI, consists of gross pre-
miums written, net investment income and realized gains
(losses). »

[ard/fivm marliel — When the insurance industry has lim-
ited capacity available to handle the amount of business written,
creating a seller’s market, driving insurance prices upward. »

(mlamd marine INSIrance — Property coverage for perils aris-
ing from transportation of goods or covering types of property that
are mobile in nature, as well as other unusual property hazards. »

(oss ralilo — The percentage of premium used to pay for
losses incurred. b>

Warket Value Potential (IVP) — An internal asset alloca-
tion plan. The amount by which an investment, acquisition or
program generates a return in excess of the cost of assigned capi-
tal is MVP. p»

Policyholder Surplls — The residual difference between
assets and liabilities for the benefit of policyholders. b»

Products (iabilitYy InSUrane® — Protection provided
against claims arising from the use of covered products manu-
factured, sold, handled or distributed by the insured.

Professional [iabilily inSUranc® — Insures against
claims for damages because of professional misconduct or fail-
ure to exercise ordinary care in the performance of a profes-
sional service. >

Reinsurer/reinsurant® — A company that accepts part
or all of the risk of loss covered by another insurer. Insurance
for insurers. b»

BeSeryeS — Funds set aside by an insurer for meeting
obligations when due. »»

Securities Uzluation Oi6e — An NAIC organization re-
sponsible for credit quality assessment and valuation of securi-
ties owned by state-regulated insurance companies. b>

Soft marliel — When the insurance industry has excess
capacity to handle the amount of business written, creating a
buyer’s market, lowering insurance prices overall. >

Standard lines vs. specially [ines — Those insurance cov-
erages or target market segments that are commonly insured
through large, admitted insurers using standard forms and pric-
ing are in contrast to unique insurance coverages or selected
market niches that are served by only a single insurer or a select
group of insurers, often with unique coverage forms and pricing
approach. b :

Suwrely hond — Provides for compensation should there
be a failure to perform any specific acts within a stated period. >

Surplus [IneS GOMPANY — An insurer not licensed to do
business in a given state, but which may sell insurance in the
state if admitted insurers decline to write a risk. pb

Transporiation INSWrance — Coverage for transporting
people or goods by land conveyance. For RLI, this specifically
involves motor vehicle transportation and focuses on automo-
bile liability and physical damage, with incidental public li-
ability, umbrella and excess liability, and motor truck cargo
insurance. b»

Undersriling profit — That portion of the earnings after
deducting incurred losses and expenses from earned premiums. »>

Unrealized gains 038eS) — The result of an increase (de-
crease) in market value of an asset which is not recognized in
the traditional statement of income. The difference between an
asset’s market and book values. »>




Selecten Financial Dais

The following is selected financial data of RLI Corp. and Subsidiaries for the 11 vears ended December 31, 2001.

(amounts in thousands, except per share data) 2001 2000 1999 1998 1997 1996
OPERATING RESULTS
Gross sales § 548,331 469,759 370,057 316,863 306,383 301,500
Total revenue $ 309,384 263,496 225,756 168,114 169,424 155,354
Net operating earnings (loss)™? $ 27,538 26,842 28,547 27,035 28,233 25,035
Net earnings (loss) $ 31,047 28,693 31,451 28,239 30,171 25,696
Comprehensive earnings (loss)? $ 11,373 42,042 20,880 51,758 66,415 41,970
Net cash provided from operating activities ~ $ 717,874 53,118 58,361 23,578 35,022 48,947
Net premiums written to statutory surpius 108% 84% 79% 46% 54% 64%
GAAP combined ratio 97.2 948 - 91.2 88.2 86.8 87.4
Statutory combined ratio 95.8 95.8 90.1% 88.4 90.4 89.1
FINANCIAL CONDITION
Total investments $ 793542 756,111 691,244 677,294 603,857 537,946
Total assets $ 1,390,970 1,281,323 1,170,363 1,012,685 911,741 845,474
Unpaid losses and settlement expenses $ 04,508 539,750 520,494 415,523 404,263 405,801
Total debt $ 17,239 78,763 78,397 39,644 24,900 46,000
Total shareholders’ equity $ 33/4a32 326,654 293,069 293,959 266,552 200,039
Statutory surplus § 291,680 309,945 286,247 314,484 265,526 207,787
SHARE INFORMATION
Net operating earnings (loss) per share:

Basic® $ 2,80 2.73 2.82 2.58 271 2.54

Diluted® $ 2.7% 2.70 2.79 2.54 2.50 2.22
Net earnings (loss) per share:

Basic® $ 3.16 2.92 3.11 2.69 2.90 2.60

Diluted® $ 3.10% 2.89 3.08 2.65 2.66 2.28
Comprehensive earnings (loss) per share:®

Basic® $ 1.6 4.28 2.06 4.92 6.38 4.25

Diluted® $ 1.14% 4.23 2.04 4.87 5.76 3.62
Cash dividends declared per share $ 0.63 0.59 0.55 0.51 0.47 0.44
Book value per share $ 33.84 33.32 29.68 28.44 24.70 20.46
Closing stock price $ 43.00 44.69 34.00 33.25 39.85 26.70
Stock split 125%
Weighted average shares outstanding: :

Basic® 9,815 9,817 10,124 10,514 10,402 9,871

Diluted® 10,002 9,945 10,222 10,638 11,714 12,105

Common shares outstanding 9,913 9,804 9,873 10,335 10,793 9,777




nyesior

ntormation

for help with your sha
for information about
call our franster agen

noldar account or
| stock or divigends,
(800} 468-3716.

g
AL
b al

[ropal mesting

The annual meeting of shareholders will be held at 2:00
p.m., CDT, on May 2, 2002, at the company’s offices at 9025 N.
Lindbergh Drive, Peoria, 111 b>

Trading and dividend information

Stock Price Dividends

2001 High Low Close Declared
Ist Qtr. $46.15  $40.14  $40.84 $.05
2nd Qtr. 45.1 39.40 £4.92 16
3rd Qtr. 44,93 39.70 41.00 16
4th Qtr. 45,00 38.75 45.00 16

Stock Price Dividends

2000 High Low Close Declared
1st Qtr. $34.13  $26.50 $33.50 $.14
2nd Qtr. 37.50 31.38 34.77 15
3rd Qtr. 38.75 33.75 38.38 15
4th Qtr. 44.69 37.56 44.69 A5

RLI common stock trades on the New York Stock Ex-
change under the symbol RLI. RLI has paid and increased divi-
dends for 25 consecutive years. RLI dividends qualify for the
enterprise zone dividend subtraction modification for lllinois state
income tax returns. >

Stoch ownershin
December 31, 2001 Shares %
Insiders 908,441 9.2
ESOP 1,398,588 14.1

7,608,569 76.7
Total outstanding 9,912,885 100.0
RLI common stock shareholders - 8,256

Institutions & other public

Shareholder Inguires

Shareholders of record with requests concerning individual
account balances, stock certificates, dividends, stock transfers,
tax information or address corrections should contact the trans-
fer agent and registrar at:

Wells Fargo Shareholder Services

P.O. Box 64854

St. Paul, MN 55164-0854

Phone: (800) 468-9716 or (651) 450-4064
Fax: (651) 450-4033

Email: stocktransfer @ wellsfargo.com

Dividend relnvesiment plans

If you wish to sign up for an automatic dividend reinvest-
ment and stock purchase plan or to have your dividends depos-
ited directly into your checking, savings or money market ac-
counts, send your request to the transfer agent and registrar. b»

Requests for additional information

An electronic version of this report and the 2002 proxy
statement can be found on our website. Additional printed cop-
ies of this report and the Annual Report to the Securities and
Exchange Commission, Form 10-K, are available without charge
to any shareholder. To have your name placed on a mailing list
to receive copies of annual reports and other shareholder mate-
rials, simply contact the treasurer at our corporate headquarters. b»

Company ratings

AM. Best: A (Excellent) RLI Insurance Company
A (Excellent) Mt. Hawley Insurance Company
A- (Excellent) Underwriters Indemnity Company
A- (Excellent) Planet Indemnity Company

Standard

& Poor’s: A+ RLI Insurance Group

Gontacling BL
Corporate headquarters
9025 N. Lindbergh Drive
Peoria, IL 61615-1499
(309) 692-1000
(800) 331-4929
Fax: (309) 692-1068
www.rlicorp.com

Fimancial information

For investor relations requests and management’s perspec-
tive on specific issues, contact RLI Treasurer Michael Price at
(309) 693-5880 or at mike_price @rlicorp.com. b»

»> Log on te our website — vvny.rlicorp.com — for comprehensive investor information. «

RLi [}nrp..
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1995 1994 1993 1992 1991

293,922 295,966 266,480 220,048 215,498

155,954 156,722 143,100 117,582 102,343
7,648 (2,403) 14,118 15,599 15,986
7,950 (4,776) 15,948 16,207 16,800
31,374 (8,513) 21,175 18,548 22,430
24,649 27,041 73,629 43,619 22918
76% 108% 94% 110% 95% . . . .
I For all periods presented, net operating earnings represent the
107.5 116.9 97-2 91.4 85.2 Company’s net earnings reduced by after-tax realized gains. For
106.5 116.9 87.9® 95.8 91.6 1993, the financial impact of SFAS 109, “Accounting for Income
Taxes,” has also been deducted in arriving at operating earnings.
471,599 413,835 401,609 281.113 237.932 @ See note 1.M to the consolidated financial statements. '
810,200 751,086 667,650 526,351 483,572 @ fjn t;]ul}t/ 19931’. ghe1 Clogrgsatnhy iSSSued $:1'r6.0 milliOTl Ojfconvzrtible
ebentures. In July , these securities were called for redemp-
418,986 394,966 310,767 268,043 244,667 tion. This conversion created an additional 2.2 million new shares
48,800 52,255 53,000 7,000 9,400 of RLI common stock.
158,608 131,170 140,706 117,393 99.678 “ Basic and diluted earnings per share include $0.08 per share from
172,313 136,125 152,262 100,585 88,605 the initial application of SFAS 133, “Accounting for Derivative
Instruments and Hedging Activities.”
“*» The statutory combined ratio presented includes the results of UIC
© 0,256 g and PIC only from the date of acquisition, January 29, 1999.
0.78 25 1.49 1.74 1.81
0.78® (0 25)(6) 142 174 1.81 ©® The combined effects of the Northridge Earthquake — including
' ( ' ) ' : : losses, expenses and the reduction in revenue due to the reinstate-
ment of reinsurance coverages — reduced 1994 after-tax earnings
0.81©® (0_49)(& 1.68® 1.81 1.90 by $25.0 million ($2.57 per basic share, $2.10 per diluted share)
®) ) © and 1995 after-tax earnings by $18.6 million ($1.90 per basic share,
0.81 (0.49) 1.60% 1.81 1.90 $1.54 per diluted share)
6) () © ™ For 1995, diluted earnings per share on a GAAP basis were.
3'206 , (0.87) . 2.23 . 2.07 2.54 antidilutive. As such, GAAP diluted and basic earnings per share
2.7700 (0.87)y° 2.10% 2.07 2.54 were equal. Diluted comprehensive earnings per share, however,
0.41 0.36 0.34 0.32 0.30 were not antidilutive. The number of diluted shares used for this
16.16 13.37 14.60 13.04 11.27 calculation was 9,619,
20.00 13.12 16.96 15.84 10.56 ® Contingent commission income recorded during 1993, from the
125% cancellation of a multiple-year, retrospectively-rated reinsurance
contract, reduced the statutory expenses and combined ratio 10.3
points.
9,812 9,733 9,499 8,049 8,842 o Basie and dilted earmings per share nclude 5,15 and $.16
asic and diluted earning share include $.18 and $.16 per
9,812 9,732 10,451 8,949 8,842 share, respectively, from the initial application of SFAS 109, “Ac-
9,814 9812 9,639 9,002 8,842 counting for Income Taxes.”
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