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Securities Act of 1933, other than securities offered only in connection with dividend or interest reinvestment plans, check the following
box. o

If this Form is filed to register additional securities for an offering pursuant to Rule 462(b) under the Securities Act, please check the
following box and list the Securities Act registration statement number of the earlier effective registration statement for the same offering. o

If this Form is a post-effective amendment filed pursuant to Rule 462(c) under the Securities Act, check the following box and list the
Securities Act registration statement number of the earlier effective registration statement for the same offering. o

If delivery of the prospectus is expected to be made pursuant to Rule 434, please check the following box. o

CALCULATION OF REGISTRATION FEE

Proposed Maximum

Proposed Maximum Aggregate
Title of Each Class of Amount to Offering Price Offering Amount of
Securities to be Registered be Registered Per Unit(1) Price(1) Registration Fee
% Senior Notes due $300,000,000 100% $300,000,000 $24,270

(1) Estimated solely for the purpose of calculating the registration fee.

The Registrant hereby amends this Registration Statement on such date or dates as may be necessary to delay its effective date until
the Registrant shall file a further amendment that specifically states that this Registration Statement shall thereafter become effective in
accordance with Section 8(a) of the Securities Act of 1933, as amended, or until this Registration Statement shall become effective on
such date as the Commission, acting pursuant to said Section §(a), may determine.
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The information in this prospectus is not complete and may be changed. We may not sell or accept offers to buy these securities until the
registration statement relating to these securities filed with the Securities and Exchange Commission is effective. This prospectus is not an
offer to sell these securities and it is not soliciting an offer to buy these securities in any state where the offer or sale is not permitted.

SUBJECT TO COMPLETION, DATED SEPTEMBER 29, 2003

PRELIMINARY PROSPECTUS

$300,000,000

The Commerce Group, Inc.

% Senior Notes due

We are offering $300,000,000 of % senior notes due , . The notes will mature on , . We will
pay interest on the notes on and of each year. The first interest payment on the notes will be made on ,
2004. We may redeem the notes, in whole or in part, at the redemption prices described in this prospectus.

The notes will be senior obligations of our company and will rank on a parity with all of our future unsecured and unsubordinated
indebtedness. As of the date of this prospectus, we do not have any indebtedness.

See Risk Factors beginning on page 6 to read about risks you should consider before buying the notes.

Per Note Total
Public offering price(1) $ $
Underwriting discounts and commissions $ $
Proceeds, before expenses, to us $ $

(1) Interest on the notes will accrue from , 2003 to date of delivery.

Neither the Securities and Exchange Commission nor any state securities commission has approved or disapproved these securities or
determined if this prospectus is truthful or complete. Any representation to the contrary is a criminal offense.

Delivery of the notes in book-entry form only through The Depository Trust Company will be made on or about , 2003.

Joint Book-Running Managers
Bear, Stearns & Co. Inc.

Merrill Lynch & Co.

The date of this prospectus is , 2003.
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You should only rely on the information contained or incorporated by reference in this prospectus. We have not authorized anyone
to provide you with different information. This prospectus is not an offer to sell these securities and is not soliciting an offer to buy these
securities in any jurisdiction where the offer or sale is not permitted. You should not assume that the information contained or
incorporated by reference in this prospectus is accurate as of any date other than the date on the cover of the prospectus, regardless of
the time of delivery of the prospectus or any sale of the notes.
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PROSPECTUS SUMMARY

This summary highlights information contained elsewhere in this prospectus and in the documents incorporated by reference. Because this
is a summary, it does not contain all of the information that may be important to you. You should read the entire prospectus and the documents
incorporated by reference carefully before you decide to invest in the notes. In this prospectus, Commerce Group refers to The Commerce
Group, Inc., and Commerce, we, us, and our refer collectively to Commerce Group and its consolidated subsidiaries.

Our Business

We provide personal and commercial property and casualty insurance in Massachusetts and, to a lesser extent, in 27 other states. We market
our products exclusively through our network of independent agents, including 628 agents in Massachusetts, 30 agents in New Hampshire, 808
agents in California and Oregon, and 32 agents in 26 other states. Our core product lines are personal automobile, homeowners, and commercial
automobile insurance. We have been the largest writer of personal property and casualty insurance in Massachusetts in terms of direct premiums
written since 1990. In addition to our core product lines, we write commercial multi-peril, inland marine, fire, general liability, and personal and
commercial umbrella insurance. On a consolidated basis, we were ranked the 22nd largest personal automobile insurance group in the country
by A.M. Best, based on direct premiums written as of December 31, 2002. The following table presents our direct premiums written in 2002:

Massachusetts All Other States Total % of Total

(Dollars in thousands)

Personal Automobile $1,032,438 $155,045 $1,187,483 84.4%
Homeowners 87,634 27,376 115,010 8.2
Commercial Automobile 74,879 5,151 80,030 5.7
Other Lines 23,569 764 24,333 1.7

Total $1,218,520 $188,336 $1,406,856 100.0%
.| | .| |

In 2002, Massachusetts was the 11th largest property and casualty insurance market in the United States, with $10.3 billion in direct
premiums written, according to A.M. Best & Co. Our market share for each of our core product lines in Massachusetts, based on direct
premiums written, has increased during the period from 1998 through 2002, from 22.6% to 25.7% for personal automobile insurance, from 7.2%
to 8.2% for homeowners insurance and from 7.0% to 9.9% for commercial automobile insurance. Our market share for Massachusetts personal
automobile insurance has increased to 27.3% as of June 30, 2003, and we believe that our market share for each of our other core product lines
in Massachusetts also has continued to increase in 2003.

In addition to increasing our market share in our core product lines, we have also reported underwriting results, growth in net premiums
written, and investment returns that were superior to those of the property and casualty insurance industry as a whole for the five-year period
ended December 31, 2002, as reported by A.M. Best. Our underwriting results and premium growth have surpassed industry averages in every
year since 1998. For the five-year period ended December 31, 2002, we achieved an average annual statutory combined ratio of 98.2%, which is
lower than the 106.0% average for the property and casualty insurance industry, which we have adjusted to reflect our relative product mix as
shown in the preceding table.

Our net earnings for the six months ended June 30, 2003 were $84.4 million, compared to net earnings of $32.7 million for the six months
ended June 30, 2002. The increase in net earnings resulted primarily from a $68.1 million after-tax increase in our realized investment gains to
$42.9 million after-taxes for the six months ended June 30, 2003 compared to a realized investment loss of $25.2 million after-taxes for the
comparable period of 2002. Our net realized investment gains increased primarily because of:

a change in our investment strategy to shorten the overall duration of our investment portfolio; and

the favorable impact of the decline in interest rates during the second quarter on the net asset value of seven closed-end preferred stock
mutual funds that we were required to categorize as realized investment gains using the equity method of accounting.
1
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As of the date of this prospectus, we own four fund investments that we account for using the equity method. If, as we expect, long-term
interest rates are higher at September 30, 2003 than they were at June 30, 2003, the respective net asset values of those funds as of
September 30, 2003 would be less than they were at June 30, 2003, and we would recognize a net realized investment loss for those four fund
investments that may have a material adverse effect on our results of operations for the period ending September 30, 2003. See Management s
Discussion and Analysis of Financial Condition and Results of Operations.

Our Strengths

We attribute our financial and underwriting success primarily to the following factors:

We have a highly experienced management team with a proven track record.

We have been the largest writer of personal property and casualty insurance in Massachusetts in terms of direct premiums written since
1990.

We have achieved economies of scale in Massachusetts which we believe provides us with an expense advantage.

We have an in-depth understanding of the Massachusetts underwriting environment and its complex regulatory system as a consequence of
our long history of primarily serving the Massachusetts market and focusing on automobile insurance.

We have strong relationships with independent agencies that provide quality business to us. We focus on carefully selecting and retaining
agencies that can generate a sizable volume of business with favorable underwriting characteristics.

We are a leader in affinity group marketing arrangements. We have agreements with the four AAA clubs in Massachusetts that make us
the exclusive underwriter of personal automobile insurance for their affinity group marketing programs. In 2002, $619 million, or 44.0%,
of our total direct premiums written were attributable to our affinity group marketing arrangements with these AAA clubs.

We maintain advanced information systems with an extensive underwriting database, which we believe enables us both to manage our
underwriting risks better than many other companies in Massachusetts and to better support our agencies.

We believe that our history of maintaining a strong financial condition gives us an advantage in attracting and retaining quality business

and agents. We currently have an A.M. Best group rating of A+ ( Superior ), and we have had a group rating of A ( Excellent ) or better since

1993.
Our Strategy

Our primary business strategy is to continue to focus on the personal automobile insurance market in Massachusetts and to enhance our
geographic diversity by increasing the proportion of our business that originates outside of Massachusetts. We expect to invest a substantial
portion of the offering proceeds to enhance the capital position of our insurance operating subsidiaries in support of recent premium growth, as
well as to continue diversification efforts outside of Massachusetts by our existing subsidiaries. We expect to continue to pursue our long-term
objective of furthering our relationship with the AAA clubs and expanding our personal automobile and homeowners insurance businesses into
other states where we believe the independent agent distribution channel is strong.

Contact Information

Our principal executive office is located at 211 Main Street, Webster, MA 01570. Our telephone number is (508) 943-9000. See Where You
Can Find More Information; Incorporation by Reference.
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Summary of the Offering

The following is a brief summary of this offering. For a more complete description of the notes, see Description of the Notes in this

prospectus.

Issuer

Notes offered

Maturity

Interest payment dates

Optional redemption

Ranking

Covenants

Use of proceeds

Risk Factors

The Commerce Group, Inc.
$300,000,000 of % senior notes due
The notes will mature on ,
and , beginning ,2004.

We may redeem the notes at our option at any time, in whole or in part, in exchange for payment to

you of a specified amount. See Description of the Notes Optional Redemption for a description of the
calculation of the amount you will receive upon a redemption of your notes. We are not required to
establish a sinking fund to retire the notes prior to maturity.

The notes are unsecured and unsubordinated and will rank on a parity with all of our existing and
future unsecured and unsubordinated indebtedness.

The indenture for the notes contains limitations on liens on and sales of common stock of our
designated subsidiaries (as defined in the indenture). These covenants are subject to important
qualifications and limitations.

We estimate that the net proceeds of this offering will be $ million, based on an assumed
public offering price of $ per note. We expect to use the net proceeds from this offering for
general corporate purposes, including to enhance the capital position of our insurance operating
subsidiaries in support of recent premium growth, as well as to continue diversification efforts outside
of Massachusetts by our existing subsidiaries. See Use of Proceeds.

See Risk Factors beginning on page 6 for a description of risks that you should consider before you
decide to invest in the notes.
3
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Summary Consolidated Financial Data

The data below should be read in conjunction with the consolidated financial statements, related footnotes, and other financial information

included or incorporated by reference in this prospectus. The financial statements for the three years ended December 31, 2002 have been
audited by Ernst & Young LLP. The data presented below as of and for the six months ended June 30, 2003 and for the six months ended
June 30, 2002 are derived from our unaudited condensed consolidated financial statements appearing elsewhere in this prospectus. Such
unaudited condensed consolidated financial statements have been prepared on the same basis as our audited consolidated financial statements
and, in our opinion, include all adjustments, which consist only of normal recurring adjustments, necessary for a fair presentation of our

financial condition and results of operations. Operating results for the six month period ended June 30, 2003 are not necessarily indicative of the

Statement of Earnings
Data:
Direct premiums written

Net premiums written

Earned premiums

Net investment income
Premium finance and
service fees
Amortization of excess
of book value of
subsidiary interest over
cost

Net realized investment
gains (losses)

Other income

Total revenues

Earnings before income
taxes, minority interest
and change in accounting
principle

Income taxes

Net earnings before
minority interest and
change in accounting
principle

Minority interest in net
(earnings) loss of
subsidiary

Net earnings before
change in accounting
principle

Table of Contents

results that may be expected for the entire year ending December 31, 2003.

Six Months Ended
June 30, Year Ended December 31,
2003 2002 2002 2001 2000
(Dollars in thousands)
(Unaudited)
(Restated) (Restated)
$864,581 $731,929 $1,406,856 $1,152,407 $1,071,649
I I | | |
$812,510 $702,037 $1,313,014 $1,078,967 $1,008,911
I I | | |
$688,256 $577,174 $1,210,040 $1,043,652 $ 954,483
45,812 47,762 98,466 99,563 96,830
13,245 9,997 21,498 17,819 15,227
3,389 3,390
60,020 (34,992) (82,385) (10,633) 29,550
7,000 9,500

$807,333 $606,941 $1,257,119 $1,153,790 $1,099,480
I I | | |
$107,958 $ 25,318 $ 52,026 $ 107,782 $ 170,066
23,485 4,048 17,063 18,392 38,306
84,473 21,270 34,963 89,390 131,760
(80) 163 555 863 320
84,393 21,433 35,518 90,253 132,080

10



Change in accounting
principle, net of taxes

Net earnings

Comprehensive income
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11,237 11,237
$ 84,393 $ 32,670 $ 46,755 $ 90,253
I I | |
$ 91,482 $ 46,336 $ 59,625 $ 90,814
I I | |
4

$

$

132,080

168,570
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Six Months Ended
June 30, Year Ended December 31,

2003 2002 2002 2001 2000

(Unaudited)
(Restated) (Restated)

Statement of
Earnings Data:
Net earnings per
common share
before cumulative
effects of change in
accounting
principle:

Basic

Diluted
Net earnings per
common share from
the cumulative
effects of change in
accounting
principle:

Basic

Diluted
Net earnings per
common share:

Basic

Diluted
Cash dividends per
share $ 0.63 $ 0.61 $ 1.23 $ 1.19 $ 1.15
Weighted average
number of common
shares outstanding:

Basic 31,986,847 33,025,426 32,773,519 33,608,804 34,121,047

Diluted 32,187,013 33,355,669 33,028,081 33,794,938 34,121,047
Other Data and
Ratios:
Ratio of earnings to
fixed charges
(based on
GAAP)(1) 2,400.1x N/A 554.5x 1,135.5x 1,829.7x
Net premiums
written to
policyholders
surplus 211.7%(2) 179.5%(2) 198.3% 150.7% 152.6%
Statutory loss and
LAE ratio 78.7% 75.7% 75.1% 74.5% 71.7%
Statutory
underwriting
expense ratio 21.3% 22.7% 23.6% 24.2% 25.1%

2.64 $ 0.65
2.62 $ 0.64

1.08
1.08

2.69
2.67

3.87
3.87

@ B
& H
@ B
@ B

0.34
0.34

0.34
0.34

&L &L
&L A
&L PH
@ A
&L &L

2.64
2.62

0.99
0.98

1.43
1.42

2.69
2.67

3.87
3.87

&L &L
@ A
&L A
@ &L
&L &L

Statutory combined
ratio 100.0% 98.4% 98.7% 98.7% 96.8%

At December 31,
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At June 30,
2003 2002 2001 2000
(Dollars in thousands, except per share data)

(Unaudited) (Restated)
Balance Sheet Data:
Total investments at market value and equity
value $1,751,649 $1,577,070 $1,498,201 $1,472,562
Total assets 2,729,382 2,382,688 2,154,631 2,075,614
Total liabilities 1,869,228 1,588,530 1,345,198 1,292,665
Minority interest 4,228 4,106 1,068
Total stockholders equity 855,926 790,052 809,433 781,881
Total stockholders equity per share $ 2679 $ 24.60 $ 24.43 $ 23.16

(1) We have computed the ratio of earnings to fixed charges by dividing earnings before income taxes plus fixed charges by fixed charges.
Fixed charges consist of the portion of rents representative of the interest factor.

(2) For the twelve months ended June 30, 2003 and 2002, respectively. This data is not available for six-month periods.
5
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RISK FACTORS

Before you invest in the notes, you should carefully consider the risks involved. Accordingly, you should carefully consider the information
contained or incorporated by reference in this prospectus, including the risk factors listed below. The risks and uncertainties described below
are not the only ones facing us. Additional risks and uncertainties not presently known to us or that we currently believe to be immaterial may
also adversely affect our business. If any of the following risks or uncertainties develops into an actual event, it could have a material adverse
effect on our business, financial condition or results of operations and could adversely affect the value of the notes.

Risks Related to Our Business

We are primarily a personal automobile insurance carrier, and therefore our business may be adversely affected by conditions in this

industry.

Approximately 84.4% of our direct premiums written for the year ended December 31, 2002 were generated from personal automobile
insurance policies. As a result of our focus on that line of business, negative developments in the economic, competitive or regulatory conditions
affecting the personal automobile insurance industry could have a material adverse effect on our results of operations and financial condition.
Factors that negatively affect cost trends and our profitability include inflation in automobile repair costs, automobile parts costs, used car prices
and medical care. Increased litigation of claims may also adversely affect loss costs. In addition, these developments in the personal automobile
insurance industry would have a disproportionate effect on us, compared to insurers which are more diversified across multiple business lines.

We write a substantial portion of our business in Massachusetts, and therefore our business may be adversely affected by conditions and
adverse judicial decisions in Massachusetts.

Approximately 86.6% of our direct premiums written for the year ended December 31, 2002 were generated in Massachusetts. Our revenues
and profitability are therefore subject to prevailing regulatory, economic, demographic, competitive and other conditions, including
weather-related events as described below, and adverse judicial decisions in Massachusetts. Changes in any of these conditions or the rendering
of an adverse judicial decision could make it more costly or difficult for us to conduct our business. In addition, these developments would have
a disproportionate effect on us, compared to insurers that do not have such a geographic concentration. For a discussion of risks related to
regulatory developments, see ~ We are subject to comprehensive regulation by Massachusetts as well as the other states in which we operate, and
our ability to earn profits may be restricted by these regulations.

Our financial performance may be materially adversely affected by severe weather conditions or other catastrophic losses.

We are exposed to the risk of severe weather conditions and other catastrophes. Catastrophes can be caused by natural events, such as
hurricanes, coastal storms, severe ice or snow storms, tornadoes, windstorms, earthquakes, hailstorms and fires, and man-made events, such as
explosions, terrorist attacks or riots. The incidence and severity of such catastrophes are inherently unpredictable and our losses from
catastrophes could be substantial. The occurrence of claims from catastrophic events is likely to result in substantial volatility in our financial
condition or results of operations for any fiscal quarter or year and could have a material adverse effect on our financial condition or results of
operations and our ability to write new business. This volatility is compounded by accounting regulations that do not permit reinsurers to reserve
for such catastrophic events until they occur.

The occurrence of severe weather conditions is inherently unpredictable. There is generally an increase in claims frequency and severity
under the personal automobile insurance we write when severe weather occurs because of a higher incidence of vehicular accidents and other
insured losses tend to occur as a result of severe weather conditions. We do not carry reinsurance for physical damage or comprehensive
catastrophic-related losses for our personal or commercial automobile product lines.

6
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In addition, we have exposure to an increase in claims frequency and severity under the homeowners and other property insurance we write
because property damage may result from severe weather conditions. Some catastrophes are restricted to small geographic areas; however,
hurricanes, coastal storms, tornadoes, winter storms, windstorms, earthquakes, terrorist attacks and other man-made catastrophes may produce
significant damage over large, heavily populated areas. Although we participate in a quota share reinsurance program to limit our exposure to
these types of natural catastrophes, we would have no reinsurance recoveries for a single event catastrophe to the extent that the total loss
exceeds $347 million. This calculation is based on the annual estimated amount of premiums subject to the new 65% quota share reinsurance
program effective July 1, 2003. Several limitations were added to the new quota share program regarding losses related to nuclear, chemical and
biological terrorist events. Our maximum loss recovery in case of these types of events is estimated at $26 million. Although we attempt to
manage our exposure to such events, a single catastrophic event could affect multiple geographic zones or the frequency or severity of
catastrophic events could exceed our estimates. As a result, the occurrence of one or more catastrophic events could have a material adverse
effect on our financial condition or results of operations.

We are part of a joint underwriting association that provides excess loss coverage to nuclear power plants and related facilities. Our
maximum exposure in the event of a catastrophic loss at an insured nuclear facility is $5.0 million.

If we are not able to attract and retain independent agents, it could adversely affect our business.

We market our insurance solely through independent agents. We must compete with other insurance carriers for the business of independent
agents. Additionally, most agents represent more than one company, which means we face competition within each agency. Some of our
competitors offer a larger variety of products, lower prices for insurance coverage or higher compensation. While we believe that the
compensation and services we provide to our agents are competitive with other insurers, changes in compensation, services or products offered
by our competitors could make it harder for us to attract and retain independent agents to sell our insurance products.

If our affinity relationship with the AAA Clubs of Massachusetts were to be terminated, our sales of personal automobile insurance
products may decline, which would adversely affect our business and results of operations.

Since 1995 we have actively pursued affinity group marketing programs, which provide participating groups with a means of purchasing
discounted private passenger automobile insurance through associations and employer groups. Our largest agreements are with the four
American Automobile Association Clubs in Massachusetts, to which $619.0 million, or 44.0%, of our direct premiums written were attributable
in 2002. In addition, 13.5% of our total Massachusetts automobile exposures written through the AAA affinity group marketing program were
written through insurance agencies owned by the AAA clubs. We are the exclusive underwriter of Massachusetts personal automobile group
programs for those AAA clubs. We have a rolling three-year contract with each of these AAA clubs that may be terminated by the AAA club
upon a minimum of three years written notice. Should one or more of these AAA clubs elect to terminate those exclusive agreements, we would
lose a significant avenue for offering affinity discounts, and we may not be able to achieve comparable sales through different affinity programs
or otherwise. We also expect that we would lose the business written through any insurance agency owned by a AAA club that elects to
terminate its exclusive arrangement with us. In addition, the AAA insurance agency in Massachusetts that writes the greatest amount of our
business, accounting for $79.8 million of direct premiums written in 2002, is controlled by the same AAA club that controls the Rhode Island
AAA insurance agency. In 2002, that Rhode Island AAA insurance agency produced $16.9 million of direct premiums written for our subsidiary
American Commerce, representing 1.2% of our total direct premiums written for that year. If the AAA insurance agency in Massachusetts that is
affiliated with the Rhode Island AAA insurance agency were to terminate its exclusive arrangement with us, we expect that American
Commerce would likely lose its Rhode Island business as well. For these reasons, the termination of our exclusive arrangement with one or more
of the AAA clubs may have an adverse effect on our business and results of operations.
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If American Commerce s relationship with one or more large AAA clubs terminates, then American Commerce would lose a substantial
portion of its business, which could have a material adverse effect on our business and results of operations.

American Commerce s business is concentrated in several states. In 2002, the direct premiums written produced from the state where
American Commerce has the largest concentration totaled $30.4 million, representing 21.8% of American Commerce s direct premiums written
and 2.2% of our total direct premiums written for that year. Direct premiums written by American Commerce in the top six states in which
American Commerce does business represented $107.1 million, or 77.0% of American Commerce s direct premiums written and 7.6% of our
total direct premiums written in 2002. Furthermore, all of American Commerce s business in each of these states is generated by one or more
insurance agencies owned by a single AAA club in that state, with limited exceptions. Therefore, if American Commerce s relationship with one
or more of these AAA clubs terminates, then American Commerce would likely lose a substantial portion of its business, and that loss of
business could have a material adverse effect on our results of operations.

Established competitors with greater resources may make it difficult for us to market our products effectively and offer our products at a

profit.

We compete with various regional and domestic insurers, national agency companies and direct writers. Some of these competitors have
financial resources greater than ours. Any of these competitors could undertake actions which could adversely affect our profitability, such as
pricing automobile insurance premiums more aggressively or offering greater compensation to independent agencies. According to A.M. Best,
we were the largest writer of personal automobile insurance in Massachusetts in 2002, with a 25.7% share of direct premiums written. By
comparison, the second, third and fourth largest writers of personal automobile insurance in Massachusetts had shares of direct premiums
written of 10.6%, 10.5% and 7.6%, respectively, in 2002, according to A.M. Best.

We believe the Massachusetts regulatory environment, which

requires personal automobile insurers to issue a policy to any eligible applicant who seeks one, known as the take all comers law,

fixes maximum personal automobile rates, which has the effect of keeping premiums artificially low on specific high risk segments of the
market, such as urban and youthful drivers, effectively imposing higher premiums on lower risk segments,

assigns certain agents that have not been able to obtain a voluntary contract with another insurer, known as Exclusive Representative
Producers, or ERPs, to servicing carriers on the basis of market share,

apportions losses incurred by the state-mandated residual market run by Commonwealth Automobile Reinsurers, known as CAR,
mandates that higher compulsory and optional coverages be offered to all eligible drivers, and

establishes minimum agency commissions,
has discouraged certain companies with more traditional underwriting and pricing approaches from establishing a presence or expanding their
market share in Massachusetts. Changes in prevailing regulatory policies could adversely affect our competitive position. We cannot assure you
that such changes will not occur.
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We are subject to comprehensive regulation by Massachusetts as well as the other states in which we operate, and our ability to earn
profits may be restricted by these regulations.

General Regulation. We are subject to regulation by government agencies in Massachusetts, as well as in the other states in which we
operate, and we must obtain prior approval for certain corporate actions. In Massachusetts, for example, we must comply with regulations
involving:

mandatory underwriting, commonly known as take-all-comers regulations;
transactions between an insurance company and any of its affiliates;
the payment of dividends;
the acquisition of an insurance company or of any company controlling an insurance companys;
approval or filing of premium rates and policy forms;
solvency standards;
minimum amounts of capital and surplus which must be maintained;
limitations on types and amounts of investments;
restrictions on the size of risks which may be insured by a single company;
limitation of the right to cancel or choose not to renew policies in some lines;
regulation of the right to withdraw from markets or terminate involvement with agencies;
requirements to participate in residual markets, such as CAR, or other state-mandated insurance pools;
licensing of insurers and agents;
deposits of securities for the benefit of policyholders; and
reporting with respect to financial condition.
The other states in which we operate have similar regulations. In addition, insurance department examiners from Massachusetts, California

and Ohio perform periodic financial and market conduct examinations of insurance companies. Such regulation is generally intended for the
protection of policyholders rather than security holders.

Massachusetts requires that all licensed property and casualty insurers bear a portion of the losses suffered by some insureds as a result of
impaired or insolvent insurance companies. In 2002 and 2001, we were assessed $4.5 million and $3.1 million, respectively, as our portion of
these losses primarily due to the insolvencies of The Trust Insurance Company, New England Fidelity, and Credit General Insurance Company.
In addition, Massachusetts has established an underwriting association in order to ensure that property insurance is available for owners of high
risk property who are not able to obtain insurance from private insurers. The losses of this underwriting association are shared by all insurers that
write property and casualty insurance in Massachusetts. We are assessed from time to time to pay those losses. The effect of these assessments
could reduce our profitability in any given period and limit our ability to grow our business. Additionally, Commerce West and American
Commerce are domiciled in California and Ohio, respectively, and are both covered by similar associations in the states where they do business.
These associations operate similarly to the Massachusetts association described above.
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We are unable to predict changes in the political, economic or regulatory environments in Massachusetts and other states in the future. We
cannot assure you that existing insurance-related laws and regulations will not become more restrictive in the future or that new restrictive laws
will not be enacted, and we cannot predict the potential effects on us of any such laws and regulations.

Massachusetts Personal Automobile Insurance Regulation; Commonwealth Automobile Reinsurance Program. We are subject to the
extensive regulation of the private passenger automobile insurance industry in Massachusetts, and our ability to earn profits may be restricted by
these requirements. Owners of automobiles
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are required to demonstrate minimum automobile insurance coverage prior to registration. Generally, we are required by law to issue a policy to
any applicant who seeks it. On the basis of our market share, we are assigned ERPs. In addition, we are required to participate in the
state-mandated reinsurance program run by CAR, to which we may cede risks that we believe are underpriced and from which we are allocated a
portion of the program s overall losses. Since its inception, CAR has annually generated hundreds of millions of dollars in underwriting losses,
primarily in the personal pool. All companies underwriting automobile insurance in Massachusetts share in the underwriting results of the CAR
business for their respective product line or lines. A company s proportionate share of the CAR personal or commercial deficit is based on its
market share of the automobile risks for the particular pool, adjusted by a utilization formula such that, in general, a company s participation ratio
is disproportionately and adversely affected if its relative use of CAR reinsurance exceeds that of the industry, and favorably affected if its
relative use of CAR reinsurance is less than that of the industry. Finally, for the personal automobile CAR pool, an insurer s participation ratio
may be affected by credits received for not reinsuring through CAR automobile risks in selected underpriced classes and territories. An insurer s
participation ratio will be favorably affected if its relative use of credits exceeds that of the Massachusetts industry. Credit values are set
annually by CAR, and we cannot forecast whether the yearly changes will be beneficial or detrimental to the results of our personal automobile
insurance business.

Member companies of CAR have joint and several liabilities for the obligations of CAR. If one member of CAR fails to pay its assessments,
each of the remaining members of CAR will be required to pay its pro-rata share of the member who fails to pay its obligations. As a result of
the concentration of the Massachusetts market for personal automobile insurance, the assessment could have a material adverse effect on our
results of operations if one of the leading companies were to fail. At the present time, we are not aware of any CAR member company who has
failed to meet its obligations.

Proposals to change certain of CAR s rules are under consideration. In a letter to the Commissioner of Insurance of Massachusetts, whom we
refer to as the Commissioner, dated June 25, 2002, the Massachusetts Attorney General reported that his office has determined that CAR s
current methodology for assigning ERPs and distributing the CAR deficit is not fair and equitable. The Attorney General s letter describes
several factors that he believes support his findings and which he believes should be corrected in order to comply with Massachusetts law
governing CAR. The Attorney General s letter calls on the Commissioner to work with him to address these issues. The letter has engendered
discussion and dialogue among various parties, including the Division of Insurance, that could result in material changes to CAR s rules. It is
uncertain when, whether and to what extent the issues raised by the Attorney General will be addressed by the Commissioner. We cannot be
certain whether any changes, if adopted by CAR, would affect our profitability.

Massachusetts Rate and Commission Regulation. Our marketing and underwriting strategies are limited by maximum premium rates and
minimum agency commission levels for personal automobile insurance, which are mandated by the Commissioner. Rate decisions by the
Commissioner are based upon claims experience and other data which are several years old and may not reflect current conditions. If the
information considered does not accurately predict the future benefit and expense costs of insurers, or if the Commissioner otherwise sets
inadequate premium rates, our future profitability could be decreased. Future increases in commission rates would also decrease our profitability
without corresponding increases in premiums.

If we lose certain key personnel, or are unable to attract and retain talented employees and executives, our ability to conduct business
successfully could be hindered.

Our future success depends significantly upon the continued contributions of certain key management personnel. We have employed Arthur
J. Remillard, Jr., our Chairman, President and Chief Executive Officer, for 31 years and Gerald Fels, our Executive Vice President and Chief
Financial Officer, for 28 years. We have employed our other executive officers for an average of 12.4 years each. We do not have employment
agreements with any of our executive officers, nor do we have key man life insurance policies covering them. The loss of the services and the
institutional knowledge of any one of these officers could adversely affect our business and harm our results of operations and financial
condition. Additionally, our ability to continue

10

Table of Contents 19



Edgar Filing: COMMERCE GROUP INC /MA - Form S-3

Table of Contents

profitable growth and to remain a competitive force in the marketplace depends, in part, on our ability to hire and retain talented employees.

New claim, coverage and regulatory issues in the insurance industry may adversely affect us.

As insurance industry practices and regulatory, judicial, and consumer conditions change, unexpected and unintended issues related to
claims, coverage and underwriting may emerge. The issues can have a negative effect on our business by either extending coverage beyond our
underwriting intent or by increasing the size of claims. Recent examples of emerging claims, coverage and underwriting issues include:

a growing trend of plaintiffs targeting automobile insurers in purported class action litigation relating to claims-handling practices such as
total loss evaluation methodology and cases alleging that insureds are entitled to recover the inherent diminution in the value of their
vehicles involved in accidents;

increases in the number and size of water damage claims, including those related to expenses for testing and remediation of mold
conditions;

the use of an applicant s credit rating as a factor in making risk selection and pricing decisions; and

the availability of coverages which pay different commission levels to agents depending upon premium level.

The effects of these and other unforeseen emerging claim, coverage and underwriting issues could negatively affect our results of operations
or our methods of doing business.

Regulatory changes to enhance competition in Massachusetts are being considered and, if enacted, could adversely affect our market

share and profitability.

From time to time, the Massachusetts Division of Insurance considers potential changes and reforms to the Massachusetts personal
automobile insurance system that would have the goal of enhancing competition. For example, in May 2003, the Division held a hearing on
changes to the system and solicited comments from the public, though it announced in August 2003 that no reforms would be implemented for
2004 as a result of that review. We are unable to predict what, if any, changes to the regulatory system the Division may implement, and
therefore are unable to determine whether the impact would be favorable or unfavorable to us, and the effect, if any, that it would have on
competition, nor can we predict when any changes would take effect.

We may enter new markets, and we cannot assure you that our diversification strategy will be effective.

Although we expect that our primary focus will continue to be on our core businesses in Massachusetts and the other states in which we are
currently doing business, we have sought and may continue to seek to take advantage of opportunities to expand our core businesses into other
states where we believe the independent agent distribution channel is strong. As a result of a number of factors, including the difficulties of
finding appropriate expansion opportunities and the challenges of operating in an unfamiliar market, we may not be successful in finding
opportunities to expand into other states or in exploiting opportunities we have identified. Further, there can be no assurance that our previous
expansion efforts will ultimately be successful.

Our failure to maintain a commercially acceptable financial strength rating would significantly and negatively affect our ability to

implement our business strategy successfully.

An important factor in an insurer s ability to compete effectively is its financial strength rating. A.M. Best generally is considered to be a
leading authority on insurance company ratings and information. A.M. Best assigns 15 ratings to insurance companies, which currently range
from A++ (Superior) to F (in liquidation). A.M. Best has currently assigned Commerce Insurance and Citation, our Massachusetts property and
casualty insurance subsidiaries, a combined A+ (Superior) rating. According to A.M. Best, an insurer with a Superior rating has, in A.M. Best s
opinion, a superior ability to meet its ongoing obligations to
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policyholders. Commerce West and American Commerce currently have ratings of A (Excellent). An insurer with an Excellent rating has, in
A.M. Best s opinion, an excellent ability to meet its ongoing obligations to policyholders. On May 22, 2003, we were notified by A.M. Best that
American Commerce was assigned a rating of A (Excellent) with a negative rating outlook. If American Commerce is subsequently downgraded
to below A- (Excellent), American Commerce s standing in the marketplace would be negatively impacted, which would adversely affect its
volume of premiums written and ultimately our financial condition and results of operations. For the year ended December 31, 2002, American
Commerce wrote $139.2 million in direct premiums, which amounted to 9.9% of our overall direct premiums written for that period.

Moody s Investor Service also rates the financial strength of insurance companies, and has assigned an A2 ( Good ) rating to Commerce
Insurance. According to Moody s, an insurer with an A2 ( Good ) rating offers good financial security, with elements present which suggest a
susceptibility to impairment sometime in the future. Moody s assigns these ratings to insurance companies, which currently range from Aaa to C,
with a numerical modifier in each generic rating classification to refer to the ranking in the group, with 1 being the highest and 3 being the
lowest. Both Moody s and A.M. Best base their ratings on factors that concern policyholders and not upon factors concerning investor protection.
Such ratings are subject to change and are not recommendations to buy, sell or hold securities. Any future decrease in the ratings of one of our
subsidiaries could affect our competitive position.

In addition, reinsurance companies and financial institutions use the A.M. Best and other insurance ratings to help assess the financial
strength and quality of insurance companies. A decline in the ratings of our property and casualty insurance subsidiaries may dissuade a
reinsurance company or financial institution from conducting business with us or increase our reinsurance or interest costs.

Our losses and loss adjustment expenses may exceed our reserves, which could adversely affect our results of operations and financial

condition.

The reserves for losses and loss adjustment expenses, or LAE, that we have established are estimates of amounts needed to pay reported and
unreported claims and related expenses based on facts and circumstances known to us as of the time we established the reserves. Reserves are
based on historical claims information, industry statistics and other factors. The establishment of appropriate reserves is an inherently uncertain
process. This uncertainty arises from a number of factors, including the difficulty in predicting the rate of inflation and the rate and direction of
changes in trends, interpretation of insurance policy provisions by courts, inconsistent decisions in lawsuits regarding coverage and expanded
theories of liability. In addition, changes in claims settlement practices can lead to changes in loss payment patterns, which are used to estimate
reserve levels. There can be no assurance that our ultimate liability will not materially exceed our reserves.

Due to the inherent uncertainty of estimating reserves, it has been necessary, and will over time continue to be necessary, to revise estimated
future liabilities as reflected in our reserves for claims and policy expenses. If our reserves subsequently are found to be inadequate and therefore
must be strengthened, we would be required to treat the amount of such increase as a charge to our earnings in the period that the deficiency is
recognized, which would have an adverse effect on our results of operations and financial condition.

The historic development of reserves for losses and loss adjustment expenses may not necessarily reflect future trends in the development of
these amounts. Accordingly, it is not appropriate to extrapolate redundancies or deficiencies based on historical information.

Market fluctuations and changes in interest rates have had, and may continue to have, significant and negative effects on our

investment portfolio.

Our results of operations depend in part on the performance of our invested assets. We seek to manage our investment portfolio in a manner
consistent with the needs of our insurance operations; however, there can be no assurance that we will be successful in this regard. We had
fixed-income, preferred stock and
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preferred stock mutual fund investments with a market and equity value of $1.53 billion at June 30, 2003 that are subject to:

market value risk, which is the risk that our invested assets will decrease in value, due to a change in the prevailing market yields on our
investments, an unfavorable change in the liquidity of an investment or an unfavorable change in the financial prospects or a downgrade in
the credit rating of the issuer of an investment or one or more other factors;

reinvestment risk, which is the risk that interest rates will decline, an investment will be redeemed and we will not be able to reinvest the
proceeds in a comparable investment that provides a yield equal to or greater than the investment which was redeemed; and

liquidity risk, which is the risk that we may have to sell assets at an undesirable time and/or price to provide for payment of claims.

In addition, our investment portfolio is subject to risks inherent in the domestic and international capital markets. The functioning of those
markets, the value of our investments and our ability to liquidate investments on short notice may be adversely affected if those markets are
disrupted by national or international events including, without limitation, wars, terrorist attacks, recessions or depressions, high inflation or a
deflationary environment, the collapse of governments or financial markets, and other factors or events.

Our fixed-income investment portfolio includes mortgage-backed and other asset-backed securities. As of June 30, 2003, mortgage-backed
securities and other asset-backed securities constituted approximately 13.7% of our cash and invested assets. As with other fixed income
investments, the fair value of these securities fluctuates depending on market and other general economic conditions and the interest rate
environment. Changes in interest rates can expose us to prepayment risks on these investments. In periods of declining interest rates, mortgage
prepayments generally increase and mortgage-backed securities and other asset-backed securities are paid more quickly, requiring us to reinvest
the proceeds at the then current market rates.

We seek to maintain a proper amount of diversity and liquidity in our portfolio; however, there can be no assurance that we will be
successful in this regard. If our portfolio were to be impaired by market or issuer-specific conditions to a substantial degree, our liquidity,
financial position and financial results could be materially adversely affected. Further, our income from these investments could be materially
reduced, and write-downs of the value of certain securities could further reduce our profitability. In addition, a decrease in value of our
investment portfolio could put our subsidiaries at risk of failing to satisfy regulatory capital requirements. If we were not at that time able to
supplement our capital by issuing debt or equity securities on acceptable terms, our ability to continue growing could be adversely affected.

Interest rates in the United States are currently low relative to recent historical levels. Based on data compiled from Bloomberg L.P., the
pretax yield on U.S. Treasury securities with a five-year maturity has declined from approximately 6.3% at December 31, 1999 to approximately
3.2% at July 31, 2003. An increase in interest rates could reduce the fair value of our investments in debt securities. As of August 29, 2003, the
impact of an immediate 100 basis point increase in market interest rates on our debt securities portfolio would have resulted in an estimated
decrease in fair value of 4.3% or approximately $58.8 million.

Our significant ownership interests in several closed-end preferred stock mutual funds may cause our net earnings to be more volatile

than many other similar companies.

The equity method of accounting for our investment in any fund in which we own 20% or more requires us to recognize as a realized
investment gain (loss) the change in the net asset value of the fund as compared to the end of our immediately preceding fiscal quarter. The
closed-end preferred stock mutual funds that we account for using the equity method primarily invest in preferred stock. Therefore the decline in
interest rates during the second quarter of 2003 caused a significant increase in the net asset value of those funds and, as a direct consequence, an
increase in the net realized investment gains that we recognized for those investments for the six months ended June 30, 2003. If, as we expect,
long-term interest rates are higher at September 30, 2003 than they were at June 30, 2003, the respective net asset values of those funds
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very likely would be less than they were at June 30, 2003, and we would recognize a net realized investment loss for the three months ending
September 30, 2003 for any fund in which we owned 20% or more. Our ownership level in four of these funds currently remains above 20%.
The impact of the equity method of accounting for our investment in those mutual funds has had and in the future may have a material adverse
effect on our results of operations and may cause our results of operations to be more volatile than those of other similar companies.

For the six months ended June 30, 2003, our net earnings were materially affected by our realized investment gains, which increased
$68.1 million after-taxes to $42.9 million after-taxes compared to a realized investment loss of $25.2 million after-taxes for the comparable
period of 2002. The realized gains resulted primarily from improvements in the market values of underlying securities held by closed-end
preferred stock mutual funds, which resulted in an increase in equity of $25.8 million and sales of securities of $24.3 million after-taxes. The
increase in equity of closed-end preferred stock mutual funds resulted primarily from the decline in interest rates during the second quarter of
2003, which had the favorable effect of increasing the net asset value of seven closed-end preferred stock mutual funds in which we owned 20%
or more and therefore were required to categorize as realized investment gains using the equity method of accounting.

As of the date of this prospectus, we still own four fund investments that we account for using the equity method. If, as we expect,
long-term interest rates are higher at September 30, 2003 than they were at June 30, 2003, the respective net asset values of those funds as of
September 30, 2003 very likely would be less than they were at June 30, 2003, and we would recognize a net realized investment loss for those
four fund investments that may have a material adverse effect on our results of operations for the period ending September 30, 2003.

One or more adverse developments in a purported class action lawsuit pending against us could force us to increase materially our loss
and loss adjustment expense reserves, which would adversely impact our results of operations.

A purported class action lawsuit is pending in Massachusetts state court against Commerce Insurance that alleges damages as a result of the
purported inherent diminution in the value of vehicles that are involved in accidents. We have not established a reserve for any potential liability
we may have in connection with this action because we are currently unable to estimate our potential exposure resulting from this lawsuit.
However, if there were a final decision certifying that a relatively large class of our policyholders is entitled to recover damages based upon the
inherent diminished value theory advocated by the plaintiff, we may have to increase materially our loss and loss adjustment expense reserves as
a result, which would adversely impact our results of operations. Other insurance companies face similar suits in cases outside of Massachusetts.

In April 2002, the trial judge entered partial summary judgment for the plaintiff on the issue of whether the Massachusetts automobile
policy covers her claim, ruling that the plaintiff would be entitled to reimbursement under the policy if the plaintiff were able both to prove that
her vehicle suffered inherent diminished value in the accident and to quantify the amount of such diminution in value. Subsequently, the
Massachusetts Division of Insurance issued an Advisory Ruling in which it stated, among other things, its position that the form of
Massachusetts insurance policy at issue in the case does not cover claims for inherent diminished value. In addition, in a similar case brought
against another Massachusetts insurer, a different Massachusetts trial judge ruled that claims for inherent diminution of value are not covered by
the same Massachusetts automobile insurance policy.

The trial court in which the lawsuit against Commerce Insurance is pending has stayed all further proceedings, and the Massachusetts
Supreme Judicial Court agreed to review this issue, heard oral argument on the case on March 4, 2003 and may render a decision at any time. If
the Supreme Judicial Court determines that the Massachusetts automobile insurance policy at issue in the lawsuit pending against us covers a
claim for inherent diminished value, then the Supreme Judicial Court will remand the case to the trial court, where we would vigorously oppose
any potential effort by the plaintiff to certify a class.
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Effective January 1, 2003, the form of automobile policy used by all insurers in Massachusetts was amended to confirm that there is no
coverage for inherent diminished value as a result of any accident occurring after the effective date of the amendment.

We may not be able to successfully alleviate risk through reinsurance arrangements, which could cause us to reduce our premiums
written in certain lines or could result in losses.

In order to reduce risk and to increase our underwriting capacity, we purchase reinsurance. The availability and the cost of reinsurance
protection is subject to market conditions, which are outside of our control. A catastrophe, even if it primarily affects a geographic area outside
of our markets, could significantly limit the availability of reinsurance, which would adversely affect our ability to obtain reinsurance. As a
result, we may not be able to successfully alleviate risk through these arrangements. In addition, we are subject to credit risk with respect to our
reinsurance because the ceding of risk to reinsurers does not relieve us of our liability to our policyholders. A significant reinsurer s insolvency or
inability to make payments under the terms of a reinsurance treaty could have a material adverse effect on our results of operations and financial
condition.

Our results may fluctuate due to the highly cyclical nature of the insurance industry.

Historically, the financial performance of the property and casualty insurance industry has tended to fluctuate in cyclical patterns of soft
markets followed by hard markets. A hard market is an insurance market in which the demand for insurance exceeds the readily available supply
and premiums are relatively high; conversely, a soft market is an insurance market in which the supply of insurance exceeds the current demand
and premiums are relatively low. Although an individual insurance company s financial performance is dependent on its own specific business
characteristics, the profitability of most property and casualty insurance companies tends to follow this cyclical market pattern. Since
approximately the last half of 2001, the property and casualty insurance industry appears to be experiencing a hardening market. Because this
cyclicality is due in large part to the actions of our competitors and general economic factors, we cannot predict with certainty how long this
hardening market will last.

The failure of a key third party service vendor would adversely affect our ability to timely write Massachusetts automobile policies, which
would adversely affect our results of operations.

We use a third party service vendor to provide rating and policy production data to us for use in underwriting our Massachusetts personal
and commercial automobile policies. If this vendor were to suffer a catastrophic loss or otherwise be unable to provide us these data, we would
be unable to write those policies until we obtained an alternative source for this information, which would adversely affect our results of
operations and future customer relations.

We face risks from technology-related failures.

Increasingly, our businesses are dependent on computer and Internet-enabled technology. Although we have and test various disaster
recovery plans, a sustained shutdown of one or more of our facilities, or a failure of one or more of our information technology,
telecommunications or other business systems, could significantly impair our ability to perform our normal functions on a timely basis. In
addition, because our information technology and telecommunications systems interface with and depend on third party systems, we could
experience service denials if demand for such service exceeds capacity or third party systems fail or experience interruptions. If sustained or
repeated, such a business interruption, systems failure or service denial could result in a deterioration of our ability to write and process new or
renewal business, provide customer service, pay claims in a timely manner or perform other necessary corporate functions. This could materially
and adversely affect our results of operations and future customer relations.
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Risks Related to the Notes

The notes may effectively be subordinated to any existing and future liability of ours or any of our subsidiaries.

You will effectively be subordinated to the debt and other liabilities of our subsidiaries, including their obligations to policyholders. We are
a holding company and conduct nearly all our operations through our subsidiaries. Therefore, in the event of the insolvency or liquidation of a
subsidiary, following payment by such subsidiary of its liabilities, including their obligations to policyholders, such subsidiary may not have
sufficient remaining assets to make payments to us as a shareholder or otherwise. In the event of a default by a subsidiary under any credit
arrangement or other indebtedness, its creditors could accelerate such debt, prior to such subsidiary distributing amounts to us that we could
have used to make payments on the notes. In addition, if we caused a subsidiary to pay a dividend to us to make payment on the notes and such
dividend were determined to be a fraudulent transfer, you would be required to return the payment to the subsidiary s creditors.

We and our subsidiaries will be able to issue or incur additional indebtedness that is senior to the notes in the future, provided the secured
portion of such debt does not exceed 15% of our consolidated tangible net worth, as defined in the indenture for the notes.

We are a holding company, and we may not have access to the cash that is needed to make payment on the notes.

Nearly all of our operations are conducted through our subsidiaries, and none of our subsidiaries is obligated to make funds available to us
for payment on the notes. Accordingly, our ability to make payments on the notes is dependent on the earnings and the distribution of funds to us
from our subsidiaries. Restrictions on our subsidiaries ability to pay dividends or to make other cash payments to us may materially affect our
ability to pay principal and interest on the notes and any other indebtedness.

Our subsidiaries are able to incur additional indebtedness that may restrict or prohibit the making of distributions, the payment of dividends
or the making of loans by our subsidiaries to us. We cannot assure you that the agreements that may govern the future indebtedness of our
subsidiaries will permit our subsidiaries to provide us with sufficient dividends, distributions or loans to fund payments on these notes when due.

Our insurance subsidiaries may declare and pay dividends to us only if they are permitted to do so under the insurance regulations of their
respective domiciliary state. All of the states in which our insurance subsidiaries are incorporated regulate the payment of dividends. Under
Massachusetts law, insurers may pay cash dividends only from earnings and statutory surplus, and the insurer s remaining surplus must be both
reasonable in relation to its outstanding liabilities and adequate for its financial needs. Following the declaration and payment of such dividends,
the insurer must file a report with the Commissioner. A Massachusetts insurance company may not pay an extraordinary dividend or distribution
unless the insurer gives the Commissioner at least 30 days prior notice of the declaration and the Commissioner does not disapprove of the plan
of payment prior to the date of such payment. An extraordinary dividend or distribution is one whose fair market value, together with that of
other dividends or distributions within the preceding twelve-month period, excluding pro rata distributions of any class of the insurer s own
securities, exceeds the greater of (1) ten percent of the insurer s surplus as regards to policyholders as of the preceding year end or (2) the net
income of such insurer for the preceding year. California and Ohio have similar laws regulating the payment of dividends by insurance
companies to those in Massachusetts.

The aggregate amount of dividends calculated in accordance with regulations of Massachusetts, California and Ohio that may be paid in
2003 from all of our insurance subsidiaries without prior regulatory approval is approximately $76.0 million, of which $66.2 million has been
approved and paid as of June 30, 2003.

Notwithstanding the foregoing, if insurance regulators otherwise determine that payment of a dividend or any other payment to an affiliate
would be detrimental to an insurance subsidiary s policyholders or creditors,
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because of the financial condition of the insurance subsidiary or otherwise, the regulators may block dividends or other payments to affiliates
that would otherwise be permitted without prior approval.

The notes comprise a new issue of securities for which there is currently no public market.

The notes will not be listed on any securities exchange or included in any automated quotation system. We do not know whether an active
trading market will develop for the notes. If the notes are traded after their initial issuance, they may trade at a discount from their initial offering
price depending on prevailing interest rates, the market for similar securities, our performance and other factors. We do not intend to apply for
listing of the notes on any securities exchange or other stock market.

DISCLOSURE REGARDING FORWARD-LOOKING STATEMENTS

This prospectus and the documents it incorporates by reference may contain statements that are not historical fact and constitute
forward-looking statements within the meaning of Section 27A of the Securities Act and Section 21E of the Securities Exchange Act. Statements
about our expectations, beliefs, plans, objectives, assumptions or future events or performance are not historical facts and may be
forward-looking. These statements are often, but not always, made through the use of words or phrases such as anticipates,  estimates,  plans,
projects,  continuing, ongoing, expects, may, should, management believes, we believe, we intend and similar words or phrases. '
may address, among other things, our strategy for growth, business development, regulatory approvals, market position, expenditures, financial
results and reserves. Accordingly, these statements involve estimates, assumptions and uncertainties that could cause actual results to differ
materially from those expressed in them. All forward-looking statements are qualified in their entirety by reference to the factors discussed
throughout this prospectus and in the documents incorporated by reference. Among the key factors that could cause actual results to differ
materially from the forward-looking statements:

the possibility of severe weather and adverse catastrophe experiences,

adverse trends in claim severity or frequency,

adverse state and federal regulation and legislation,

adverse judicial decisions,

interest rate risk,

rate making decisions for private passenger automobile policies in Massachusetts,

potential rate filings outside of Massachusetts,

heightened competition,

concentration of business within Massachusetts,

dependence on our executive officers, and

the economic, market or regulatory conditions and risks associated with entry into new markets and diversification.

These important factors are discussed in more detail in this prospectus under Risk Factors and under Our Business and Management s

Discussion and Analysis of Financial Condition and Results of Operations and in our Annual Report on Form 10-K for the fiscal year ended
December 31, 2002, our Quarterly Reports on Form 10-Q for the three-month period ended March 31, 2003 and the three- and six-month

periods ended June 30, 2003, and other documents we have filed with the SEC and which are incorporated by reference herein. You may obtain
copies of these documents as described under Where You Can Find More Information; Incorporation by Reference.

You should not place undue reliance on any forward-looking statement. The risk factors referred to above, as well as the risk factors in this
prospectus, could cause actual results or outcomes to differ materially
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from those expressed in any forward-looking statement made by us or on our behalf. Further, any forward-looking statement speaks only as of
the date on which it is made, and we undertake no obligation to update any forward-looking statement to reflect events or circumstances after the
date on which the statement is made or to reflect the occurrence of unanticipated events. New factors emerge from time to time, and it is not
possible for us to predict which factors will arise. In addition, we cannot assess the impact of each factor on our business or the extent to which
any factor, or combination of factors, may cause actual results to differ materially from those contained in any forward-looking statements.

SOURCES OF CERTAIN STATISTICAL AND OTHER INFORMATION

This prospectus includes or incorporates by reference certain statistical and other data with respect to us, our products and services and our
industry, derived from publicly available reports and other publications of A.M. Best and Bloomberg L.P. referenced in this prospectus. These
organizations generally use methodology and conventions that they deem appropriate to measure companies within the relevant industry
segment. These organizations generally indicate that they have obtained information from sources believed to be reliable, but do not guarantee
the accuracy and completeness of such information. While we believe this information to be reliable, we have not independently verified such
data.
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ABOUT COMMERCE GROUP

The Commerce Group, Inc., a Massachusetts corporation, is an insurance holding company that was incorporated in 1976. We currently
operate four property and casualty insurance subsidiaries:

The Commerce Insurance Company;
Citation Insurance Company;
American Commerce Insurance Company; and

Commerce West Insurance Company.

Commerce Insurance, our principal operating subsidiary, is located in Webster, Massachusetts and was founded in 1971. Commerce
Insurance and Citation, also located in Webster, Massachusetts, write primarily personal and commercial automobile and homeowners insurance
in Massachusetts and, to a much lesser extent, in New Hampshire. Commerce Insurance and Citation are wholly owned subsidiaries of
Commerce Holdings, Inc., which is a wholly-owned subsidiary of Commerce Group.

American Commerce, located in Columbus, Ohio, writes primarily personal automobile and homeowners insurance in 26 states. American
Commerce is a wholly-owned subsidiary of ACIC Holding Co., Inc., which acquired American Commerce in 1999. Prior to that acquisition,
American Commerce was known as Automobile Club Insurance Company and was a subsidiary of the American Automobile Association.
Commerce Insurance owns a 95% equity interest in ACIC Holding. The other 5% is owned by AAA Southern New England. Since 1995, we
have maintained an affinity group marketing relationship with AAA Insurance Agency, Inc., a subsidiary of AAA Southern New England. AAA
Insurance Agency, Inc. has been a licensed insurance agent of ours since 1985.

Commerce West, a wholly-owned subsidiary of Commerce Insurance located in Pleasanton, California, writes primarily personal and
commercial automobile insurance in California and Oregon. Prior to our acquisition of Commerce West in 1995, it was known as Western
Pioneer Insurance Company.

Commerce Group also owns Bay Finance Company, Inc., which originates and services residential and commercial mortgages primarily in
Massachusetts, and Clark-Prout Insurance Agency, which offers a full line of insurance products, including policies written by us.

The following shows our current organizational structure:

We are considering an internal reorganization that would result in each of ACIC Holding and Commerce West becoming direct subsidiaries
of Commerce Holdings, rather than Commerce Insurance. The reorganization may occur after the offering of the notes. The purpose of the
reorganization would be to allow us to use capital more efficiently through our operating subsidiaries and to streamline our organizational
structure. Massachusetts insurance regulations would require us to contribute cash to the operating subsidiaries in order to effect the
reorganization. We do not expect the reorganization to have a material effect
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on how we operate our business. The following is our expected organizational structure following the reorganization:
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USE OF PROCEEDS
We estimate that we will receive net proceeds from the offering of the notes of approximately $ million, based on an assumed public
offering price of $ per note. We intend to use the net proceeds from the offering for general corporate purposes, including to enhance the

capital position of our insurance operating subsidiaries in support of recent premium growth, as well as to continue diversification efforts outside
of Massachusetts by our existing subsidiaries. The enhancement of the capital position will be accomplished, in part, through the completion of
the internal reorganization described under About Commerce Group. Until we use the net proceeds in the manner described in this section, we
may temporarily use them to make short-term investments.

We expect that a substantial portion of the proceeds will be invested in one or more of our insurance company subsidiaries, will be added to
the investment portfolios of those subsidiaries, and may be used, in whole or in part, to support premium growth. We anticipate such proceeds
will be invested in securities that are consistent with our investment guidelines and policies. Discussions of the nature of such securities holdings
are set forth under Our Business Investments.
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CAPITALIZATION

The table below shows our unaudited consolidated capitalization as of June 30, 2003. The table also shows adjustments to our capitalization
to reflect this offering. You should read this table in conjunction with our consolidated financial statements, the related notes and other financial
information included in this prospectus.

As of June 30, 2003

Actual As adjusted

(Dollars in thousands)

Debt:
% Senior Notes due $
Total debt $
Minority Interest $ 4228
Stockholders equity:
Preferred stock, authorized 5,000,000 shares at $1.00 par value; none
issued
Common stock, authorized 100,000,000 shares at $.50 par value;
38,356,822 shares issued, including 6,401,792 treasury shares 19,178
Paid-in capital 42,140
Net accumulated other comprehensive income, net of income taxes of
$17,421. 32,353
Retained earnings 941,544
Treasury stock, at cost (179,289)
Total stockholders equity 855,926
Total debt, minority interest and stockholders equity $ 860,154
|

RATIO OF EARNINGS TO FIXED CHARGES

The following table presents our ratio of earnings to fixed charges on a consolidated basis for the periods shown:

Year Ended December 31,
Six Months
Ended
June 30, 2003 2002 2001 2000 1999 1998
2,400.1x 554.5x 1,135.5x 1,829.7x 1,272.8x 2,230.4x

We have computed the ratio of earnings to fixed charges by dividing earnings before income taxes plus fixed charges by fixed charges.
Fixed charges consist of the portion of rents representative of the interest factor.
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SELECTED FINANCIAL AND OPERATING DATA

The data below should be read in conjunction with our consolidated financial statements, related footnotes, and other financial information
included in this prospectus. The financial statements for the five years ended December 31, 2002 have been audited by Ernst & Young LLP. The
data presented below as of and for the six months ended June 30, 2003 and for the six months ended June 30, 2002 are derived from our
unaudited condensed consolidated financial statements for such periods appearing elsewhere in this prospectus. Such unaudited condensed
consolidated financial statements have been prepared on the same basis as our audited consolidated financial statements and, in our opinion,
include all adjustments, which consist only of normal recurring adjustments, necessary for a fair presentation of our financial condition and
results of operations. Operating results for the six month period ended June 30, 2003 are not necessarily indicative of the results that may be
expected for the entire year ending December 31, 2003.

Six Months Ended
June 30, Year Ended December 31,
2003 2002 2002 2001 2000 1999 1998
(Dollars in thousands, except per share data)
(Unaudited)
(Restated) (Restated)
Statement of Earnings Data:
Net premiums written $ 812,510 $ 702,037 $1,313,014 $1,078,967 $1,008,911 $911,993 $745,048
(Increase) decrease in
unearned premiums (124,254) (124,863) (102,974) (35,315) (54,428) (40,163) 572
Earned premiums 688,256 577,174 1,210,040 1,043,652 954,483 871,830 745,620
Net investment income 45,812 47,762 98,466 99,563 96,830 89,789 86,501
Premium finance and service
fees 13,245 9,997 21,498 17,819 15,227 14,774 13,440
Amortization of excess of
book value of subsidiary
interest over cost 3,389 3,390 3,019
Net realized investment
gains (losses) 60,020 (34,992) (82,385) (10,633) 29,550 (16,378) 7,150
Other income 7,000 9,500
Total revenues 807,333 606,941 1,257,119 1,153,790 1,099,480 963,034 852,711
Losses and loss adjustment
expenses 543,605 439,551 909,769 781,631 686,157 625,090 531,429
Policy acquisition costs 155,770 142,072 295,324 264,377 243,257 233,660 196,434
Total expenses 699,375 581,623 1,205,093 1,046,008 929,414 858,750 727,863
Earnings before income
taxes, minority interest
and change in accounting
principle 107,958 25,318 52,026 107,782 170,066 104,284 124,848
Income taxes 23,485 4,048 17,063 18,392 38,306 16,667 26,583
Net earnings before
minority interest and
change in accounting
principle 84,473 21,270 34,963 89,390 131,760 87,617 98,265
Minority interest in net
(earnings) loss of subsidiary (80) 163 555 863 320 1,059
Net earnings before
change in accounting
principle 84,393 21,433 35,518 90,253 132,080 88,676 98,265
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SELECTED FINANCIAL AND OPERATING DATA (Continued)
Six Months Ended
June 30, Year Ended December 31,
2003 2002 2002 2001 2000 1999 1998
(Dollars in thousands, except per share data)
(Unaudited)
(Restated) (Restated)
Statement of
Earnings Data:
Net earnings per
common share:
Basic $ 2.64 $ 0.99 $ 1.43 $ 2.69 $ 3.87 $ 2.54 $ 2.73
Diluted $ 2.62 $ 0.98 $ 1.42 $ 2.67 $ 3.87 $ 2.54 $ 2.73
Cash dividends
paid per share $ 0.63 $ 0.61 $ 123§ 1.19 $ 115 $ 1.11 $ 1.07
Weighted average
number of shares
outstanding:
Basic 31,986,847 33,025,426 32,773,519 33,608,804 34,121,047 34,940,074 36,042,652
Diluted 32,187,013 33,355,669 33,028,081 33,794,938 34,121,047 34,940,074 36,042,652
At December 31,
At June 30,
2003 2002 2001 2000 1999 1998
(Unaudited) (Restated)
(Dollars in thousands, except per share data)
Balance Sheet Data:
Total investments $1,751,649 $1,577,070 $1,498,201 $1,472,562 $1,295,995 $1,262,500
Premiums receivable 392,743 297,610 246,221 230,580 195,160 162,878
Total assets 2,729,382 2,382,688 2,154,631 2,075,614 1,878,019 1,747,583
Unpaid losses and loss
adjustment expenses 893,248 815,626 695,192 674,140 659,841 583,996
Unearned premiums 822,727 687,148 563,456 519,885 457,095 391,424
Stockholders equity 855,926 790,052 809,433 781,881 668,005 710,852
Stockholders equity per
share $ 26.79 $ 24.60 $ 24.43 $ 23.16 $ 19.44 $ 19.72
24

Table of Contents

35



Edgar Filing: COMMERCE GROUP INC /MA - Form S-3

Table of Contents

MANAGEMENT S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION
AND RESULTS OF OPERATIONS

Overview

We provide personal and commercial property and casualty insurance in Massachusetts and, to a lesser extent, in 27 other states. Casualty
insurance is primarily concerned with the losses of the insured due to injuries to other persons and to the property of others, and the legal
liability imposed on the insured as a consequence of such losses. Our core product lines are personal automobile, homeowners, and commercial
automobile insurance. We market our products almost exclusively through our network of independent agents, including 628 agents in
Massachusetts, 30 agents in New Hampshire, 808 agents in California and Oregon, and 32 agents in 26 other states. We have been the largest
writer of personal property and casualty insurance in Massachusetts in terms of direct premiums written since 1990, and for each of the past five
years, we have been the second largest writer of homeowners insurance in Massachusetts. Our primary business strategy is to continue to focus
on the personal automobile insurance market in Massachusetts and to enhance our geographic diversity by increasing the proportion of our
business in other states in which we currently do business, primarily as a result of our acquisitions of Commerce West and American Commerce
in 1995 and 1999, respectively.

The property and casualty insurance industry is highly competitive and inherently volatile in nature. Property and casualty insurance
company results have traditionally been affected by the typical forces in the industry, such as competition, frequency and severity of losses, the
overall economy and the general regulatory environment in those states in which the insurer operates. Deregulation, changes in theories of
liability, on-line commerce, price competition, empowered customers and technological advancement also affect the industry. Price competition
remains quite heavy in many areas of the country, although it improved in 2002 among independent agency companies in Massachusetts.

Our revenue principally reflects:

earned premiums, consisting of

premiums that we receive from sales by our agents of property and casualty insurance policies, primarily personal automobile,
homeowners and commercial automobile, which we refer to in this prospectus as direct premiums written, plus

premiums we receive from insurance policies that we assume, primarily from CAR, which we refer to in this prospectus as assumed
premiums, less

the portion of our premiums that is ceded to CAR and other reinsurers, which we refer to in this prospectus as ceded premiums, less

the change in the portion of premiums that will not be recognized as income for accounting purposes until a future period, which we
refer to in this prospectus as unearned premiums;

investment income that we earn on our invested assets;
premium finance charges and service fee income that we earn in connection with the billing and deferral of premium payments; and

realized investment gains (losses).

Our expenses principally reflect:

incurred losses and loss adjustment expenses (which we sometimes refer to in this prospectus as LAE), including estimates for losses
incurred during the period but not yet reported to us and changes in estimates from prior periods related to direct and assumed business,
less the portion of those incurred losses and loss adjustment expenses that are ceded to other insurers; and

policy acquisition costs, including agent compensation and general and administrative costs, such as salaries and benefits, and advertising
that are not deferred for accounting purposes to a future period.
25
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Measurement of Results

We evaluate our operations by monitoring key measures of growth and profitability. We measure our growth by examining our direct
premiums written. We generally measure our operating results by examining our net income, return on equity, and our loss, expense and
combined ratios. The following provides further explanation of the key measures that we use to evaluate our results:

Direct Premiums Written. Direct premiums written is the sum of the total policy premiums, net of cancellations, associated with policies
underwritten and issued by our insurance subsidiaries. We use direct premiums written, which includes premiums that we cede to CAR and
other reinsurers, as a measure of the underlying growth of our insurance business from period to period.

Net Premiums Written. Net premiums written is the sum of direct premiums written for a given period, less premiums ceded to CAR and
other reinsurers during such period, plus premiums assumed during such period.

Earned Premiums. Earned premiums constitutes the portion of net premiums written that is equal to the expired portion of policies and
recognized as income for accounting purposes during a given period.

Investment Income. Investment income relates to the money earned on our investment portfolio. We rely on after-tax investment income as
a significant source of net earnings since we generally seek to produce a combined ratio of slightly less than 100%.

Loss Ratio. Loss ratio is the ratio of losses and loss adjustment expenses incurred to premiums earned, expressed as a percentage, and
measures the underwriting profitability of a company s insurance business. Our loss ratio is measured net of reinsurance recoveries. We use the
loss ratio as a measure of the overall underwriting profitability of the insurance business we write and to assess the adequacy of our pricing. Our
loss ratios are generally calculated using statutory accounting principles which for this purpose are essentially the same as accounting principles
generally accepted in the United States ( GAAP ). Occasionally in this prospectus we will use the term pure loss ratio which refers to the ratio
(expressed as a percentage) of incurred losses net of reinsurance recoveries but excluding LAE, to earned premiums.

Underwriting Expense Ratio. The underwriting expense ratio is the ratio of underwriting expenses to net premiums written, expressed as a
percentage, determined in accordance with statutory accounting principles. Underwriting expenses are the aggregate of policy acquisition costs,
including commissions, and the portion of administrative, general and other expenses attributable to underwriting operations.

Combined Ratio. Combined ratio is the sum of the loss ratio and the underwriting expense ratio and measures a company s overall
underwriting profit. If the combined ratio is at or above 100%, an insurance company cannot be profitable without investment income, and may
not be profitable if investment income is insufficient. We use the statutory combined ratio in evaluating our overall underwriting profitability
and as a measure for comparison of our profitability relative to the profitability of our competitors.

Critical Accounting Policies

The preparation of financial statements in conformity with GAAP requires our management to make estimates and assumptions that affect
the reported amounts of assets and liabilities and disclosure of contingent assets and liabilities at the date of the financial statements and the
reported amounts of revenues and expenses during the reporting period. Actual results could differ from those estimates. We consider the
following accounting policies, which are derived based on management s judgments and estimates, to be critical to the preparation of our
financial statements.

Unpaid Losses and Loss Adjustment Expenses. Unpaid losses and LAE, by their nature, are inherently uncertain as to the ultimate outcome
of the estimated amounts. The liability for unpaid losses and LAE represents our best estimate of the ultimate net cost of all losses and LAE
incurred through the balance sheet date. The estimate for ultimate net cost of all losses incurred through the balance sheet date includes the
adjusted case estimates for losses, incurred but not reported ( IBNR ) losses, salvage and subrogation recoverable and a reserve for LAE. In
arriving at our best estimate, we begin with the aggregate of individual
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case reserves and then make adjustments to these amounts on a line of business basis. These adjustments to the aggregate case reserves by line
of business are made based on analyses performed by us as further described below. The entire liability for unpaid losses and LAE is also
separately reviewed quarterly and annually by our Actuarial Department. Liability estimates are continually analyzed and updated, and therefore,
the ultimate liability may be more or less than the current estimate. The effects of changes in the estimates are included in the results of
operations in the period in which the estimates are revised.

The claim cycle begins when a claim is reported to us and claims personnel establish a case reserve for the estimated amount of our
exposure without regard to injury causality, third party liability or potential recoveries. The amount of the reserve is primarily based upon an
evaluation of the type of claim involved, the circumstances surrounding the claim and the policy provisions relating to the loss. This estimate
reflects the informed judgment of such personnel based on the experience and knowledge of the claims personnel adjusting the claim. During the
loss adjustment period, these case basis estimates are revised as deemed necessary by our claims department personnel based on subsequent
developments and periodic reviews of the claim.

In accordance with industry practice, we also maintain reserves for estimated IBNR, salvage and subrogation recoverable and LAE. These
reserves are determined based on historical information and our experience. Adjustments to these reserves are made periodically to take into
account changes in the volume of policies written, claims frequency, severity and payment patterns, the mix of business, claims processing and
other items that can be expected to affect our liability for losses and LAE over time.

When reviewing the liability for unpaid losses and LAE, we analyze historical data and estimate the impact of various factors such as:

payment trends;

loss expense per exposure;

our historical loss experience and that of the industry;
frequency and severity trends; and

legislative enactments, judicial decisions, legal developments in the imposition of damages, and changes and trends in general economic
conditions, including the effects of inflation and recession.

This process assumes that past experience, adjusted for the effects of current developments and anticipated trends, is an appropriate basis for
predicting future events. There is no precise method, however, for subsequently evaluating the impact of any specific factor on the adequacy of
reserves, because the eventual development of reserves is affected by many factors, as noted above.

By using individual estimates of reported claims adjusted for our best estimate by line of business and a review of these results by our
actuarial area using generally accepted actuarial reserving techniques, we estimate the ultimate net liability for losses and LAE. After taking into
account all relevant factors, we believe that, based on existing information, the provision for losses and LAE at June 30, 2003 is adequate to
cover the ultimate net cost of losses and claims incurred as of that date. The ultimate liability, however, may be greater or lower than established
reserves. If the ultimate payment is greater than or less than our estimated liability for losses and LAE, based on any of the factors noted
previously, we will incur additional expense or income, as appropriate, which may have a material impact on our results of operations.

At December 31, 2002, for all of our insurance subsidiaries, the aggregate actuarial estimate for the loss and LAE reserves, prior to the
effect of ceded reinsurance recoverable, ranged from a low of $607.3 million to a high of $700.6 million. Our financial statement loss and LAE
reserves, based on our best estimate, was established at $678.3 million as of December 31, 2002. We calculate our estimate separately from
those amounts as calculated by our actuaries and, therefore, the final results are most often not the same. We estimate our amounts primarily by
reviewing historical loss and LAE data, focusing mainly on payment data. We also review and compare the most recent loss frequency, severity,
and payment data to historical trends in
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an attempt to determine if patterns are remaining consistent or not. We attempt to establish our reserve estimate as close to the amount required
for the ultimate future payments necessary to settle all losses.

Investments. A focus of our judgments and estimates relating to investments involves the potential impairment of investments for
other-than-temporary declines in market values. The carrying value of investments in fixed maturities, which include taxable and non-taxable
bonds, and investments in common and preferred stocks, are derived from market prices supplied by our investment custodian. Unrealized
investment gains and losses on common and preferred stocks and fixed maturities, to the extent that there is no other-than-temporary impairment
of value, are credited or charged, net of any tax effect, to a separate component of stockholders equity, known as net accumulated other
comprehensive income (loss), until realized. We review all security holdings on a quarterly basis with regards to other-than-temporary declines
in market value pursuant to Statement of Financial Accounting Standards ( SFAS ) No. 115 ( Accounting for Certain Investments in Debt and
Equity Securities ) and other applicable guidance. As part of this process, we consider any significant market declines in the context of the
overall market and also in relation to the outlook for the specific issuer of the security. From a quantitative standpoint, we view all securities that
have declined more than 20% below book price and have remained so for two quarters as potentially in need of a writedown. In addition, any
other security that we view as impaired for a significant period of time is also a candidate for a writedown, even if the percentage decline is less
than 20%.

Due to our significant ownership interests in several closed-end preferred stock mutual funds, we are required when accounting for those
investments to use the equity method of accounting, which has significantly affected our net income in recent periods. The equity method of
accounting for our investment in any fund in which we own 20% or more requires us to categorize as a realized investment gain or loss the
change in the net asset value of that fund as compared to the end of the immediately preceding fiscal quarter. As of the date of this prospectus,
we have investments in four funds that meet this criteria. Each of those funds primarily invests in preferred stock, and therefore the decline in
interest rates during the second quarter of 2003 caused a significant increase in the net asset value of those funds and, as a direct consequence, an
increase in the net realized investment gains that we recognized for those investments for the six months ended June 30, 2003. However, if, for
example, interest rates are higher at September 30, 2003 than they were at June 30, 2003, the respective net asset values of those funds would
likely be less than they were as of June 30, 2003, and we would recognize a net realized investment loss for the three months ended
September 30, 2003 for any fund in which we owned 20% or more. The impact of the equity method of accounting for our investment in those
mutual funds has had and in the future may have a material adverse effect on our results of operations and may cause our results of operations to
be more volatile than those of similar companies.

Massachusetts Personal Automobile Insurance

Overview. We remain focused on personal automobile insurance and related activities in Massachusetts. We have been the largest writer of
personal property and casualty insurance in Massachusetts in terms of market share of direct premiums written since 1990. Our share of the
Massachusetts personal automobile market increased to 27.3% during the six months ended June 30, 2003, as shown in the table below,
significantly exceeding our two nearest competitors, who maintained a 10.8% and 10.2% market share, respectively.
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Growth of Massachusetts Personal Automobile Insured Vehicles

Commerce Period-End

Industry* Commerce Market Share
Six Months Ended June 30, 2003 <1% 6.1% 27.3%*
Year Ended December 31, 2002 1.8 13.9 25.9
Year Ended December 31, 2001 1.7 6.1 23.2
Year Ended December 31, 2000 1.9 6.5 22.3

* Estimated by CAR

In Massachusetts, private passenger automobile insurance is subject to extensive regulation. Owners of automobiles are generally required
to demonstrate certain minimum automobile insurance coverages as a prerequisite to registering any automobile. With very limited exceptions,
private passenger automobile insurers are required by law to issue a policy to any applicant seeking to obtain such coverages, commonly known
as the take all comers law. On the basis of their market shares, insurers in Massachusetts are also assigned agents, known as ERPs, that have
been unable to obtain a voluntary contract with an insurance carrier. Marketing and underwriting strategies for companies operating in
Massachusetts are limited by maximum premium rates and minimum agency commission levels for personal automobile insurance, both of
which are mandated by the Commissioner. In Massachusetts, accident rates, bodily injury claims, and medical care costs continue to be among
the highest in the nation. According to the Automobile Insurers Bureau of Massachusetts, or AIB, Massachusetts has higher than average
medical costs and liability claims involving attorneys. According to the AIB, Massachusetts personal automobile premium per policy, based on
2001 premium information, was the 5th highest in the nation.

Changes in Premium Rates. During the three-year period from 2000 to 2002, average mandated Massachusetts personal automobile
insurance premium rates decreased an average of 2.5% per year. The Commissioner approved an average increase of 2.7% in personal
automobile premiums for 2003, as compared to no rate change in 2002. Coinciding with the 2003 rate decision, the Commissioner also approved
an increase of 1.3 percentage points to the commission agents receive for selling private passenger automobile insurance for 2003. The following
table shows the state-mandated average rate change, the actual average rate change and our average rate change per exposure as estimated for
2003 and for the three previous years in Massachusetts.

State Mandated Average Actual State Average Commerce Average Rate
Year Rate Change(2) Rate Change(2) Change Per Exposure
2003(1) 2.7% 8.1% 8.0%
2002 0.0 5.0 5.3
2001 (8.3) 3.5) (1.9
2000 0.7 6.2 6.2

(1) Estimated

(2) Based on Massachusetts Division of Insurance Filings

Although mandated average personal automobile premium rates were unchanged in 2002, our average rate increased 5.3% per exposure.
We believe that the relative increase for 2002 as compared to the Commissioner s state mandated average rate resulted primarily from several
factors:

a decrease in our Safe Driver Insurance Plan deviation for the best driver classification in Massachusetts;
the fact that our mix of personal automobile coverage differs from that of the industry; and

changes to our distribution of risks by class, territory and coverage, including changes resulting from the purchase of new, more expensive
automobiles, which were not factored into the Commissioner s rate increase.
29
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The actual state average rate change represents the change in the average rate paid by drivers in Massachusetts, as opposed to the state
mandated average rate change. As can be seen above, our average rate change per exposure corresponds more closely to the actual state average
rate change. The reason for this is that both take into account newer vehicles, as compared to the state mandated average rate change, which does
not.

CAR. Our performance in our personal and commercial automobile insurance lines in Massachusetts is integrally tied to our participation in
Commonwealth Automobile Reinsurers, known as CAR, the state-mandated reinsurance mechanism. CAR permits us and most other writers of
automobile insurance in Massachusetts to reinsure any automobile risk that the insurer perceives to be under-priced at the premium level
permitted by the Commissioner. All companies writing automobile insurance in Massachusetts share in the underwriting results of CAR
business for their respective product line or lines. Since CAR s inception, it has annually generated hundreds of millions of dollars of
underwriting losses, primarily in the personal pool. We are required to share in CAR s underwriting results for our respective product lines.
Under current regulations, our share of the CAR personal or commercial deficit is based upon our market share for retained automobile risks for
the particular pool, adjusted by a utilization concept, such that, in general, we are disproportionately and adversely affected if our relative use of
CAR reinsurance exceeds that of the industry, and favorably affected if our relative use of CAR reinsurance is less than that of the industry. For
personal automobile insurance, insurers can reduce their participation ratio by voluntarily writing credit eligible business. Companies are
provided credits against their participation ratio for writing those policies that are intentionally underpriced by the Commissioner in the rate
setting process. Our strategy has been to maintain above average voluntary retention levels, as well as to voluntarily retain private passenger
automobile risks that receive credits. This favorably impacts our participation ratio compared to our market share, but also adversely impacts our
voluntary loss ratio. We reinsured through CAR approximately 4.8%, 4.9%, 4.9% and 4.9% of our personal automobile exposures for the six
months ended June 30, 2003 and the years ended December 31, 2002, 2001 and 2000, as compared to industry averages of 6.9%, 7.5%, 7.7%
and 8.4% for the same periods, respectively. See Our Business Commonwealth Automobile Reinsurers.

Affinity Group Marketing. Since 1995, we have been a leader in affinity group marketing in Massachusetts, through agreements with the
four American Automobile Association Clubs operating in Massachusetts, offering discounts on private passenger automobile insurance to the
clubs members who reside in Massachusetts. A 5% discount was approved by the Commissioner for policies effective January 1, 2003. Based on
information provided to us by the AAA clubs operating in Massachusetts, we believe that membership in these clubs represents approximately
one-third of the Massachusetts motoring public, and has been the primary reason for an 85.2% increase in the number of personal automobile
exposures written by us since year-end 1995. The following table presents total direct premiums written attributable to the AAA clubs group
business in Massachusetts for the periods indicated:

For the Six
Months Ended For the Year Ended
June 30, December 31,
2003 2002 2002 2001 2000
(Dollars in thousands)
Total AAA-Massachusetts direct
premiums written $375,800 $336,200 $619,000 $545,500 $535,800
Percentage of total direct premiums
written 43.5% 45.9% 44.0% 47.3% 50.0%
Percentage of Massachusetts direct
personal automobile premiums 58.7% 60.2% 60.0% 63.4% 64.8%
Total AAA-Massachusetts exposures 358,900 346,200 625,000 581,500 559,700
Percentage of Massachusetts exposures 58.8% 60.2% 59.8% 63.3% 64.5%

The decreasing percentages from 2000 are attributable to a higher rate of increase in non-group business as compared to increases in the
AAA program. Of the total Massachusetts automobile exposures written through the AAA affinity group program by us, approximately 13.5%
were written through insurance agencies owned by the AAA clubs (8.5% of our total Massachusetts automobile exposures). The remaining
86.5% of
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the AAA group program were written through our network of independent agents (91.5% of our total Massachusetts automobile exposures).

Other States

Direct premiums written in states other than Massachusetts by American Commerce and Commerce West increased $26.7 million, or
30.9%, to $112.9 million at June 30, 2003 from $86.2 million at June 30, 2002. American Commerce direct premiums written increased
$21.7 million or 33.6%, primarily due to an increase in personal automobile premiums of $17.9 million, or 34.5%. American Commerce also
experienced a 30.3% increase in homeowners premiums written, primarily attributable to book transfers in various states, increased retention on
existing business, additional rate per policy and the contraction of authority to write homeowner business by competitors. Commerce West
premiums written increased $5.0 million, or 23.0%. The growth for Commerce West is primarily attributable to expansion of commercial and
preferred personal automobile programs. Personal automobile direct premiums written by Commerce West increased $2.8 million, or 14.4%,
while commercial automobile direct premiums written increased $2.2 million, or 108.3%.

Direct premiums written in states other than Massachusetts by American Commerce and Commerce West increased $42.2 million, or
29.5%, to $185.5 million for the year ended December 31, 2002 from $143.3 million for the year ended December 31, 2001. American
Commerce direct premiums written for the year ended December 31, 2002 increased $34.7 million or 33.2%, primarily due to an increase in
personal automobile premiums of $26.6 million, or 31.3%. American Commerce also experienced a 46.3% increase in homeowners premiums
written, primarily as a result of book transfers from existing agents and the contraction of authority to write homeowner business by competitors.
Commerce West direct premiums written for the year ended December 31, 2002 increased $7.5 million, or 19.5%. The growth from Commerce
West is primarily attributable to expansion of the commercial and preferred personal automobile programs. Personal automobile direct premiums
written by Commerce West for the year ended December 31, 2002 increased $3.9 million, or 10.5%, while commercial automobile direct
premiums written for the year ended December 31, 2002 increased $3.6 million, or 240.2%. For a presentation of direct premiums written by
state for American Commerce and Commerce West for the six months ended June 30, 2003 and the years ended December 31, 2002 and 2001,
see Our Business Overview Business in Other States.

2001 Restatement for Employee Stock Option Variable Accounting Treatment

For employee stock options which we issued from 1999 through 2001, we used fixed accounting treatment through September 30, 2002.
This accounting treatment was reviewed with our independent auditors at that time, Ernst & Young LLP, who concurred with our treatment
throughout this period. In January 2003, a question was raised by Ernst & Young LLP as to the appropriateness of the fixed accounting
treatment for some of our option grants. Ernst & Young LLP advised us that it could no longer concur with the use of fixed accounting for the
options granted to employees in 1999 and 2000. Therefore, we applied variable accounting treatment in 2002, as well as retroactively to 2001
and prior years. Accordingly, we restated results for 2001 and the first three quarters of 2002. The impact of the restatement for the year ended
2001 resulted in a decrease in net earnings of $2.8 million, or $0.08 per diluted share. Although the change in accounting for employee options
was also applied to 2000 and 1999, no restatements were required for those years. The impact of variable accounting for the year ended
December 31, 2002 was a decrease to net earnings of $2.1 million, or $0.07 per diluted share. As allowed by SFAS No. 148, we have elected to
continue to apply variable accounting for our stock options granted in 1999 and 2000. We continue to comply with APB Opinion No. 25 and
related interpretations in applying fixed accounting for the employee stock options granted in 2001.
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Six Months Ended June 30, 2003 Compared to Six Months Ended June 30, 2002 (Restated)
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