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Introduction

This paper explores the concepts underlying the valuation of an insurance company in the
context of how other (non-insurance) companies are valued. Among actuaries, the value
of an insurance company is often calculated as (1) adjusted net worth, plus (11) the present
value of future earmings, less (in) the cost of capital. Among other financial professionals
(e.g., chief financial officers, investment bankers, economists), value is often calculated
as the present value of future cash flows. This paper will discuss both methods and
explain under what circumstances the two methodologies derive equivalent value and
under what circumstances the results of the two methods diverge. This paper also
addresses recent developments in the nsurance industry that could affect valuation,
including the NAIC's codification of statutory accounting principles, fair value
accounting. and the Gramm-Leach-Bliley Act of 1999.

The authors acknowledge David Appel. Ph.D., Director of Economics Consulting
Pracuce for Milliman USA, for his extensive contributions to this paper.
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SECTION 1 - Vaaluation Framework

Why Value a Company?

Valuation of a property /casualty insurance company is an important feature of actuanal
work. Much of the work arises from merger, acquisition, and divestiture activity,
although the need for valuation arises from other sources. An insurance company
valuation might be prepared for lending msututions or rating agencies. It might be
performed as part of a taxable hiquidation of an nsurance company, reflecting the value
of exsting insurance policies in force. A valuation might also be prepared for the
corporate management of insurance companies in order to provide the clearest picture of
value and changes 1n value of the company over a given time period.

The assumptions underlying the valuation and, therefore. the computed value may differ
for different uses'. As such, the purpose of the valuauen and the source of the
assumptions should be clearly identified.

Basic Principles of Valuation
Before discussing valuation methodologies, we introduce some basic principles.
1. The value of any business has two determining factors.

i. The future earnings stream generated by a company's assets and liabilities.

1. The risk of the stream of earnings. This risk 1s reflected 1n the cost to the entity of
acquiring that capital, measured by the investors’ required rate of retumn (i.e., the
“hurdle rate™).

2 Fora given level of future risk, the greater the expected profits®, the greater the value
of the business.

3. For a given level of future profitability, the greater the volatility (and, therefore, the
higher the hurdle rate), the lower the value of the business.

4. A company has value in excess of its invested capital only when future retums are in
excess of the hurdle rate.

5. When a company 1s expected to produce an eamings stream that yields a return on
invested capital that is less than the hurdle rate, the economic value of the required
capital is less than its face value. In this case, the logical action would be to liquidate
assets.

' For example, in an acquisition, the purchaser may be able to lower expenses. grow a business faster
because of the purchaser’s current business, reduce the effective tax rate, or reduce the cost of capual for
the acquired or 1arget entity  These assumptions would sene to increase value of the target entity. These
same assumptions may not be valid for valuing the target entiry as a stand-alone business unn.

¥ Expected profits refer to the present value of the expecied eamings stream.
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Valuation Methodologies

There are two methodologies prevalent in valuation Iiterature that form the basis of our
discussion of insurance company \aluation:

(iy  Discounted Cash Flow ("DCF™)
(11) Economic Value Added ("EVA™)

A DCF model discounts free cash flows to the equity holders at the hurdle rate. The
starting capital of the entity is nor a direct element in the valuation formula’.

An EVA model begins with the starting capital of the enuty and defines value as:
Value = Initial capital invested + PV of expected “excess returns” to equity investors
Sturgis” refers to two methods in his paper on valuation:

1. The discounted value of maximum stockholder dividends.

I3 . .
2. Current net worth” plus the discounted value of future earnings less cost of capital

The first method corresponds to DCF methodology. The second method is also discussed
by Miccolis® and n other actuanal lterature as.

ANW + PVFE - COC

Where:
ANW = adjusted net worth {statutory capital and surplus with a series
of modifications)
PVFE = present value (PV) of future earmings attributable to n-force
business and new business
coC = cost of capital = PV of [(hurdle rate x required starting

capital for each period) - (investment earnings on capital
excluded from future earnings)]

*If the s1arting capital of the entity 15 higher (or lowery than capital required. it will generate a posiuve tor
negative) cash flow 10 the investor at “time zero.™

* Robent W Sturgts. “Actuanal Valuanon of Property: Casualty Insurance Companies”

* Throughout this paper. we use the lerms capual. equity, net worth. and surplus interchangeably

* Robert $ Miccolis, “An Investigation of Methods. Assumptions, and Rish Modeling for the Valuauon of
Property Casualty Insurance Companies™

" If future earnings include investment income on capital. the cost of capital calculation will be modified to
be equal to the present value of thurdle rate * staring capnal each period).
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This second method is a form of the EVA model, in which PFFE - COC equals the
present salue of expected excess retumns.

Discounted Cash Flow

A company's value may be determined by discounting free cash flows to the equity
owners of the company” at the cost of equity, or the hurdle rate. Free cash flow is often
defined as the after-tax operating earnings of the company. decreased by earnings that
will be retained in the company, or increased by capital releases to maintain an
appropnate level of caputal to support ongoing business of the company.

Afler-tax operating earnings usually constitute changes in caputal during a period, other
than capital infusions or distnbutions. For property'casualty insurance companies,
however, there are gains and losses in surplus due to “below the line” adjuslmenls° that
do not flow through statutory earnings. Capnal changes associated with the change in
unrealized capital gans or losses, the change in non-admitted assets, the change in
statutory reinsurance penalties, the change in foreign exchange adjustment, and the
change in deferred income tax must be considered along with after-tax operating earnings
when evaluating free cash flows. For the valuation formulas discussed throughout this
paper, after-tax operating eamnings include these direct charges and credits o statutory
surplus

A company creates value for its sharcholders only when it eams a rate of return on
mvested capital ("ROIC™) that exceeds 1ts cost of capital or hurdle rate ROIC and the
proportion of after-tax operating earnings that the company mvests for growth drive free
cash flow. which in turn drives value  For some industries, regulatory or statutory
restrictions create an addiional consideration that limits dividendable free cash flow.

The DCF value of the business 1s ofien projected as (wo separate components: (a) the
value of an explicut forecast period and (b) the value of all years subsequent to the
explicit forecast period (the “terminal value™). Projections for the forecast period, which
is usually five to ten years', typically include detailed annual earnings projections that
reflect revenue projections, loss and expense projections, investment income projections,
tax habilities, after-tax operating earnings. assets, liabilities. inmal capital and the
marginal capital that needs to be invested 1n the company to grow the company at the
expected annual growth rate.”

® Free cash flows are released in the form of dividends or other capital releases to the equity owners
 ~Betow the hne™ refers 1o the Underwniuing and Investment Exhibit in the statutory Annual Statement
prescribed by the NAIC  Direct charges and credits 1o surplus are shown below the hine for Net Income.
which 1s the staruing point for regular 1axable income

" Five 10 ten years 1s typical because beyond that penod 1t is usuaily too speculative to project detmled
financials. A long-term earnings growth rite and a corresponding capital growth rate are sclected 1o derive
v alue beyond the forecast penod

" Secnion 4 - Sample Company \aluation addresses these eamings forecasts i detail and provides an
example
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The value of the forecast period 1s:

~OE, —(Cr_1Xg,)
FC o+ 2=

x=1 (+m"
Where:
n = the number of years in the forecast peniod (usually S to 10 years)
OE, = after-tax operating earmings n year x (including gains and losses in caputal
that do not flow through eamings)
g: = expected growth rate of capital in year ¢
Cr1 = capital at the end of year x-/; this equals capital at the beginning of year x

C,.;* g = incrememal capital required to fund future growth
h = hurdle rate

FCy = free caputal at ume zero — this represents capital that may be either released
from the company at the valuation date if the company is over-capitahized or
infused into the company at the valuation date 1f the company 1s under-
capitalized
= SCy — Cy. the difference between SCj, the starung caputal of the enuty, and
Cy. the capnal needed at the end of year zero'beginning of year |

The value of the second component of DCF value is often referred to as the terminal
value. The terminal value can be developed using a simphified formula based on (a)
projected after-tax net operating profits in the first year afier the forecast period, (b) the
perpetual growth rate, and (c) the hurdle rate.

< OE, —(Cy_1%g)

Terminal value

ren+l (1+h)*
_ OE,., -t xg)
th—gxl+hy
Where.

n = the number of periods in the forecast period

C. = the caputal at the end of the last penod of the forecast period
g = the expected perpetual growth rate of capal

h = the hurdle rate
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OE,., = after-tax operating eamings in the period after the forecast penod

OE,.;-(C,xg) - free earnings. equal to after-tax earnings less amounts needed to
be retained 1n the company to grow the capital at rate g.

This terminal value calculation gives credit for carmings into the future in perpetuity.
Sometimes a higher hurdle rate is used for the terminal value than for the forecast period
to reflect the increased uncertainty associated with operating earnings many years in the
future. A discussion of considerations related to the selection of the hurdle rate is
provided in SECTION 3 - Parameterizing the Valuation Model.

The terminal value can be thought of as the present value of the free earnings (in the
period after the forecast penod) multiplied by a price to earmings (“P/E™) rano. The P/E

ratio is determined by the hurdle rate, k, and the growth rate, g, and 1s equal to =

=g
. . . 1

If the hurdle rate is 15% and the growth rate is 5%%, then the P/E ratio = 508 =10.
In practice, the P/E ratio underlying the Terminal Value calculation can be selected by
reviewing sale prices of recent msurance company transactions relative to eamings.
Relaung that P/E factor to an implicit growth rate and hurdle rate may make the price to
earnings ralio more intuitive
Economic Value Added

The value of a company can be written as the sum of the equity invested and the expected
excess refurns 1o investors from these and future investments

Value = Initial capital invested + PV of expected “excess returns” to equity investors
The expected “excess returns™ 1n each period are defined as:
(rate of return on capital invested — hurdle rate) x capital invested
= afier-tax operating earnings ~ (hurdle rate x capital invested)
To calculate EVA, we need three basic inputs:

1. The level of capital needed for each period to support the investment, both initial
capntal invested and addiuonal capital 10 support growth.

'? The expected growth rate will typically be between 0% and the sefected hurdle rate. If. however, the
growth rate g were less than 0%, the resuiting P/E rano would decrease (as A — g increases)



2. The actual return earned on that investment 1n each period. 1.€., the afler-tax operating
earnings or ROIC. (Again, operating eamings include gains and losses in capital that
do not flow through earnings.)

3. The selected hurdle rate
These are the same inputs as required for the DCF model.

To determine mal capital invested, we start with the book value of a company The
book value of an insurance company, however. is an amount that reflects the accounting
decisions made over time on how to depreciate assets. whether reserves are discounted.
and conservatism in estimating unrecoverable remsurance, among other factors. As such,
the book value of the company may be modified n the valuation formula to adjust for
some of the accounting influence on assets and habilities.

In valuing an insurance company. the innial capnal invested 1s represented by the
statutory capital and surplus' at the valuation date, modified with a series of adjustments
discussed later in this paper. The surplus after modifications is ofien referred 10 as
adjusted net worth (ANW). The capital needed to support growth 1s funded by retained
earnings for the DCF model and reflected through the Cost of Capital calculation for the
EVA model.

To evaluate the ROIC. an esumate of after-tax income eamed by the firm in each period
is needed. Again. the accounting measure of operating income has 1o be considered. For
an insurance company valuation, this component represents the projection of future
statutory earmings of the insurance entity, modified in consideration of ininal valuation
adjusiments made to statutory capital, and inclusive of all direct charges and credits to
statutory surplus. These earnings will include the runoff of the existing balance sheet
assets and habilities along with the earnings contributions from new and renewal business
written This component may also include mvestment income on the capital base.™

The earnings will reflect a specific growth rate twhich could be positive, flat or negative)
that must also be reflected 1n growth in capital needed to support the business The ROIC
represents the after-tax operating earmings in each penod (including any “below the line™
changes to capital during the period) as a ratio to the starting capntal for the period.

The third and final component needed to estimate the EV'A 1s the hurdle rate
Considerations in the determination of the hurdle rate are discussed in SECTION 3 ~
Parameterizing the Valuation Model.

For the EV'A model. “excess returns™ are represented by the excess of (a) the operating
earmings n each period over (b) the product of the starting capual for each period and the

" The reasons for using statutory accounting values mstead of GAAP or other accounting values are
discussed in SECTION 3 - Parametenzing the Valuation Model

" If investment income on the capnal base 15 excluded from earnings. the cost of capital calculation will be
modified accordingly. This 1s discussed further tn SECTION 2 - Valuanon Resubts: EVA versus DCF



hurdle rate."* Recall that a company has value in excess of its capital invested only when
ROIC exceeds the hurdle rate for the company Therefore, a company has positive
“excess returns™ in a period only when the after-tax operating eamings for that period
exceed the product of the hurdle rate and the required capital at the beginning of the
period

In the valuation formula:
ANW + PVFE - COC,
the term
PVFE - COC
represents these “excess returns.”

“Excess returns” have positive value only when the future earnings exceed the “cost of
capital.” In this case, the “cost of capital” represents the present value of the (hurdle rate
x slarting capital) for each period for which eamings are projected. If investment
earnings on the capntal are excluded from future eamings. then the “cost of capital™
calculation will be the present value of [(hurdle rate x starting capnal) - investment
eamings on the caputal].

While the two calculations of excess returns should be mathematically equivalent. there
are numerous practical advantages to including earnings on the capital in future earnings.
First, the earnings projections will be more 1n line with historical eamings so one can
review the reasonableness of the projections relative to past experience. Second.
allocation of assets between capital and habilities 1s unnecessary  Third, one does not
need to allocate taxes, tax loss carryforwards and other factors between mnvestment
earnings on capital and all other eamnings.

In SECTION 4 - Sample Company Valuation, this paper will demonstrate that the two
methodologies, DCF and EVA, produce equivalent values when specific conditions
hold.'"® These conditions are'

1. The starting capital and afier-tax operating income that is used 10 estimate free cash
flows to the firm for a DCF valuation should be equal to the starting capital and after-
1ax operating income used to compute EVA. (For insurance company valuations,
after-tax operating income should include ““below the line™ gains and losses in capital
that do not flow through eamings.)

'* If operating earnings exclude investment income on capital, then the investment income on capital will
be subtracted from term (b).

'* Aswath Damodaran. “Investment V'aluation Tools and Techniques for Determining the Value of Any
Asset,” Second Edition
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2. The capital invested that 1s used to compute excess returns in future periods should be
the capnal invested at the beginning of the period:

Excess Return, = after-tax operating income, - (hurdle rate x capital invested, _}

3. Consistent assumptions about the value of the company afier the explicit forecast
period are required. That means that for both models, capital required, earnings
growth rate, and the hurdle rate must be consistent in computing the terminal value.

4. The hurdle rate for the explicit forecast period must be the same as the hurdle rate
after the explicit forecast period

Relative or Market Multiple Valuation

While the value of a company may be denved from the DCF or EVA valuauon
methodologies, there are other more sumplistic methods that are often used to corroborate
or supplement more sophisticated models. In relative valuation, one estimates the value
of a company by looking at how similar companies are priced. Relative valuation
methods are typically based on market-based multiples of balance sheet or income
statement values such as eammings, revenues, or book value.

Comparable Companies

The first step in the market multiple approach is to identify a peer group for the subject
company. To select insurers for the peer group, it is common to rely on data for publicly
traded nsurers that meet certain criterta based on premwum volume, mix of business,
asset size, statutory or GAAP equity. and regulatory environment These criteria are
intended to assure that the peer group 1s reasonably comparable to the subject company.
In selecting the criteria, however. 1t is important to balance precision and sample size.
While the analysis could be restricted to only those insurers that were virtually identical
to the subject company, the sample size would likely be too small to yield meaningful
results.

Valuanon Buses

The market multiple valuation method estimates the “market price™ of the subject
company by reference to the muluples of its peer group. For example, if the peer group
average rauo of price to eamings per share is 150, and the subject company's most
recent annual earmings are $10 million, then the estimated market value of the subject
company is $150 million Typically, several altemative ratios will be used n performing
a market muluple valuation. In most instances. the ratios employed include an operating
multiple (such as the price‘eamings ratio), a revenue multiple (such as price:premium or
price/total revenues). and a balance sheet muluiple (such as the price book value ratio).



A relative valuation is more likely to reflect the current mood of the market because it is
a measure of relative value, not intrinsic value.'” While these methods serve a valuable
purpose in the formulation of an opinion on the price the market may be willing to pay,
they provide little gurdance on the retumns that will be achievable and the extent to which
capital outlaid now can be repaid.

' Aswath Damodaran, “Investment Valuation Tools and Techmiques for Determiming the Value of Any
Asset.” Second Edition



SECTION 2 —Valuation Results: EVA versus DCF

Introduction

The following examples 1llustrate the DCF and EVA valuation methodologies and derive
relevant conclusions related 1o use of the two methods. This section focuses on the
mechanics and properties of the DCF and EVA valuation calculations. SECTION 4 —
Sample Company Valuation will provide a propeny/casualty insurance company
example.

We will demonstrate two equivalent forms of the E\'A model. The first form, "EV A(a)"
will follow the basic EVA formula structure in which.

excess returns = after-tax operating income — (hurdle rate x capital invested)
The second form, "EVA(b)," will use the following definition:

excess returns = after-1ax earnings on nsurance operations excluding investment income on capital
- {(hurdle rate - average investment rate for capital)  capial invested)

Excess returns for EVA(a) and EVA(b) are equivalent 1n theory. However, while
EVA(b) is discussed in actuarial literature on company valuation,'® there are a number of
advantages to using the EV'A(a) model in practice. The advantages, previously disclosed
in SECTION 1, are:

(1) The earmings projections will be more in line with historical eamings so one can
review the reasonableness of the projections relative to past experience.

(2) Itis not necessary to allocate assets between capital and liabilities.

(3} It 1s not necessary 10 allocate taxes, tax carryforwards and other factors between
investment earmings on capital and all other eamings.

Basic Model Assumptions

We will use the following assumptions to demonstrate the basic calculations for the DCF
and EVA models applied to a property-casualty insurer.

e The capnal at ume 0, just prior to projected year L. is $100. For a property.casualty
insurance company., this amount is the surplus.

e We tested expected growth rate values of g = 0% and g = 3%.
e Investment income return on capital is 4% per annum.

e The hurdle rate is 15% per annum.

" Robert W Sturgis. “Actuanal Valuanon of Property Casualty Insurance Companies™
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o Capital is determined based on a premium to capital ratio of 2:1.

e We separately identify total earnings as investment income on the capital and
. 9
earnings from insurance operations.’

e The investment income on the capital component equals the product of the investment
income percentage and the capual at the beginning of the year.

¢ We show the insurance operation eamings component as a percentage of premiums
eamed for the year. Premium-related earnings encompass underwriting profits and
invesiment earnings associated with all non-capnal assets.

For projection scenarios in which the hurdle rate i1s exactly achieved, eamings are 5.5%
of earned premiumy’ For projection scenarios in which the hurdle rate 1s not achieved,
eamings are 5% of premium. When eamings exceed the hurdie rate requirement, this
percentage 15 6%.

We compiled projection scenarios using two time hornizons. First, we estimated the
company's value using a 10-year forecast period. We also esimated the continuing value
using the present value of earnings beyond 10 years using the same model assumptions.

This ume horizon 1s important n valuing an actual company The 10-year forecast
period value will be based on detailed financial projections by line of business as shown
in SECTION 4 — Sample Company Valuation. The terminal value will be based on the
simplified assumptions with respect to (i) expected growth n earnings by future period
and (1i) expected changes in capual required by future penod.

Total Earnings Equal Hurdle Rate and the Company is Not Growing

Table 1 displays the company value results for the three models in which the annual total
earnings relative to capital equals the hurdle rate and nerther the company’s capital nor
bustness is growing. Exhibits 1A, 1B, and IC show the calculations leading to these
results.

"f A number of judgments regarding asset allocation and fax allocation must be made to do this in pracuce.
*55% = 15% hurdle rate less 4% investment income on capnal, yielding 11%. which 15 divided by
premium-to-surplus ratio of 2.
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Table 1

Valuation Results
Total Earnings Equal Hurdle Rate

No Growth
10 Year Terminal | In Perpetuity
Model i‘;:;:?,‘ Value (Total) )
DCF 75.28 24.72 100.00
EVA() 100.00 0.00 100.00
EVA() 100.00 0.00 100.00

The In Perpetuiry results are 100.00, equal to the starting capital of the company.

=0 _ (100 x 15%) = 15% =

For the DCF model. the value calculation simplifies to Of‘

100. For the EVA(a) model. Exhibit 1A shows that for each forecasted year the total
earnings are exactly offset by the cost of capital. This result, of course, follows because
both earnings and cost of capital are 15% of each year’s starting capital of 100. The same
progression is demonstrated by the EVA(b) model except earnings are only 100 x 11%
(earnings on insurance operations only) offset by cost of capnal of 100 x (15% — 4%).

As noted in the Basic Principles of Valuation section, a company has value in excess of
its capital invested or hurdle rate only when future returns are in excess of the hurdle rate
requirement In the DCF model, the present value of the perpetual cash flow is equal to
the starting capital because annual earnings of 15% of capital, discounted at 15%
annually, yields the starting capital In the EV'A models. excess returns are always 0 and,
therefore, the only contribution to value is the capntal

Looking at the modeled time periods (10-year forecast period and terminal value) reveals
a fundamental difference in the DCF and EVA models. The DCF model must be
computed in perpenry (forecast period plus terminal value) to capture the capual value
in the company. The EVA models, however, recognize the value of the capital
“immediately” as it incorporates the capital amount directly in the value computation.
Therefore. the EVA model will produce higher esumates of value than DCF when
earmings are nol valued in perpetuiry.

Total Earnings Equal Hurdle Rate and the Company is Growing

Table 2 displays the company value results for the three models in which the annual total
earnings relative to capital equals the hurdle rate and the company’s capital and eamings
are growing by 3% per annum. Exhibits 2A, 2B and 2C show the calculations leading to
these results.

*' Excess earnings are 0, so value for the EV'A methods 1s equal 1o the starting capital
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Table 2
Valuation Results
Total Earnings Equal Hurdle Rate
Earnings (and Capital) Growing @ 3% per annum

10 Year Terminal In Perpetuity
Model Forecast Period Value (Total)
DCF 66.78 3322 100.00
EVA(a) 100.00 000 100.00
EVAb) 100.00 0.00 100 00

The resuits in Table 2 are nearly identical to the value results shown in Table | 1n which
no business growth was modeled. Basically, the EVA models behave exactly the same —
the earnings each year are exactly offset by the cost of capital. Incorporating growth into
the model only changes the eamings and cost of capital amounts for each year. not the
difference between the nwo values. However, this basic demonstration still emphasizes
the relationship of earnings to hurdle rate as the determinant of value, positive or
negative, in conjunction with starting capital.

The components of the DCF model result do change from a no-growth to growth
assumption. The value amount for the 10-year forecast decreases and is exactly offset by
an increase in the terminal value. The “total” in perpenaty amount, however, is not
affected by growth because annual earmings are still equivalent to the hurdle rate.
Growth, however, shifts more of the company's value to later projected years at the
expense of earlier projected years. This “value shifi” occurs because the DCF model
accounts for capital growth via a reinvestment of a portion of annual earnings, thereby
reducing free cash flows.

Funding Capital Growth: Comparing the DCF and EVA Models

The DCF and EVA models have different treatments of the costs associated with growing
the capital base of the company. We think of the DCF model as a reinvestment for
growth process and the EVA model as a capital borrowing process.

Exhibit 2A, Column (8) shows the annual capital reinvestment amount necessary for the
DCF mode! to account for the 3% growth in capital. The capital reinvestment amount is
taken from current year eamings to fund the following year starting capital - Column (2)
equals Column (8) shifted one year. The DCF model fully funds capital growth, thereby
reducing "free cash flows™ for valuation.

In the EVA models. the cost for growing the capital 1s a part of the cost of capital
calculation. For the EVA(a) model, Exhibit 2B, Columns (10a) and (10b) show the
components of the cost of capital related to the initial and additional capital for growth,
respectively. The growth-related earnings reduction equals the product of the hurdle rate
and the cumulative additional capital amount beyond the nitial capital. This increment
can be thought of as the interest payment on “borrowed™ capital used to fund business
growth
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Although the negative cash flows necessary to support capital growth are different for the
DCF and EV'A models, the present values of the cash flows are identical when considered
in perpetiin.  The DCF model reinvestment 1o grow the capnal is a larger offset to
earnings in early forecasted vears than the EVA model required retum on additional
capital amounts. By the 9" forecasted year, though, the EVA model caputal growth cost
(Exhibit 2B, Column 10b) overtakes the DCF model reinvestment amount (Exhibit 2A,
Column 8).

Total Earnings Not Equal to Hurdle Rate and the Company is Not Growing

Table 3 displays the company value results for the three models 1n the scenario in which
the annual total earmings relative 1o capntal does nor equal the hurdle rate and the
company 1s not growing Exhibus 3A, 3B, 3C, 4A, 4B and 4C show the calculations
leading to these results.

Table 3
Valuation Results
Total Earnings Not Equal to Hurdle Rate

No Growth
10-Year Terminal In Perpetuity
Model Forecast Period Value (Total)
Earnings Less Than Hurdle Rate
DCF 70.26 23.07 93.33
EVAla) 94.98 (1 65) 93.33
EVA(b) 941.98 (1.65) 93.33
Earnings Greater Than Hurdle Rate
DCF 80 30 26.37 106.67
EVAla) 105.02 1.65 106.67
EVA(b) 105.02 1.65 106.67

Table 3 reaffirms the wn perpetuin' equivalency of the DCF and EVA models. Like the
previous examples, the 10-year and terminal values are ditferent between the DCF and
EV'A valuauons but the in perpetuin valuations are equal. The equivalency of the DCF
and EVA models in perpetuity will be shown on an algebraic basis in the Appendix.

When the earnings are not equal to the hurdle rate there is a marginal value (positive or
negative) in addition to the mnitial capital  As expected. when hurdle rate requirement
exceeds earnings, the value of the company drops below the value of the starung capital
($100 1n this example} Likewise, when earmings exceed the hurdle rate, there 1s
additional value bevond the imuial capital  In Exhibits 3A, 3B, and 3C, the total annual
earnings is 16%6 and the cost of capital 15 dictated by the hurdle rate. 15%. leaving an
excess return on capital of 1%% for each year i the future. The present value of the 1%
marginal profit in retumn on capntal of 100 is 6.67 in perperuirv. Referring to Exhibits 44,
4B. and 4C, a 1% marginal loss in return on capital of 100 leads to a value decrease of
6.67.
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Total Earnings Not Equal to Hurdle Rate and the Company is Growing

Table 4 displays the company value results for the three models i the scenarios in which
the annual total eamings relative to capital does nor equal the hurdle rate and the
company’s capital and earnings are growing by 3%6 per annum. Exhibits 5A, 5B, 5C, 6A,
6B, and 6C show the calculations leading 1o these results.

Table 4
Valuation Results

Total Earnings Not Equal to Hurdle Rate
Earnings and Capital Growing @ 3% per annum

10 Year Terminal In Perpetuity

Model Forecast Period Value (Total)
Earnings Less Than Hurdle Rate

DCF 61.22 3045 91 67
EVA(a) 94.43 (2.76) 91.67
EVach) 94 43 (2.76) 91.67
Earnings Greater Than Hurdle Rate

DCF 72.35 35.99 108 33
EVA(ay 105.57 2.76 108.33
EVA) 105 57 2.76 108.33

The impact of growth on the company's value is to increase the portion of value
contributed in the future. If the company's eamings are not achieving the hurdle rate.
growing the business further lowers value. When earmings exceed the hurdle rate, growth
produces increased value

The DCF model results show that capital growth, necessary to support business and
earings growth. reduces free cash flow in the short term in return for an increase in
future ecamings. Looking at the Earmings Greuater Than Hurdle Rate scenanto, the 10-
year forecast period value with no growth 1s 80.30, dropping to 72.35 with 3% annual
growth However. the comparable terminal value amounts increase from 26 37 to 35 99
vielding an n perpetuiry gain in total value of | 66 with growth (108.33 with 3% growth
versus 106 67 with 0% growth). In the early projection years, the reinvesiment earnings
to grow the capital (thereby reducing free cash flows) exceed the marginal increase in
earnings on the additional capital. This reverses nself in later projection years, resulting
in higher terminal values.

Comparison of DCF and EVA Models

The parametenizauon of the DCF and EVA models presented in the paper cause the
models 10 produce equal value if considered in perpetuity. The parameters selected to
populate the models should be equivalent as they are independent of which model is
used. For example, the appropriate hurdle rate does not depend on the model selected.
The Appendix discusses the formula assumptions necessary to ensure the equivalency
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property The equivalency of these valuation methodologies 15 expected because each
model is measuring the same value contributors, just using different formula structures.

In the DCF model, the starting capital is used only to determine free cash flow at time 0.
The principle of a DCF valuauon is that an investment, a company for our discussion, is
worth the value of its future eamings. If the capnal leads to future earnings (by
investment and supporting profitable business), then value will emerge. If future
earmings are less than the hurdle rate, then the capital invested in this entity is less than its
face value™.

The EVA model (both forms, EVA(a) and EVA(b)) includes the full starting capital for
its determination of value, but at a cost represented by the Cost of Capnal calculation.
Column 10a 1n the EVA model calculauons (Exhibits 1B, 2B, 3B, 4B, 5B, and 6B) shows
the cost of the initial capital. The present value of this negative cash flow in perpetuity
exactly offsets the value contributed by immediate recognition of the capital in the EVA
formula. If the capital does not provide earnings equal to or greater than the hurdle rate
in the form of excess profits, then the capital does not substantiate its value and is worth
less than 100 cents on the dollar.

That the EVA model counts the initial capital amount as value and the DCF model does
not leads to significant differences in value contributors between the forecast period value
and the terminal value. Tables 1, 2, 3, and 4 all show that the 10-year forecast period
results for the EVA model are close (and sometimes equal) to the in perperury time
frame results. In the EVA model, therefore, excluding earnings beyond a certain time
period does not have a material effect on value. In contrast, a significant portion of the
value indicated by the DCF model 1s captured as terminal value. In these examples, in
which the total earnings of the company are set close or equal to the hurdle rate. the EVA
model approaches in perpenury value faster

Table 5 shows model value results in which earnings related to operations are 0.0%.

Table §
Valuation Results
Earnings on Operations =0.0%
Total Earnings = 4.0% (Investment Only)

No Growth
10 Year Terminal In Perpetuity
Model Forecast Period Value (Total)
DCF 20.08 6.59 26 67
EVA(a) 44.79 (18.13) 26 67
EVAb) +1.79 (18.13) 26 67

** The alue of capnal is worth 100 cents on the dollar 1f you can release the capital at time zero
Otherwise, the capital 15 worth the present value of the distributable eamings generated by the capral. If
distributable earnings represent a return lower than the hurdle rate, then capial 1s worth less than 100 cents
on the dollar
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For a scenario in which the company's earmings potential is low, the DCF model
produces value closer to the m perpetiry value in the 10-year peniod than the EVA
model. The DCF model is not “fooled™ by the value of the stated initial capital in the
short term. The DCF model considers only the earnings potential of the capital, not the
capital itself. The result is further exaggerated when growth is incorporated as shown in
Table 6.

Table 6
Valuation Results
Earnings on Operations = 0.0%
Total Earnings = 4.0% (Investment Only)
Earnings and Capital Growing @ 3% per annum

10 Year Terminal In Perpetuity
Model Forecast Period Value (Total)
DCF 5.57 2.77 8.13
EVA(a) 38.78 130.45) 8.13
EVA(b) 38.78 (30 45) 8.33

Comparison of EVA(a) and EVA(b)

We present two versions of the EVA model. EVA(a) and EVA(b). The EVA(a) version
defines excess earnings as the difference in after-tax operating income and the cost of
invested capital. Afier-tax operating income is recognized for the company as a whole:
the amount is not segregated inlo investment versus operational earings. Likewise, the
cost of capital relies on the product of the “full” hurdle rate and the amount of capital.

The EVA(b) model formula defines earmings and cost of capital differently. The EVA(b)
model formula does not include investment eamings related to the capital as earnings In
the context of a property/casualty insurer, earnings are only underwriting earnings from
premium written and investment income on assets supporting the habilities ensuing from
wniting insurance policies. Under EVA(b), earmings are lower, but so is the cost of
capital The cost of capital 1s the hurdle rate less the investment income rate the company
will earn on its capital, in a sense, the shortfall in investment eamings relative to the
hurdle rate.

From the basic valuation examples presented in this section, the two forms of the EVA
produce identical results. EVA(a) follows from financial valuation fundamentals.
EVA(b) is often regarded as the “actuanal valuation method.” Sturgls:'I describes the
economic value of a property/casualty insurance company as composed of three parts: (i)
current net worth, plus (i) the discounted value of future carnings. less (iii} cost of
capital, where future earnings and cost of capntal are defined per our EVA(b) model.

* McKimnsey & Company, Inc, “Valuation Measuring and Managing the Value of Compames.” Third
Edmion

* Robent S. Miccolis. “An Investgation of Methods, Assumpuions. and Risk Modeling for the \'aluation of
Property.Casualty Insurance Companies™



Miccolis descnbes a computation similar to Sturgis to determine an insurer’s economic
value (1) adjusted surplus, plus (1)} discounted value of future earnings, less (1) cost of
capital. Miccolis. however, is unclear regarding the computation for the cost of capual.

We consider the EV'A(a) model 1o be the preferred structure for applying the economic
value added model. EVA(a) is more straightforward to apply and avoids potential
comphcations 1t relies on financial estimates of earnings that are comparable to actual
financial projections for a property/casualty insurer. To use the EVA(b) model, one must
attempt to 1solate the source of earnings between amounts ecarned from premium written
and investment income on the capintal. This approach further necessitates an allocation of
invested assets between those supporting the liabilities and assets underlying the capital
and surplus. In addition, splitting earnings into 1ts “component” parts raises potential tax
application questions that complicate the valuation process.
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SECTION 3 — Parameterizing the Valuation Model

Accounting

Insurance companies n the United States use multiple forms of accounting. Statutory
accounting principles {SAP) are used for reponing to state regulatory authorities and
generally accepted accountng principles (GAAP) are used for reporting to the Securities
and Exchange Conumssion and the public Tax accounting underhies the computation of
taxable income. SAP focuses on the current solvency of an insurance company and its
ability to meet 1ts obligations. Due to this focus on protection of policyholders, assets
and habilities are generally valued conservatively on the statutory balance sheet, although
the result 1s dependent on specific company or financial conditions.

Historically, noteworthy differences between GAAP and SAP for property.casualty
insurance companies related to:

1
2.
3.
4

Deferred acquisition costs (“"DAC™)

Deferred tax assets ("DTA™) and liabilities ("DTL")
Premium deficiency reserve ("PDR™)

Valuation of bonds

Deferred acquisition costs

The asset associated with DAC recognizes that the unearned premium reserve
(“UEPR") may be overstated because 1t funds expenses (e.g.. agenis’ commissions)
that have are typically paid at the beginming of the policy and have already been
incurred on the income statement. As the unearned premium reserve is earned, this
overstatement disappears.:5 Statutory accounting does not permit recognition of the
value of this asset unul it materializes in future statutory earings. In isolation, this
difference 1n the treatment of the DAC asset would cause GAAP equity always to be
greater than or equal to SAP equity.

Deferred tax assets and liabilities

Deferred tax assets and habilities are created primanly from taxes calculated on
earnings reflecting discounted reserves and tax liabihuies related to unrealized gams
(losses) For a growing company, the tax calculation results in an “overpayment™ of
taxes inually related to incurred losses, offset by a lower payment in subsequent
years when claims are paid. This difference 1s solely a uming 1ssue. as the total
amount of taxes that will be paid for profits associated with a block of business or
block of assets does not change. The prepayment of taxes (or tax credit for unrealized
losses) 1s corrected as the business runs off or the assets are sold.

e . . .
** For a going concern. we achnowledge that it is replaced by equity in the uncarned premium reserves for
the following year’s business
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With the introduction of DTA and DTL for statutory accounting. these assets and
habilities are now recognized on the balance sheet before the business runs off or the
assets are sold. For many companies, this change increases their statutory capital

¢ Premium deficiency reserves

The PDR is required when the unearmmed premium reserve is expected to be
insufficient to fund the future loss and expense payments originating from those
policies. This reserve will reduce statutory capital.

o Valuation of bonds

In general, SAP requires bonds to be held at amortized cost (although bonds that are
not “in good standing™ are carried at market value). GAAP, on the other hand. uses
amortized cost for only “held-to-maturity” bonds, which the company has both the
intent and ability to hold to maturity. For those bonds in the company’s active trading
portfolio, GAAP requires market value treatment on the balance sheet

With the codification of statutory accounting principles, which became effective January
1, 2001, deferred tax assets, deferred tax liabilies and premium deficiency reserves were
recognized on the statutory balance sheet. The most significant difference that remams
relates to deferred acquisition costs.

As stated in Actuarial Standard of Practice (ASOP) No 19, for insurance companies,
statutory (or regulatory) earnings form the basis for determining distributable camings,
since the availability of dividends to equity owners 1s constrained by the amount of
accumulated earnings and minimum capital and surplus requirements. Both of these
amounts must be determined on a statutory accounung basis. Distributable earnings
consist of statutory eamings, adjusted as appropriate n recognition of minimum capital
and surplus levels necessary to support existing business. Therefore, statutory accounting
determines the earnings available to the equity owners.

While future earings calculated according to GAAP or another basis will often be of
interest to the user of an actuarial appraisal, the free cash flow calculations contemplated
within the defimtion of actuarial appraisal in ASOP No. 19 should be developed in
consideration of statutory earnings, rather than some other basis.

GAAP eamings and GAAP net worth, however, are often the basis of the relative
valuation methods involving market multiples.

As the major difference between GAAP and SAP accounting 1s DAC, which may be
recognized as an asset on the GAAP balance sheet immediately instead of through future
eamnings, GAAP net worth is typically higher than SAP net worth. SAP net worth may
be greater, however, when the amortized value of bonds in the SAP asset portfolio 1s
higher than the market value of bonds in the GAAP asset portfohio.
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Estimating Free Cash Flows or Value Added

Estimating free cash flows for a DCF valuation or changes in value of the company in
each period for an EVA valuauon requires the use of after-tax operating earmings from
accounting statements. However, accounting earnings may not represent true eamings
because of limitations in accounting rules and the firms’ own actions.

For a property/casualty insurance company, changes in the equity of the firm derive from
not only (a) after-tax operating earnings (net income 1n the statutory income statement)
and (b) capnal infusions or distributions, but also from (c) “below the line™ adjustments
to capital. These adjustments represent items that do not flow through the statutory
income statement for changes in unrealized capital gainsilosses, changes in non-admitted
assets, changes n provisions for reinsurance. change in foreign exchange adjustment and
changes in deferred income taxes. To the extent that these adjustments increase
(decrease) the equity of the firm, they also increase (decrease) free cash flows for the
DCF valuation methodology and increase (decrease) excess returms for the EVA
valuation methodology.

For a property/casualty insurer, estimating after-tax operating earnings (including “below
the line"” statutory adjustments to capital) typically requires rigorous analysis. For the
purpose of analysts, the sources of future earnings can be sub-divided into two broad
categories the runoff of the existing balance sheet and future written business.

Runoff of the Existing Balance Sheet

The runoff of the existing balance sheet produces earmings associated with (1)
underwriting profit imbedded in the UEPR’, (1) vestment mcome on the assets
supporting (a) the loss reserves (inclusive of all loss, allocated loss adjustment expense
and unallocated loss adjustment expense reserves) and (b) UEPR liabilities unul all the
associated claims are paid. and (1ii) investment income on the capital base supporting the
runoff of the business.”’

The eamings associated with new (or renewal) business denives from (i) the underwnting
profit generated by the business. (i1) the mvestment income on the assets generated by the
premium, supporting loss reserves and UEPRs until all of the claims are paid. and (i)
investment income on the capital base supporting the writing of the new business.

Developing financial projections (income statements, balance sheets, and cash flows)
related to running off the existing balance sheet liabilities, assuming no new or renewal
business is written, will provide the basic elements for valuing the company in runoff.
The key factors involved are (i) the payout of the loss reserves, (ii) the ulumate losses
and expenses associated with the unearned premium reserve, (iii) the payout of the losses

* Profit imbedded in the UEPR represents underwnting profit and profit associated with the prepmid
expenses (corresponding to the deferred acquisition cost asset established for GAAP accounting).

** For an EVA ‘aluauon, 1f one projects carnings with a capital base of zero (an EVAib) scenano). this
component will be zero.

437



and expenses associated with the unearned premium reserve, (iv) the capital needed each
year to support the company in runoff and (v) the v estment yield earned on assets unul
all claims are paid and all capnal 1s released In practice, when running off a company
that writes personal lines business, renewals may be mandated for several years by the
regulatory authorities. In those instances, running off the company might also reflect the
writing of some renewal business

When it is important to understand the value associated with the runoff of the business
separate from value associated with the writing of new (or renewal) business, we
recommend the following approach. Value the company in runoff reflecting the level of
capital required 1o run off the company. Then, value the company reflecting eamings and
capital needs associated with maintamning the company as a gomng concern  That is,
eamings projections and capial needs are developed for the combination of running off
the existing balance sheet and wniting new business. The value of solely writing new
business should be computed as the difference between the two valuations.

The suggested approach 1s beneficial on both a pracucal and theoretical basis. On a
theoretical basis. the valuation of the runoff company relative to the going concern
improyes the determination of capital required for new busiess. On a practical basis.
both valuations will use the same starting balance sheet

Future Written Business

For property/casualty insurance companies. in contrast with life insurance companies, the
distinction between new and renewal business is often not meanmngful for developing
financial projections for future written business. For direct writers of personal lines
business, however, for whom the 1nitial cost of acquiring new business and the associated
expected loss ratio differs substanually from the expenses and loss ratios associated with
renewal business, the distinction between new and renewal business may be very
important for developing financial projections

Financial projections are usually developed by line of business or business segment that
corresponds to the detail 1n which the company being valued provides its premium
forecasts. The key elements to be estimated by year are:

By line of business:

Gross written premium

Net written premium

Accident year gross and ceded loss and loss expense ratios

Gross commissions and ceding commuissions

Other overhead expenses (premium taxes, general and administrauve expenses, other
acquisition costs)

» Collection schedules for premium

® Payment schedules for commissions and other overhead expenses

e Payment patiern for gross and ceded accident year loss and loss adjustment expense
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s Collection pattern for ceded reinsurance recoveries
For the book of business in total:

e Investment yield on investible assets
e Capital needed to support the entire book of business
e Federal income taxes applicable to earnings

The primary contributors to investment earnings are the timing differences between the
collection of premium and the payment of claims and loss adjustment expense. For most
lines of business, there is little delay in premium payment by the policyholder When
premiums are paid n installments, however, or when audit premiums represent a
significant portion of the ultimate collected premium. 1t is important to evaluate the lag
because of the resulting impact on the nvestment income calculation  Reinsurance
recoveries may need to be projected on a contraci-by-contract basis if the indemnification
terms vary significantly.

In determining the future earnings from new and renewal business, projected loss and
expense ratios are the most important components to be modeled. As Miccolis™ and
Ryan & Lamer™ note in their papers on valuation. 1ssues 1o be considered in the
projection of future loss ahd expense ratios include:

Changes in price levels

Trends in loss severity, claim frequency. and exposure base
Historical industry results

Underwriting cycles

Target rates of return

Expected future growth rates

Degree of competition in market

Regulatory environment

Exposure to catastrophes

Changes in ceded reinsurance (coverage, terms, pricing)

Present Value of Future Earnings
) 4

Once the future eaming stream (including gains and losses in capital that do not flow
through earnings) from running off the exisuing balance sheet and future written business
has been estimated, it 1s discounted to present value at the selected hurdle rate  For an
EVA valuation, the future eamings stream is used directly without consideration of
capital infusions or distributions. For a DCF valuauion, the future earnings stream (a) less

“Robert § Miccolis, "An Investigation of Methods, Assumptions. and Risk Modeling for the Valuanon of
Propeny.Casualty Insurance Companies”™
“*JP Ryan and K.P W. Lamer, “The Valuauon of General Insurance Companies™
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earnings retained for capital growth or (b) plus additional capital released represents free
cash flows.

Adjusted Net Worth (“ANW")

In valuing a company, 1t is common practice to adjust the equity of the firm at time zero
to consider value (posiive or negative) associated with reserve deficiencies or
redundancies, market value of assets, non-admitted assets, and statutory provisions for
remsurance, among other factors.

The adjustments to statutory equity in the computation of ANW for an EVA valuauon
(and free cash flow at time 0. “FCy." for a DCF valuation) represent an effort to adjust the
starting statutory balance sheet to its true market value. These adjustments described by
Miccohs and Ryan & Lamer and summarized below represent an attempt to recognize
the market value of some wems on the statutory balance sheet. For example, common
adjustments include reflecting assets at market value and eliminating goodwill In
contrast, there are usually no comparable adjustments for liabilities. For loss reserves
and unearned premium reserves, market value would reflect future investment income
plus a provision for nisk. Instead, any value associated with the liabilities (other than
adjusting reserves to their actuarially indicated amount) 1s recognized through the present
value of future eamings

Since statutory accounting determines free cash flows to investors, one could support the
position that adjustments to the equity of the firm at time zero should be limited to tax-
affected reserve adjustments (to bring carried resenes to the actuarial indicated level) and
other changes that “true up" the statutory balance sheet. Adjustments to statutory capital
to compute ANW that are not pernmtted under statutory accounting will not change
statutory capital and, therefore, will not affect tree cash flows. Many financial experts,
however, insist that assets be adjusted to their market value at the date of valuauon.
Further, goodwill carried on the balance sheet is almost always eliminated for valuation,
even though it 1s now a statutory asset. Experts continue 10 disagree on how these
adjustments should be handled for valuation

Esther way, if the net worth or the equity of the firm is adjusted to recognize non-
admitted assets. or reflect the market value of all assets. then the firm’s future earnings or
changes in capital must be adjusted to prevent double counting this value For example,
if all assets are marked to market for the valuation, then future earnings of the firm must
not reflect any realized gains or losses associated with assets unless the market values
change. Further, if non-adminted assets are added back to the starting net worth of the
firm, then any capual increases associated with the recognition of non-admitted assets
must be eliminated from future financial projections.

Any adjustments to the starting capital to determine ANW will cause the EVA and DCF
valuation results to diverge unless the same adjustments are made for both valuation
methodologies. Otherwise, for DCF. these values will be recognized on a discounted
basis through future earnings or “below the hine™ adjustments to equity. For EVA, they
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will be recognized at time zero, thereby reflecting no present value discount in the
computation of value.

The common adjustments to the starting capital ("SCo") for valuation are listed below.
Only items 1 and 6 are consistent with statutory accounting principles and, therefore, will
have the same effect on EVA and DCF valuations. The other adjustments to ANW,
unless also assumed to impact SCp for DCF. thereby affecting FCy, will cause the EVA
and DCF valuation results to diverge. The direction (positive or negative) of the
difference between the EVA and DCF valuauion result will be dependent on the direction
(positive or negative) of the tax-affected adjustments for items 2. 3, 4 and 5.

1 Loss reserve adequacy

For a property:casualty insurance company, policyholder claim obligations are
usually the largest liability on the statutory balance sheet. As a result, 1t is cniucal to
assess the reasonableness of the carried loss and loss adjustment expense (LAE)
reserves as of the valuation date to meet unpaid claim obligations

Adjustments for the loss reserve position should be made directly against statutory
equity as of the valuation date for both DCF and EV A valuations. Adjustments to the
carned loss reserves will impact ANW for an EVA valuation and FCy for a DCF
valuation

ro

Market value of assets

Traditionally, the majority of property.casualty insurance companies’ investment
portfolios have been placed in bonds, especially U.S. Treasury or other federal
agency instruments. SAP requires bonds “in good standing™ to be valued at
amortized cost. For the purpose of a valuation, however. bonds should be valued at
market value in order to reflect what an independent buyer would actually pay to
purchase the securities.

Common and preferred stocks, which represent the next largest portion of most
property/casualty insurance companies” portfolios, are recorded at values provided by
the NAIC's Securities Valuation Office. These values are typically equal to market
value and thus are less likely to require an additional adjustment. Other investable
assets should also be adjusted 1o market value, but are a much smaller component of
the total portfolio and thus the adjustments are likely to have a smaller impact on the
adjusted net worth.

3. Inclusion of non-admitted assets
Some states do not admit certain assets on the statutory balance sheet because they
either do not conform to the laws and regulations of the state or are not readily

convertible to liquid assets. Exclusion from the balance sheet results in a charge to
statutory equity  For the purpose of a valuauon, however, one should include any
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portion of non-admitted assets that has financial value and may be conventible to
cash.

Examples of non-admitted assets include:

e Agents’ balances overdue by 90 days or longer

o Bills receivable that have not been taken for premium

o Furniture, equipment (other than electronic data processing [EDP] equipment and
software), and supplies

¢ Leasehold improvements

In some cases, there may be overlap with the adjustment of assets to market value
For example, when the market value of real estate 1s below its net book value. the
excess of book over market value s recorded as a non-admitted asset while the
admitted asset, which underlies the amount of statutory surplus, is equal to the market
value Care should be taken to ensure that there is no double-counting.

Accounting goodwill

SAP for purchases define goodwill as the difference between the cost of acquiring a
subsidiary, controlled, or affiliated entity and the purchaser’s share of the book value
of the acquired entity. Positive goodwill exists when the cost of the acquired entity is
greater than the purchaser’s share of the book value. According to codified SAP,
however. positive goodwill from all sources 1s limited 1n the aggregate to 10% of the
parent’s capital and surplus (adjusted to exclude any net positive goodwill, EDP
equipment and software).

Assets for goodwill are generally assumed to have zero value until such value
emerges through future earmings.

Provision for reinsurance

SAP produce a “provision for reinsurance” that is calculated in Schedule F of the
NAIC Annual Statement and is carried forward to the statutory balance sheet as a
liability. This provision 1s intended to be a measure of conservatism to reflect
unsecured reinsurance placed with unauthorized companies and collectibility issues
with all reinsurers.

In a valuation. a more detailed review of collectibility 1ssues 1s worthwhile in order to
estimate any additions (or further reductions) to equity to reflect a more rigorous
estimate of reinsurance recoverables.

Tax issues regarding all of the above

Any adjustments to the statutory balance sheet may also have a corresponding 1impact
on the company's federal income tax hability. The federal 1ax liability, or deferrable



tax assel, 1s based on statutory net income and a series of adjustments. Any
adjustments made to statutory equity for valuation should be tax-affected

In mergers or acquisitions, taxes are particularly difficult to address because one must
consider the tax position of both parties.

Hurdle Rate

The hurdle rate used in a valuation should reflect the cost to the firm of acquiring the
capntal necessary to make the acquisition or perform the transaction in question
Typically, this value will be provided by management based on its appraisal of the
acquisition's relative risk and required return.  When not provided by management, the
hurdle rate can be estimated using a variety of security valuation methods.” In either
case, when establishing the hurdle rate, 1t is important for the analyst to consider several
1ssues including the following:

1. Risks attnbutable to business activities of the acquisition

The nisk attributable to the business activities of the acquisition determines the cost of
the capital required 1o make the acquisition. This risk measure should not be confused
with the nisk associated with the acquiring entity, which may be different. The nisk of
a firm. in total, reflects a weighted average of the nsks of 1ts underlying business
activities and the cost of capital of any particular activity may differ from that of the
firm as a whole.

2. Consideration of multiple hurdle rates

If the target acquisition in engaged n several activities (e.g., different lines of
business) of varying risk, it may be appropriate to consider projecting several streams
of free cash flow and discounting them at different rates. An altemative to this
approach may be to allocate capital to business activity in such a way as to equahze
risk across lines. It this approach is used, then a single discount rate for all cash flows
may be appropriate.

One reason 10 consider the latter approach 1s that one can generally observe the hurdle
rate only for the firm as a whole. and not for its component parts. Thus, the hurdle
rates reflect the average nsk of the finm's activities and are not necessarily
appropriate for any single business. If there were large samples of publicly traded
firms specializing in particular lines of business. then 1t would be possible 1n theory to
observe the hurdle rate for those specific activities. [n practice, however, there are a
limited number of publicly traded insurers and they tend to be multi-line firms
involved n a wide variety of businesses (many of which have substantially different
risk profiles). These considerations support using a single hurdle rate reflecting

' The most promiment models in widespread usc are the capital asset pncing model (CAPM) and the
dividend valuanion model rsometimes known as the DCF or Gordon growth modei). Both models are
descnbed in numerous sources. including Invesiment Valuation by Damodaran.
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average risk activities. and then adjusting the amount of required capital so that the
nisk of the acquisition 1s equivalent to the average risk of the firm.

3. Method of financing the acquisition

If the acquisition is to be financed with a mix of debt and preferred and common
equity. then the appropriate hurdle rate should reflect the weighted average afier-tax
costs to the firm of acquinng capital through these vehicles. The capital structure
underlying the acquisition, and not necessanly the existung capital structure of the
acquiring entity. is the relevant issue. For example, if a firm 1s currently financed with
a mix of debt and equity, but intends to pursue an acquisition financed solely by
equity, then the relevant hurdle rate is the equity cost of capital.

4. Consistency with other assumptions

The discount rate depends on relative risk, which in turn depends on several factors
that may be related to other aspects of the valuation. For example. in addition to the
intrinsic risk of its specific business activities, the cost of capital for a firm will
depend, among other things. on the firm’s leverage and mix of assets. Both of these
factors, however, will have an impact on the projected free cash flow that forms the
foundation of the valuation. There must be consistency between the assumptions used
to develop the cash flows and those used to develop the discount rate’'.

Capital Needs

The capital required to support an insurance company is a key assumption n the
valuation process

For the DCF methodology. capital requirements dictate the amount of capial to be
retained in the company to support ongoing operations, thereby determining distnbutable
earmings and associated value. For the EVA methodology. capital requirements dictate
the capital that underlies the cost of capital calculation. The higher the capnal
requirement. the higher the cost of capital element of the valuation formula.

Propertyicasualty insurance compames are subject to statutory capital requirements.
Statutory capital requirements are determinable through the property:casualty insurance
industry’s nisk-based capital (RBC) requirements. The results can be viewed as
minimum capital requirements. Often, larger capital investments are required to sausfy
the financial rating agencies such as A.M. Best, Standard & Poor's, and Moody's in order
to mamntain desirable financial ratings  All of these factors are considerations in
determining capital requirements for valuation.

Premium-to-surplus ratios, loss reserves-to-surplus ratios, and multiples of RBC have
been used in valuation to determine capital needs These are typically based on

*! The discount rate 1s ofien viewed as the sum of a risk-free rate and a market risk premium (CAPM)Y The
value of the market nsk premium 1s a topic of debate among financial economists



comparable ratios for “peer companies,” which are companies with premium volume and
lines of business comparable to the subject company. In these instances, it 1s essential
that the selected capital that match or exceed RBC requirements.

In actuarial and finance literature, there are many articles and papers related to capital
requirements and capital allocation for insurers. Theories about capital requirements
range from simplistic rules of thumb (e.g., maintenance of a premuum-to-surplus ratio of
2.0) to intricate risk models.

In practice, 1t 1s common for insurance compantes to matntain a level of capital that is
sufficient for a desired financial rating.

Cost of Capital

We defined the cost of capital ("COC™) as the present value of the starting capital in each
period multiplied by the hurdle rate. The COC 1s used 10 measure excess returns in each
period for the EVA valuation methodology. Excess returns are computed as the
difference between operating eamings in each period (inclusive of gains and losses in
capital that do not flow through earnings) and the COC. This concept 1s more thoroughly
discussed in SECTION 1 — Valuation Framework and SECTION 2 - Valuation
Results: EVA versus DCF.

Economusts and other financial professionals equate the term cost of capital with the
hurdle rate. Care should be taken in using and understanding the meaning of the term in
a particular context.
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SECTION 4 — Sample Company Valuation

This section presents a detalled example of valuing a property:casualty insurance
company. The modeled valuation will focus on:

e Modehing aspects of a property/casualty insurer given cument financial
statements, nvestment assumptions, underwnting assumptions for current and
future business, and loss and expense payment assumptions:;

e Determination of future eamings from projected financial statements based on
selected surplus and business volume constraints;

e Application of DCF and EVA valuation approaches using an existing balance
sheet and projected financial statement amounts (balance sheet. income statement,
and cash flow exhibits):

o Testing the sensitnity of indicated value to changes in key assumptions (risk-
based capital-to-surplus requirement, loss ratios, investment yield, hurdle rate,
growth rate).

Our objective 1s to provide a thorough and funcuonal discussion of the valuation of a
property;casualty insurance company valuation and a basic discussion of the development
of eamings projections. The actuary or other professional preparing the valuation will, of
course, undertake extensive analysis to develop premium, loss. and expense assumptions,
investment yields, and other factors to project earmings. We present many assumptions
“as given” without further explanation.

Valuation Estimates Based on Financial Model Results

The valuation results for the sample company, Primary Stock Insurance Company or
“PSIC™. rely on two basic assumption sets:

1.. Financial modeling assumptions underlying financial statement projections. and

2. Valuation assumptions underlying the applicanon of the DCF and EVA
methodologies yielding value estimates of PSIC based on the financial statement
projections.

Exhibit 7 shows the value estimates for PSIC for each method and the principal
components for applying the valuation formulae. The fundamental financial amounts
entering the valuation calculations are current and future year-end surplus esumates and
future total income estimates. Basic financial modeling assumptions will be discussed
later in this section: the primary focus 1s the application of the valuation methodologes
with the modeled surplus and income amounts given specific valuation assumptions
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The valuation assumptions are
1. A valuation date of December 31, 2001.

2 PSIC's risk-based capital ("RBC"} indicauon at each year-end dictates the
statutory surplus at the respective year-end. The example uses a surplus-10-RBC
relationship of 2-10-1 where the RBC indication is the Company Action Level
(100% of the RBC calculation)

3. A hurdle rate of 15% per annum for all future years.

4 After the explicit forecast period ending December 31, 2011, we assume the
surplus and total company income will increase at 2% per annum indefinitely.

For each valuation methodology, future valuation amounts are modeled in two distinct
time periods- the explicit forecast period (10 years for the example, 2002 through 2011)
and all subsequent vears (2012 and later). For our sample company valuation, the
explicit forecast period income and surplus estimates (via the RBC calculation) rely on
financial modeling procedures. Valuation indications for all subsequent years were
estimated using the respective method’s value formulae starting one year after the explicit
forecast period. For the DCF method, this calculation develops to the terminal value.
For the EVA method this calculation develops the “continuing value added™ after the
explicit forecast period

Both models yield value of approximately $88 mullion as of December 31. 2001 The
comparison of the value components for the two methodologies parallels observations
made m SECTION 2 — Valuation Results: EVA versus DCF about the scenario in
which a company achieves more than the hurdle rate and is growing

e The EVA method recognizes value amounts in the forecast process faster than the
DCF method. As of the end of the explicit forecast perod. through 2011, the EVA
method value estimate is $73.9 milhion ($42.1 million surplus plus $31.8 million as
the present value of future value added in years 2001 through 2011). The DCF
method value estimate is $54.7 million representing the present value of free cash
flow for years 2001 through 2011.

o The present value of the remnvestment cost {retained eamings) of $21.9 mullion (for all
years) for DCF equals the present value of the cost of growth capital for EVA. The
DCF reinvestment cost over the 10-year exphent forecast period ($18.97 million) is
greater than the EV'A cost of growth capnal during the same period ($10.14 million).
The difference is offset 1n modeled amounts for 2012 and subsequent - $2 96 million
for DCF and $11.79 million for EVA."

** Feldblum. “NAIC Property:Casualty Insurance Company Risk-Based Capnal Requirements™
YDCF(1897+296)=EVA(1013+1]79)=2193
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The following diagram shows the steps in the development of value presented in Exhibit
7.

Starting
Surplus
I
17 year
& Determine Year-End Surplus:
¢ RBC relationship used in this
Forecast Income.
example

* Underwriting assumptions »
* [nvestment assumpiions
o Cash flow assumptions

¢ Review premmum-to-surplus
® Review loss and LAE-to-
surplus

Valuation Contribution of the Explicit Forecasted Period

DCF: EVA:
How much of the income How much of the ncome
must be left in the company represents  addional  value
. to allow growth” generated by the company
f neA d above the expected rerurn
orecasie cniteria of the hurdle rate”
year
Remaining income 15 free y
cash flow The model
shous the free cash flow as ¢ value added = income less
a  PSIC dinidend 10 cost of capial
Investors » cost of capital = surplus at

beg of year x hurdle rate

exvphait forecast peniod complete

v

Value Afier Explicit Forecast Period

DCF: termunal value

EVA: conunuing value added

Valuation Estimate
DCF: toual of PV (using hurdle rare) of free cash flows

EVA: 101al of PV (using hurdle rate} of value added by year +
starting surplus
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The recorded statutory surplus for PSIC as of December 31, 2001 1s $45.00 million.
However, this amount exceeds the selected capitalization standard result of 2.0 x $21 07
million (the RBC indication at December 31, 2001) or $42.13 million. The “excess”
surplus is recognized as free cash flow/value added for both DCF and EVA at December
31, 200! (ume 0) and our valuation models begin with a statutory surplus of $42.13
million. For the EVA model, the surplus of $42.13 million is recognized immediately as
value. [t 1s also the basis of the Cost of Caputal calculation in the first period. For the
DCF model. the surplus of $42 13 million contributes to value only through the
Investment income it earns 1n subsequent periods.

No other adjustments were made to the starting surplus for valuation. Carried reserves
were assumed to be at the actuanially indicated amount. There was no difference between
market value and book value of investments and no other adjustments were deemed
warranted.

After establishing PSIC's adjusted net worth, the valuation process requires the total
statutory income and RBC amounts for the first future projection year, 2002, from the
financial model constructed for PSIC. Exhibit 8, Changes in Statutory Surplus. shows the
estimated future income for PSIC during 2002 to be $10.44 million. The PSIC valuation
model includes income from two categories: statutory net income and changes in
unrealized capital gains. Exhibit 9 shows the computation of statutory net income.
Unrealized capital gains stem from increases in market value for preferred and common
stock investments.

"The projected RBC for year-end 2002 1s $23.25 million leading to a December 31, 2002
required surplus of $46.5 million. Exhibit 12 shows PSIC’s RBC calculation. Dunng
2002, the required surplus increases by $4.37 million, from $42.13 miilion to $46.5]
million.

The DCF methodology determines value from free cash flow estimates: for 2002 free
cash equals $10.44 million of income less eamings retained to fund surplus growth of
$4.37 million. Exhibit 8 shows the $6.07 million free cash flow ($10.44 - $4.37 = $6 07)
as a stockholder dividend. The contribution to value of the 2002 free cash flow is the PV
of $6.07 million using the 15% hurdle rate.

The EVA methodology values returns in excess of the cost of capital. For 2002, excess
returns equal $10.44 milhion of income less the cost of capital of $6.32 million, or $4.12
million. The cost of capital equals the surplus as of the end of the prior year, $42.13
mullion, multiplied by the hurdle rate of 15% The contnbution to value of the 2002
excess returns is the PV of $4.12 million using the 15% selected hurdle rate, or $3.59
million.

As shown on Exhibit 7, the application of the DCF and EVA methodologies given the

total income, RBC, surplus projections, and valuation assumptions is repeated for each
year in the 10-year explicit forecast period. The PV of free cash flow for the DCF
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method during the 10-year period is $54 69 million. The PV of excess returns for the
EV'A method through the 10-vear peniod is $31.81. The PV of excess returns plus the
starting surplus of $42.13 million yields the EVA indicated value through year 10 of
$73.94 million.

The All Years value of PSIC under both valuation methods includes the PV contribution
of value amounts beyond the explicit forecast peniod. The amount shown in the “Total
12 to =" column m Exhibit 7 rely on perpetuity formula calculations rather than annual
detailed financial projections tor 2012 and subsequent years Appendix and SECTION 1
— Valuation Framework show these formulae for both methods and the algebraic
derivation. The key assumpuions for these calculations are:

e The expected annual growth rate of surplus and total income after 2011 is 2%
Thus, the implicitly projected surplus for 2012 is $77.86 miilion x 1.02 = $79.42

million and the income for 2012 15 $18.71 mullion » 1 02 = $19 08 million.

e The hurdle rawe is 15% for calculating the cost of capital for the EVA method and
for determining the PV of 2012 and subsequent value amounts.

Both methods produce a valuation result of $88.03 mitlion

DCF
1) Present value of free cash flow dunng the exphceit $54.09
forecast period
t2) Terminal value (present value of free cash flow 33.33
subsequent to the expheit forecast period)
Total $88.03
EVA
(1) Adjusted net worth (starting surplus) $42.13
{2) Present value of value added amounts during the 31.81
explicit forecast period
(3) Present value of continuing value added 14.08
subsequent 1o the explicit forecast period
Total $88.03

Overview of the Financial Model

The propertyicasualty insurer financial model for the PSIC valuation performs all of the
necessary computations to produce prospective statutory and GAAP financial statements.
The major funcuions of the model are’ (1) runoff of loss and LAE reserves, (ii) payout of
loss and loss adjustment expenses stemming from the earming of the unearned premium
reserve, (ui) esimatton of the level of future writen premium and associated earned
premium and application of the loss and expense ratio assumpuions, (iv) calculaton of
investment income, and (v) calculation of federal income tax due.
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There are two items of note before discussing the details of PSIC financial model
projections. First, the model does not reflect all the changes resulting from the NAIC's
codificanon of statutory accounting principles An example is the recognition of a
statutory asset or liability for deferred taxes. Even without these rtems, the financial
model results provide significant insight into the considerations and calculations for
valuing a property/casualty insurance company Second, the GAAP balance sheet and
income statements are provided for the interested reader. The GAAP results are not
discussed 1n the text because the valuation estimate relies exclusively on amounts
computed using statutory accounting.

Exhibit 11 1s the Detailed Statutory Balance Sheet for PSIC The “Actual 2001™ column
shows amounts from PSIC's December 31, 2001 statutory Annual Statement. Balance
sheet 1tems are either the sum of amounts from individual lines of business or for PSIC in
total. Investment and cash amounts, items { 1a) through (12) and the Total Investments &
Cash subtotal, are not segregated by line, neither are capital and surplus

The remaining assets (receivables) and liabilities (payables and loss, LAE, and uneamed
premium reserves) are the sums of individual Iine of business amounts. In this example,
PSIC wrote and continues to write three lines of business: workers® compensation, auto
liability, and general hability, all on a primary basis. Exhibus 18, 19, and 20 show the
December 31, 2001 balance sheet amounts and business assumptions for the workers’
compensation, auto liability, and general liability books of business, respectively.

The largest single balance sheet item from the line of business data 1s the net loss and
ALAE reserve Sheet 6 for Exhibits 18, 19, and 20 show the loss and LAE reserves as of
December 31, 2001 for accident vears 2001 and prior for each hne of business. Sheet 5
for each line of business shows the payment patterns for the respective 2001 balance
sheet reserve amounts

Sheet 4 for Exhibits 18, 19, and 20 shows the other balance sheet items associated with
each line of business as of December 31, 2001.

Exhibit 915 PSIC’s Statutory Income Statement. Exhibit 8, Change in Statutory Surplus,
uses net income from Exhibit 9 The annual change in statutory surplus equals net
income plus change in unrealized capital gains. Net income has three basic components:
underwriting income plus investment income less federal income taxes (The PSIC
model does not include any “other income™ amounts ) PSIC’s underwnting income
equals the sum of individual line of business undeririting income amounts. [nvestment
income and federal income 1axes are computed for PSIC in total. Investment income
ncludes investment income on the capifal along with the assets generated by line of
business.

Sheet | for Exhibits 18, 19, and 20 provides the underwriting income by line of business.

Sheet 2 provides the calculation notes for the components of the line of business
underwriting income. The principal assumptions are:
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Net Earned Premium

e Direct written premium (“"DWP") annual growth is 4%

®  50% of DWP is earned in year written, 50% 1n the following year

® Workers compensation and general liability have excess reinsurance; 10°%
of the DWP s ceded

Net Incurred Loss and LAE

o As shown in Sheet 4 of Exhibits 18, 19, and 20, the selected loss and LAE
ratios for each line of business are:

Direct ALAEw ULAE w0 Ceded

Loss Loss Loss Loss

Ratio Ratio Rauo Ratio
Workers” Comp 70.0% 8.0% 8.5% 100.04%%0
Auto Liability 64 0%% 8.5% 7.5% NiA
General Liability 68.0% 15.0°% 8 5% 100.0%

e These gross loss. gross LAE, and ceded ratios are applied to the December
31, 2001 uneamed premium reserve and carned premium generated by
forecasted written premium.

Total Underwniting Year Expenses

¢ Asshown in Sheet 4 of Exhibits 18, 19, and 20, the underwriting expense
ratios for each line of business are (DWP = direct wnitten premium, CWP
= ceded written premium):

Agents’ Premium  Other Underwriting  Reinsurance
Commussion Tax Expenses Commissions
{2.DWP) (2.DW P) (°oDEP) {2sDWP) 12CW Py
Waorkers® Comp 10.0°%% 3.0% 3.0% 2.25% 0.0%
Auto Liability 15 0% 2.0% 2.25% 3.25% N'A
General Liability 12 5% 2.0% 40% 1.0% 0.0%

Investment income is shown in row (5) of the Statutory Income Statement (Exhibit 9).
The sources of investment income are realized capital gains, interest income, and
dividends. The annual yield rates (pre-tax) for each asset type are:

Realized Capital Gains

Preferred Stocks 25%
Common Stocks 4.0%
Real Estate 4.0%



Interest Income

Taxable Bonds 6.0%
Non-taxable Bonds 4.0%
Cash 3.0%
Real Estate 4.0%
Other 2.0%
Dividends
Preferred Stocks 5.0%
Common Stocks 2 0%

The distribution of invested assets and cash 1s:

Taxable Bonds 42.0%
Non-taxable Bonds  24.0%
Preferred Stocks 1.0%
Common Stocks 25.0%
Cash 50%
Real Estate 1.0%
Other 2.0%

Total 100.0%

Invested assets held at the beginning of a forecasted year will eam a full year of
investment income based on the above yield percentages Investment income 1s also
eammed on new cash generated by PSIC's insurance operations. The financial model
assumes that cash from operations is collected and invested at the mid-point of each
forecasted year. The collected cash 1s invested according the distribution of invested
assets and cash shown above. Thus, the distnbution 1s constant for all forecasted years.

Cash flows from operations are shown in Exhibit 13. Premium collections, loss and LAE
payments, and underwniting expense payments are modeled for each line of business.
Sheet 3 of Exhibits 18, 19, and 20 shows the cash flow from underwriting for each line of
business, respectively. In addition to the premium, loss, LAE and underwriting expense
assumptions, the line of business underwriting cash flow relies on the following
assumptions:

e Loss and LAE payment patterns for each line of business shown in Sheet 5 of
Exhibits 18, 19, and 20, respecuvely. The payment patterns apply to reserves
carried as of December 31, 2001 and loss and LAE incurred in 2002 and
subsequent accident years

e Lag of 1 month in collection of direct premium.

e Lag of 3 months 1n paying ceded premium.
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e Lag of 1 month in collection of ceded loss recovery.

Federal income tax 1s the final component for computing net statutory income. The PSIC
model followed the 2001 instructions for compuung federal income tax for US.
property/casualty msurance companies.

Total income for valuation equals net statutory income plus unrealized capital gains as
shown in Changes in Statutory Surplus, Exhibit 8. Unrealized capital gains are computed
as total annual capntal gains 1n equity tnvestments less realized capital gains  The capnal
gain percentages are.

Preferred Stocks 11.0%
Common Stocks 9.5%

Sensitivity Testing

Table 7 shows the sensitivity of DCF and EVA value estimates to changes in underlyming
assumptions. Exhibit 21 shows additional detail related to each of these alternative
scenarios

For ease of reference, the assumptions underlying the base case are listed below:

Starting capntal as of December 31, 2001 = $42.13 million

Surplus-RBC ratio =20

Workers' compensation loss rauo = 70%

Auto liability loss ratio = 64%

General liabilty loss ratio = 68%

Average investment vield = 4.26% (weighted average of yields by asset type)
Premium growth = 3%

Hurdle rate = 15% for explicit forecast period and subsequent years
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Table 7
Sensitivity Testing of Alternative Assumptions

DCF Mode! EVA Model
2001- 2012 2001- 2012
2011 () Total 2011 0% Total
Base Case 54.7 333 880 739 141 88.0
Change 1n Assumption
Surplus-RBC rauo = 2.5 431 4.7 777 67.3 104 717
Base loss ratios +2°%5 460 304 764 66.0 10.4 76.4
Base loss ratios —2% 633 36.2 995 81.8 177 995
Investment yield +100 basis pts 67.6 398 107.5 86.9 20.6 1075
Investment yield —100 basis pts 41.6 268 684 609 75 684
Premium growth = 0% 58.1 263 844 725 119 844
Premium growth = 6% 524 373 898 74.6 15.1 89.8
Hurdle rate +3% 48.3 209 693 63.2 6.1 693
Hurdle rate -3% 625 564 1189 87.5 314 1189

Table 8 shows the changes in value implied by the alternative assumptions. SECTION 2
— Valuation Results: EVA versus DCF discusses the similarities and differences of the
models” structure and results using varying assumptions.
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Table 8
Changes from Base Case in Valuation Estimates

DCF Model EVA Model

2001- 2012 2001- 2012

2011 10w Total 2011 10 o Total
Surplus-RBC rauo =2.5 (11.6) 13 (10.3) (6.7) (37y (10.3)
Base loss ratios +2% 8.7) (2.9) (11.7) (8 0y 3.7 (117
Base loss ratios ~2% 8.6 29 11.5 19 3.6 115
Investment yield +100 basis pts 129 6.5 19.4 12,9 6.5 19.4
Investment yield —100 basis pts (13.1) (66) (196) | (13 1) (6.6) (19 6)
Premium growth = 0% 34 1700 36 | a4 (22 36
Premium growth = 6% (2.3) 40 1.7 0.7 1.1 17
Hurdle rate +3% 6.4 (124) (188 | (10.D 8.0y (18.8)
Hurdle rate -3% 78 23.1 309 136 173 30.9

These tables show that company value is very sensitive to changes in the assumptions
underlying the valuation. Every sensitivity test alters value by at least 10%, except for
the premium growth assumptions Large changes 1n premium growth assumptions had
small impact on value because the underwriting profits of the insurance company are
modest. This is apparent in Exhibit 9. which shows the underwriting income contribution
to pre-tax operating income for 2001 through 201 1.

The hurdle rate for the entire valuation period 1s also a key assumption. Decreasing the
hurdle rate from 15% 10 12% for all projection periods increases value by 35%.

An ncrease n the required surplus (raising the surplus to RBC ratio from 2.0 to 2.5)
lowers value. This result is logical in that the higher the capital required, the lower the
free cash flows for DCF and the higher the cost of capital for EVA

Value 15 also very sensitive to changes in the investment yield for the asset portfolio.
This result is logical for this company in that over 95% of the pre-tax operating income 1s
related to investment income (as shown in Exhibit 9).

Valuation results will always be sensitive to small changes in loss ratios as shown 1n
Tables 7 and 8. A reduction n loss ratio of 2% for each hnes of business results in a
increase in value of 13%.

Since the value of any company is a function of the assumptions used, as noted in

SECTION 1 — Valuation Framework, a valuauon report should clearly identify the
source of every assumption. The report should specify whether the assumption was
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provided by the subject company, derived from historical experience, provided by a
potential investor, or developed from other sources. The source of an assumption may be
an indication of whether the assumption is conservalive, optimustic, or unbiased.
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SECTION 5 — Recent Changes and Other Considerations

There are a-variety of changes that have occurred over the past 15 years that may affect
the valuation of a property/casualty insurer. While many of these changes may not affect
valuauon methodology, they are relatively new developments that require consideration
in the determination of value.

Accouming”
e Codification

The starting point for valuation based on EVA and DCF methodologies s the statutory
balance sheet. One significant change with respect to the determination of statutory
surplus is the recent codification of statutory accounting principles ("SAP™).

With the introduction of codified SAP, there are at least two key changes that affect
statutory surplus for many companies: (i) the treatment of deferred taxes, and (i1) the
requirement 1o establish a premium deficiency reserve. Both of these changes mitigate
the differences between statutory and GAAP accounting.

Codified SAP now requires the accrual of a deferred tax asset ("DTA™) or liabihty
("DTL"). Consider a company that purchases one share of stock on January 1, 2001 for
$100. If the company holds the stock and it appreciates to $1,000 as of December 31.
2001, the company will be required to accrue a DTL for the unrealized capital gain. (The
DTL 1s calculated as 7 x [1.000 — 100], where 1 is the corporate tax rate.) Conversely, the
determination of federal taxes using discounted loss reserves results in the accrual of a
DTA As aresult, a company’s statutory surplus 1s affected by necessary adjustments for
DTA's and DTL's

A premium deficiency reserve ("PDR™) is required to supplement the unearned premium
reserve (“UEPR") when the UEPR is inadequate to fund for future habihities related to
the unearned exposure

Each of these changes resulting from codificauon affects the starting statutory surplus in
a valuauon and, as a result, the entty’s future earnings. Prior to codification, a shortfall
in the UEPR or the value of a DTL or DTA would have been recognized in future
earnings as losses are incurred or assets are sold. Codified SAP reflects the associated
value immediately on the balance sheet. In compunng value prior to codification. the
value associated with the PDR., DTA. or DTL would have been recognized on a
discounted basis through the present value of future earnings component of the DCF or
EVA valuation methods. After codification, value associated with the PDR, DTA or
DTL is as recorded in the statutory balance sheet

1, o

* One might question why accounting changes should affect value. As statutory earmngs and statutory
capual influence free cash flows (when cither capial can be released from a company or additional capital
contnbutions are required). accounting changes that affect statutory incame or statutory surplus influence
value.
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e Fair Value Accounting

Financial assets and liabilities are accounted for in numerous ways under current U.S
accounting rules. For propeny/casualty insurance companies there is GAAP accounting,
statutory accounting and tax accounting Each of the vanous measuring approaches has
its advantages and disadvantages. In general. GAAP accounting for property/casualty
insurance companies is accounting for a “going concern.” It reflects adjustments that
make insurance financials comparable to other industries Statutory accounting is a more
conservative form of accounting to meet regulatory requirements targeted at protecting
policyholders. Tax accounting 1s the basis of the tax calculation.

Historically. many financial assets were accounted for at cost or amortized cost. These
values are readily available and venfiable. Many financial habilities were at ultimate
settlement value, which is a value that in many cases is contractually set and thus readily
available and auditable

The adoption of Financial -Accounting Standard (“"FAS™) 115, which requires market
value accounting for assets held in a “trading portfolio.™ led to the discussion of fair value
accounting for financial assets and liabilities.  With the adoption of FAS 115, several
parties raised concems with requining assets to be held at market value when the
lrabihties were not reported at market values. Since then, the Financial Accounting
Standards Board has stated a vision of having all financial assets and liabilities reported
at fair value, which is considered an economic value.

The “fair value™ of an asset or liability could be defined an estimated market value or as
the actual market value when a sufficiently active market exists If no sufficiently similar
assets or liabilities exist by which to estimate a market value, the estimated market value
is based on present value of future cash flows adjusted for risks.

Fair value accounting 1s most commonly an issue for financial assets or liabilities.
Financial assets are generally either cash or contractual rights to receive cash or other
financial assets. Financial liabilities are generally obligations to provide financial assets

Fair value accounting may have an important influence in valuing property/casualty
surance companies. If a fair value accounting approach 1s adopted for statutory
accounting, recognition of many flows will be accelerated relative to stawtory
accounting. As such, the introduction of fair value accounting will change the value
estimates derived from the methods described in this paper, with value estimates
increasing if accelerated revenues are_hi&her than accelerated expenses and value
estimates decreasing when the reserve is true’ 5

** The impact on value 1s relevant whether these accelerated revenues and expenses are recognized in the
income statement or solely as a direct adjustment to surplus.  As both afier-1ax operaung income and
amount of capalal affect free cash flows. either change could influence value
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For example, any imbedded value associated with mvestment income on the loss and
LAE reserves or profit in the unearned premium reserve would be reflected in fair value
accounting at the time the loss or unearned premium reserve is reported. However, fair
value accounting, at least imtially, may not consider cash flows and associated profits
with policy renewals or new business. Therefore, the fair value accounting net worth of
an insurance company, initially, may approximate its runoff value.

Regulatory Changes
o Risk-Based Capital Requirements

In 1993, the NAIC adopted RBC standards for propertyicasualty insurers. These
standards are used by regulators to help to identify insurers that require regulatory
attention and, as a result, the standards may be viewed as minimum capital requirements.
As such, these requirements affect valuation because they can form a key determinant in
the amount of capital a company must hold. Further changes in RBC could affect
insurance company valuations if there are changes in required capital levels.

e  Gramm-Leach-Bliley Act

The Financial Services Modernization Act of 1999 (Gramm-Leach-Bliley Act or
“GLBA") enabled closer alignment of insurance companies and other financial
institutions such as banks and securities firms. A primary feature of GLBA is that a bank
holding company or foreign bank that meets certain eligibihty criteria may become a
financial holding company ("FHC"). FHC's are authorized to engage in a range of
financial activities such as insurance agency and underwriting activities, merchant
banking activities. and securities underwriting and dealing.

To date, GLBA has not had a significant impact on the property/casualty insurance
industry because there are very few affiliations of insurance companies with other
financial stitutions. The 1998 merger of Citicorp and Travelers Group to form
Ciugroup was the first merger between an insurer and a bank since such mergers were
prohibited in 1933. (in August 2002, however. Citicorp spun off the property/casualty
operations of Travelers to end the affiliation of the banking instituuion and life insurance
operation with the property/casualty insurance operation.) There has been no subsequent
merger activity between property/casualty insurers and other financial institutions since
the Citicorp merger.

Nonetheless, if a property/casualty nsurer were affiliated with an FHC, the affiliation
might affect certain assumptions related 10 the valuation of the insurer. The Federal
Resene Board, which regulates FHC's, is prohibited from directly imposing capital
requirements on insurance affiliates, but 1t does establish capital requirements for FHC's.
These FHC capital requirements may have an implicit influence on the capital level of an
insurance subsidiary.

460



Stochastic Analysis of Insurance Company Financial Results

A unique feature of property and casualty insurance is the stochastic nature of claim
emergence and settiement. In general, it is difficult to predict the timing of cash flows
related 10 policyholder claims. While almost every line of business has the potential to
generate unexpected claim experience, catastrophic insured events are parficularly
difficult to estimate due to the low frequency and high severity of these events. These
events may have a severe and adverse impact on the operating earnings of an insurer and
thus should be considered during the financial projection process. There are two broad
approaches to modeling future financial projections: scenario testing and stochastic
modeling.

Scenaro testing is a deterministic approach in which results are projected from a specific
set of conditions and assumptions. With this static approach, the user defines a scenario
that reflects assumptions about various components of the company. The user is able to
define the specific interrelationships of components and evaluate the impact of changes in
different factors on the financial projections. This approach produces results that are easy
to explain and easy to modify by incorporating one or more alternative assumptions.

Stochastic modeling has become increasingly popular in recent years for the
property/casualty industry via dynanuc financial analysis ("DFA”).  Underlying
stochastic models are probability distributions for each of the stochastic variables
reflected n the model. Based on the probability distributions and a random number
generator, the stochastic model produces a range of outcomes from which probabilities
may be determined for the results. Its flexibility and ability to test the impact of a wide
range of variables simultaneously make it an appealing approach. With respect to the
implementation of stochasuic modeling, however, the probability distributions for the
stochastic variables and the correlations between components are critical to a meaningful
model.

Over the past ten to fifteen years considerable emphasis has been placed on the DFA of
insurance company financial results to evaluate capital needs, capital allocation, ceded
reinsurance structures. and the risk associated with specific business initiatives. Since
valuation formulas include the present value of future earnings, stochastic modeling of
insurance financial results would seem like a natural adjunct to valuauon.

In practice, valuing an insurance company is often undertaken n a limited timeframe.
Valuation 1s usually based on expected value results for eamings with sensitivity tests
related to changes in premium growth rates, changes in loss ratios, changes in hurdle
rates, and changes in annual investment yields.

The contribution from stochastic modeling for valuation 1s that it would provide better

definition of “risk™ (the distribution of possible outcomes around the expected value) and
could be used to derive better estimates of the cost of capital.
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Exposurc to Natural Catastrophes

As noted by Gorvett, et al.*®, exposure to natural catastrophes has had a very sigmficant
impact on the performance of the property/casualty insurance industry worldwide. Asa
result, the major catastrophic events during the past fifleen years have accelerated the
evolution of the modeling of natural catastrophes and also led to a recent proposal 10
create a pre-funded catastrophe reserve on the statutory balance sheet.

Though the range of sophistication of catastrophe models varies widely, there are three
essential elements of most models regardless of whether the model is deterministic or
stochastic. Firsi, there must be an estimate of the intensity of the underlying hazard
This estimate is often simulated based on historical information about catastrophes
related to the particular hazard Second. for the underlying hazard, the model requires an
estimate of the total damage caused by the hazard. For a given hazard, the damage
estumate is primarily dependent on the geographical location of the risk and the value and
construction type of the structure affected by the hazard The final key element is an
estimate of the loss to the insurer — this is based directly on the locauon of policies
written and limits provided.

For the purpose of insurer valuation, the primary benefit of catastrophe modeling is
related to scenario testing. While it is beneficial to understand the expected average
seventy of natural catastrophes, catastrophe models are unable to help identify the future
timing of these events. As a result, the future earnings stream of an insurer with
significant insurance exposure (o natural catastrophes is much more difficult to predict.

Due to the immediate and exiremely adverse impact catastrophes may have on the
balance sheets of property‘casualty insurers and reinsurers, there has been a recent NAIC
proposal to establish a tax-deferred pre-funded catastrophe reserve. The intent of this
proposal is to establish a simple mechanism by which nsurers and reinsurers can
prudently manage nisk created by exposure to natural catastrophes This mechanism is
intended to reduce the uncerainty related to the future earnings stream of insurers with
significant exposure to natural catastrophes. The focus of the current proposal is on
exposure of property insurance coverages to natural mega-catastrophes (e g ., Hurricane
Andrew in 1992) that are expected to occur in the future.

As currently proposed. this “reserve™ can be more appropriately viewed as segregated
surplus  For the purpose of solvency regulation, the pre-funded nature of this reserve is
also expected to come with restrictions on how 1t may be taken down over time.

This resenve and uts funding mechanism will lead to additional considerations related to
the determination of starting capital and future earnings for the purpose of a valuation If
the catastrophe reserve is immediately funded out of exisung capital and as a liability, the
entity's starting capital for the purpose of valuation will be reduced. [f, however. the
reserve is considered to be segregated surplus, the value of the company will not change.
An aliemative pre-funding approach is to contribute a percentage of premiums to the

" CAS - Foundations of Casualy Actuanal Science, 4™ edition, Chapter 10 (“Special Issues™)
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catastrophe reserve fund This would have no impact on stanting capital, but would affect
future eamings. The direction of the change, however, is uncenain.



SECTION 6 - Closing

The valuation of a property.casually insurance company is an important feature of
actuarial work. Much of the actuarial literature on valuation focuses on the method
referred to throughout this paper as Economic Value Added Other financial service
professionals, however, often rely on a discounted cash flow approach to valuation. One
of the principal intennions of this paper is to demonstrate that, with a common set of
assumptions. the EVA and DCF modeling approaches will produce equivalent values.
For both methods, the key factors underlying value are (1) the projection of future
income, (2) the required capital, and (3) the hurdle rate. Developing future income
estimates, appropriate growth assumptions (and the resultant capital needs), and the
appropriate hurdle rate for the entity required sophisticated analysis. Furthermore, there
are aspects of valuation, such as the determination of adjustments to the starting capital of
the entity, for which experts have varying points of view. Recent changes such as the
development of fair value accounting principles will provide further ideas on the
valuation of assets and liabilities of a property/casualty insurance company.

We hope that this paper will help actuaries and other financial professionals to explain
the valuation process for property/casualty insurance
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APPENDIX — Demonstration of Algebraic Equivalence of EVA and DCF

The general expression for value based on the Discounted Cash Flow (DCF) approach 1s.

(DCF-1)  Value=FCy+ Y [OE, ~AC, Ix(1+ A

where.

FC, = Free cash available at time 0 to be released to shareholders

OE. = After-tax operaung earnings generated in time penod x

AC, = Change in required capnal over time penod x = C, - C,.j,
where C, = required captital at the end of time penod x (this is equivalent to the
required capital at the beginming of ime period x+1)

h = Hurdle rate (required return on capital}

Equation DCF-1 represents the suin of the free cash available at ume 0 and the present
value of future free cash flows, where future free cash flows (OE, - AC,) are defined as
after-tax operating earnings less the amount of required capital remnvestment. For ease of
illustration. we have made the simplifying assumption that all cash flows occur at the end
of the peried.

Distributing and separating Equation DCF-1 into two separate sums, we produce.

(DCF-2)  Falue=FCy+ Y OE, »(1+h)" =3 AC, x(1+4)
1=l a=l

If we assume that both operating earnings and capital grow at constant rate g, then:
OE, =0E,_, x(1+g)=0E x(l+g)"

and
C,=C x(l+g)=Cyx(1+g)",so0
AC,=C,-C,,=C_xg=Cyx(l+g) ' xg

Substituting into equation DCF-2, the DCF value becomes:
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(DCF-3) Value= FC|,+ZOE x(+g) ™" x(1+h)" ZCOxgx(Hg)"x(Hh)

val 1=l

By factoring out the constants, this equation is rewritten as:

1) Valie= S[0+8)]™ _Coxegllieg)]”
(DCF-4) Va’“‘-FCo*(H,,)Z[H;,)] l+h)z[(l+h)

Note that g, the growth rate, will always be less than 4, the hurdle rate. As a result, the
sum of the infinite geometric series can be solved easily as A — (1 - R), where A is the
first term in the series and R is the mulniplicative factor used to generate the next term in
the senies.

The sum con es to I, which may be rewritten a I+h
verg ~Tirg) hi , be rewn s
l+g

1- h—g

(t+#

~

When we substitute this into Equation DCF-4. the (1 + /) terms cancel. so the formula for
value based on a DCF approach becomes:

OE, C,xg

(DCF-5) Value=FC, +
{h-g) (h-g)

This is appropriately viewed as the sum of all free cash flows, or ininal capital plus the
present value of future eamings. mimus the present value of future required capital
reinvestments.
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The general expression of EVA 1s:

(EVA-1) Falue=5C, + i[OE, —(hxC, x(+h)"

=]
where:

SCu = Starting capital. this is equal to the sum of free capital and required caprtal at
time 0 (FCy and Cy, respectively, as defined in the DCF discussion)

OE,, C,. and hk have the same defimtions as in the DCF discussion.
This formula represents the required capital at the valuation date (time = 0) plus the
present value of future economic profits. Economic profits for time period x are defined

as after-tax operating earnings (OE,) reduced by the cost of capital, which is the product
of the hurdle rate and the required capital at the beginning of each period (h x C,).

Distnbuting and separating Equation EVA-1 into two separate sums, we produce:

(EVA-2) VFalue=SCo+ Y OE, x(1+h)" = (hxC, )x{1+h)"

1=l 1=

Based on a constant growth rate g for both afier-tax operating eamings and capital and
the idenuties defined above in the DCF discussion, the formula for EVA value is restated.

(EVA-3) Value=5C, +20£ x{l+g) ™" x{l+h)" thc x{(1+g) ™ x(l+a)

=l =l

By factoring out the constants, this may be rewritten as:

7 7 — + (I+g\ '-I_(thO) < (l+g) .
(EVA-4) Value=SC, Z[“+,,] (1+4) ,Z;[(nh)]

Agamn, we use identities defined in the DCF discussion to simplify Equation EVA-4 (o
the following:

OF, hxG,
(h-g) (h-g)

(EVA-5) Value=SC, +
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This can also be expressed as:

OE, _(h—g+g)><C0
(h-g) (h-g)

(EVA-6) Value=SC, +

or

OE, _(h—g)xCD_ng0
(h-g) (h-g) (h-g)

(EVA-T) VFalue=SC, +

or

(EVA-8) Value=5C, + 2L ¢, - £%Co
(h-g) {(h-g)

or
(EVA-9) Value=FC, +C, + 201 _c, - £*C
{h-g) (h-g)
or
(EVA-10) Value= FC, + —2E1 . £2Co
{h-g) th-g)

This is the same result as for the DCF model, as shown in Equation DCF-5.
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Basic Valuation Example Exhibit 1A

Discounted Cash Flow Model

Scenario Assumptions:

Total Earnings: hurdle rate exactly achieved
Annual Growth: 0%

(1) (2) (3) (4) (5) (6) (6a) (6b) (7) (8) (9)
After-tax  After-tax  After-tax
Total Investment Investment Total
Required Discount Premwum After-tax Income Income Income Available
Requred Capitalat Factor Eamed Investment on on From After-tax
Projected Intilal  Growth in  Beginning at During Income Original  Additonal Insurance Requrred Net
Year Capital Capttal of Year 15% Year on Captal  Capital Caprtal  Operations  Reinv. Income

1 100 0 100 0.870 200 4 4 0 1" 0 15

0 100 0.756 200 4 q 0 11 0 15

3 0 100 0.658 200 4 4 0 11 0 15

4 0 100 0.572 200 4 4 0 11 0 15

5 0 100 0497 200 4 4 0 11 0 15

] 0 100 0432 200 4 4 0 11 0 15

7 0 100 0.376 200 4 4 0 1 0 15

8 [] 100 0327 200 4 4 0 1 0 15

9 0 100 0284 200 4 4 0 11 0 15

10 0 100 0247 200 4 4 0 1 0 15
Discounted Totals

(11) Yrs. 1-10 100 20.08 20.08 0.00 55.21 000 7528

(12) Temminal Value 0 659 659 0.00 18.13 0.00 2472

(13) All Yrs 100 26 67 26 67 000 7333 000 100 00

(1) - selected judgmentally for illustration purposes

(2) = (3) - previous year's (3), for year 1, (3) - (1)

(3) = (5) + 2 0. where 2 0 represents the target premum-to-surplus ratio

(4) - factor to discount from the end of the projected year to the beginning of year 1 at the hurdle rate {15%)

(5) = 200 for first projected year; subsequent years increased by the selected growth rate

(6) = (3) x selected investment yield of 4%, (6a) = (6) muttiplied by the ratio of initial capital to (3). (6b) = (6) - (6a)

(7) = 5 5% of (5). selected so that eamings achieve the hurdle rate exactly; 5.5% = [hurdle rate - investment yield] + premium-to-surplus ratio
(8) = (3) - following year's (3): difference between required capital at the beginning of year and required capital at beginning of following year
(9) = (6) +(7) +(8)

(10) = (9

(11) = Explicit forecast penod value

{12) = Terminal value

(13) = (11) + (12) = Value in perpetutty

(10)

Indicated
Value

7528
2472
100.00
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Basic Valuation Example Exhibit 18
Economic Value Added (a) Model

Scenario Assumptions:

Total Earnings: hurdle rate exactly achieved
Annual Growth: 0%

m ) {3 14) 5 {6} {6a} {6b) N (8) (9 (10) (10a) (10p) (1) (11a) {11b) (12)
Aftertax  ARertax  After-tax Hurdle Hurdle
Total Investment Investment Toad Hurdle Requred Required
Requred Required Discount Premium  ARer-lax Income income Income Available Required Retum  Retum Tolal  Cost Cost
Growth Captalat Factor Eamed Investment on on From After-tax  Retum on on Cost of of
Projected Inihad n Beginning a Dunng Income Ongnal  Addiional Insurance Requireg Net on Onginal Add:tional of Onginal Additional (ndicaled
Year Capital Capital  of Year 15% Year onCapdal Capual Captat Operatons Renv Income Camlal Capual Capial Capiual Capital Capnal value

1 100 [/} 100 0870 200 4 4 0 11 0 15 (1500 (15G0) 000 (Y100) 11100} 000

2 0 100 0756 200 4 4 0 1 [ 15 (1500} (1500} 000 (1100} (1100} 000

3 [} 100 0658 200 4 a 0 1t 1] 15 {15001 (1500) 000 (1100) (1100} 000

4 [} 100 0572 200 4 a [+] 11 ] 15 {1500) (1500) 000 (1100; {1100) 000

5 0 100 0497 200 a a 0 11 ) 15 {15000 (1500) 000 (1100) (1100) 000

6 0 100 0432 200 a 4 [ 1" 0 15 (15004 {1500 000 (1100) (1100 000

7 0 100 0376 200 4 4 0 1 [ 15 {15000 (1500) 000 (1100) {1100) 000

8 0 100 0327 200 4 4 [} n [} 15 (15.000 (15G0) 000 (1100) (1100 000

9 [ 100 0284 200 a 4 0o 1 [ 15 115005 {1500) 000 (1100 11100} 000

10 ] 100 0 247 200 4 4 [} 1 0 1% (1500 {1500y 0.00 (1100} (1100) 000
Dr
(13) Yrs 1-10 100 2008 2008 000 5521 000 7528 (7528) 17528 000 (5521 {5521 000 100 00
(14) Terminal Value 0 659 659 000 1813 000 2472 (2472) {2472) 000 (1813) {18313 000 000
(15) All Yrs. 100 2667 2667 00 7333 000 10000 (100 00; (100 00) 000 (73123) {7333 000 100 00
(1) - selectea ty for ill

{2 = (3) - previous year's {3). for year 1. (3) ()
{3) = {5) = 2 0, where 2 0 represents the targel premum-1o-surptus ralio
{4) - factor to discount from he ena of lhe projecied year to the beginning of year 1 at the hurdle rate {15%)

(5) = 200 for first year, years by the selected growth rate

(61 = {3) * selected investment yielg of 4%, (6a) = (6) muluphed by the ratio of inwual capital to {3} (5b) = (6} - (Ba)

(7} = 5 5% of (5). selected so lhat eamings achigve the hurdle rate exactly, 5 5% = [hurdle rate - yielg) + rauo
8} = (3) - foll year’s (3} b required capital at the beginning of year ana required capital & begmnmg of !ulumng year
(9) = 16} + (7) « (8)

{10) = {3) » -15% {(hurdle rate). {10a) = {10) mulupked by the ralio of nibal capital to {3}, (10D) = {10) - (10a)

(11) = (6) » {10), (11a) = (6a) + (10a) (11D} = (6D) ~ (10}

{12) = (1) = [i6) = (7)] = (101, EVA (a) does not reduce the cos! of capital to reflect investment iIncome eamed on capilal
{13) Forecast Penod Value

(14) Terminal Value

(15) = {13) * {14) Value in Perpetuity



Basic Valuation Example Exhibit 1C
Economic Value Added (b) Model

Scenario Assumptions:

Total Earnings: hurdle rate exactly achieved
Annual Growth: 0%

L3 2) 3 (4) 5) (6} (6a) (6b) @ (8) (9 (10) {10a) (10b) (1) (1a} {11b) (12)
Afgrlax  After-tax  After-tax Hurdle  Hurdle
Toal Investment Investment Tod Hurdle Required Required
Required Required Drscount Premium  After-tax Income Income Income Avalabte Requred Rewm Retum Total Cos! Cost
Growtn Capnalal Faclor Eamed Invesimem on on From Afler4ax  Retum on on Cost of of
Projecied Iniial n Beginning al Dunng tncome Ongnal I oq! Net on Ongmnal Adamonal o  Onginal Additonal Indicated
Year Capial Captal  of Year 15% Year onCapial  Capual Capilal Operations Renv  Income Capial Captad Capital Captal Capital  Capitad Value
1 100 0 100 0870 200 4 4 0 11 0 15 {15000 {1500) 000 (1100) (1000 000
0 100 0756 200 4 4 0 11 0 15 {1500) (1500} Q00 {1100) (1100) 000
3 0 100 08658 200 4 4 0 1" [} 15 (15000 (1500) 000 (1100) (1100} 000
4 0 100 0572 200 4 4 0 11 [} 15 (1500) (1500) 000 (1100) (1100) 000
5 0 100 0497 200 4 4 0 1" o 15 {1500} (1500 000 111000 (1100) 000
6 [ 100 0432 200 4 4 0 1 0 15 (15000 (1S 00) 000 {(1100) (1100} 000
7 0 100 0376 200 4 4 [} 11 0 15 (1500) (1500) 000 (1100) (1100} 000
8 ] 100 0327 200 4 4 0 1 0 15 {15000 (1500) 000 (1100) (1100} 000
9 0 100 0284 200 4 4 0 11 0 15 (15000 (1500} 000 {(1100) (1100} 000
10 0 100 0247 200 4 4 [} 11 [+] 15 (1500) (1500) 000 (1100) {1100} 000
Discounted Totals
(13)¥rs 1-10 100 2008 20 08 000 5521 000 7528 ({7528) (7528) 000 (5521) (5521) 000 100.00
({14} Terminal Value 0 ) 659 659 000 1813 000 2472 2472) (2472 000 (1813 (1813 000 000
{15) All Yrs 100 26 67 26 67 000 7133 000 106000 (100 00) (100 00) 000 (7333) (7333 000 100 G0
(1) - selected judg y for
{2) = (3) - previous year's (3} for year 1, (3) - (1)
{3)=(5) » 20 where 20 rep the larget to-surplus ratio

(4) - facior to discount from Lhe end of the projected year to the beginning of yeas 1 & Lhe hurdle rate {15%})

(5} = 200 for first projected year, subsequent years increased by lhe selected growth rate

16 = 13) » selected investmenl yield of 4% (6a) = (6) mulliptied by the rauo of iniial capital to (3) (6b) = {6) - (6a)

(7) = 5 5% of {5) selected so thal earnings ach.eve the hurdie rate exactly. 5 5% = [hurdle rate - investment yield} * premium-to-surplus ratic
18) = {3} - following yaar's (). aifference between required capital at ine beginning of year and required capdal at beginning of following year
(9) = 16) ~ (7) + (8}

(10) = {3) = -15% (nurdle rate) {10a) = {10} muluplred by the rao of nibal captal to (3) (10b) = (10) - (10a)

(11) = {6) * {10) (11a) = (a) + (10a), (11b) = (Bb} + (10b)

112) = (1) »(7) » {11), EVA (0} requces the cost of caprtal component fo reflect investment income eamed on capital

{13) Forecast Penod Value

{14) Termmal Value

{15) = (13) - {14) Value in Perpelurty
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Basic Valuation Example

Discounted Cash Flow Model

()

@

Scenario Assumptions:

Total Earnings: hurdle rate exactly achieved

Annual Growth: 3%

3

Total

4)

5

(6)

Required Discount Premium After-tax
Requred Captal at

Projected Intial  Growth in Beginning
Year Capital Capttal of Year

1 100 0 100

2 3 103

3 309 106 09

4 318 109 27

5 328 11255

6 3.38 11593

7 3.48 119 41

8 3.58 122 99

9 3.69 126.68

10 3.80 130 48

Discounted Totals

(11) Yrs 1-10 100
(12) Terminal Value 0
(13) All Yrs 100

(1) - selected judgmentally for illustration purposes
(2) = (3) - previous year's (3); for year 1. (3) - (1)

(3) = (5) / 2, where 2.0 represents the target premium-to-surplus ratio
(4) - factor to discount from the end of the projected year to the beginning of year 1 at the hurdle rate (15%)

(5) = 200 for first projected year, growing by growth rate

Factor
at
15%

0.870
0756
0.658
0.572
0.497
0.432
0376
0327
0.284
0.247

Eamed
Dunng
Year
200
206
212.18
218 55
225.10
23185
238 81
245 97
253 35
260 95

Investment
Income
on Capital

4
412
4.24
4.37
4.50
4.64
4.78
4.92
5.07
522

22.26
11.07
33.33

(6a) (6b)

After-tax  After-tax

Investment Investment
Income Income

on on

Original  Additional
Capital Capttal

4 0

4 012

4 0.24

4 037

4 0.50

4 0.64

4 0.78

4 092

4 107

4 1.22

20 08 2.19

6.59 448

26.67 6.67

(6) = (3) x selected investment yield of 4% (6a) = (6) multiplied by the ratio of ittial capital to (3). (6b) = (6) - (6a)

(7) = 5 5% of (5). selected so that eammgs achieve the hurdle rate exactly. 5 5% = [hurdle rate - investment yield] + premium-to-surplus rato
(8) = (3) - following year's (3), difference between required capital at the beginning of year and required capital at beginning of following year

(9)=(6) +(7) +(8)

(10) = (9)

(11) = Explictt forecast period value
(12) = Terminal value

(13) = (11) + (12) = Value in perpetuty

@

After-tax
Total
Income
From
Insurance
Operations
11
1133
11.67
1202
12 38
1275
13.13
13.53
1393
14 35

61.22
3045
9167

8

Required
Reinv.

(3)
(309)
(318)
(3 28)
(3.38)
(348)
(3.58)
(3.69)
(3 80)
(3.91)

(16.70)
(8 30)
(25.00)

Exhibit 2A

9

Available
After-tax
Net
Income

12
12 36
12.73
1311
13.51
1391
14 33
1476
1520
15.66

6678
3322
100.00

(10

Indicated
Value

66.78
33.22
100 00
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Basic Valuation Example
Economic Value Added (a) Model

Scenario Assumptions.

Total Earmngs: hurdie rate exactly achieved
Annual Growth: 3%

{1 12) 3 (4) 15) (61 (6a) (6b) @) & 9
Alterdax  After tax  ARer-tax
Tolal Investmenl! Investment Total
Requred Regquired Discount Premum  ARer-lax Income Income Income Avallable
Growth Captalat Faclor  Esmned  Invesiment on on From After-tax
Projected Iniva n Beginning a Dunng Income Ongnal  Adadonal eq Net
Year Captal Capta  of Year 15% Year onCapial Captal Captal  Operauons  Renv  Income
1 100 0 100 0870 200 4a a 0 1" (k1] 12
2 3 103 0756 206 412 4 012 133 1309 1236
3 309 106 09 0658 21218 424 4 624 167 1318) 1273
4 318 109 27 0572  218.55 437 4 037 1202 13 28) 1231
S 328 11255 0497 22510 450 4 050 1238 (3 38) 1351
6 338 11593 0432 23185 464 4 064 1275 1348y 1391
7 Jag 11941 0.376 238 81 478 4 078 1313 (3 58) 14 33
8 3s8 12299 0327 24597 492 4 092 1353 (3E3 1476
9 369 126 68 0284 253135 507 4 107 1383 {3 80) 1520
10 380 130 48 0247 26095 522 4 122 14 35 (391) 1566
Discounted Totals
{13) Yrs 1-10 100 2226 2008 219 6122 (16 70) 6678
{14) Termmal Vatue [} 1107 559 448 3045 (8.20) 3322
{43) All Yrs 100 3333 2667 667 9167 (a500) 10000
{1} - selected judg! y for dtusration
{2} = (3) - previous years (3). for year 1, (3) - (1)
{3)=(5)+20 where20 the targel b rato

(4) factor to discount from the end of tne projected year to the begmnmg of year 1 al the nurale rate (15%)

{5) = 200 for firsi year

years

by the selected grawth rate
(6) = {3) » selected nvestmenl yield of 4% (6a) = &) muliphed by lne ratro of :mitial capital 1o (3), (6D) =

6} - (6a)

(7)=55% of (5} selectes so thal eamings achieve ne hurdle rate exactly 5 5% = [hurdle rate - investment yield] ~ prémium-to-surplus rauo
{8) = (3} - following year's (3). difference between required capilal al the beginning of year and required capilal a1 beginning of folfowing year

(9) = (6) +(7) « (B)

(10) = (3) ® -15% (hurdle rate). {10a) = (10) multphed by the ratio of imual cap:tal to (3), {10b) = (10} - (10a)

(11) = (B} + {10} (11a) = (6a) + {10a) (31b) =

(6b) + (10b)

(12) = (1) + [16) * (7)] = (10). EVA (a} does not reduce 1he cost of caprtal 10 reflect investment mcome eaned on capilal

13) Forecast Penod Value
(14) Terminat Value

{10}

Hurdle
Required
Retum
on
Capnal
115000
(15 45)
(1591)
(1639
(16 88i
11739
(7 gn
(18 45)
{19 00}
{1957}

183 48)
(11 52)
1125 00}

(10a) (100}
Hurdle  Hurdle
Requred Required
Retum  Retum
on on
Onginal  Add:tional
Capnal Capital
(1500) 000
{1500Y 10 45)
(15 00) 09
11500} {139
t15 00y {1881
11500) 1229
115 00y {29n
115 00) 13 45)
{15 00y (400)
(1500) (457)
(7528 (8 19)
124 72) (16 81)
1100 003 125 001

(AR}

Total
Cost
of
Capna
(11 00)
(11 33}
11867}
(1202
{12.38)
11275}
(1313)
113 53)
11393)
(14 35

{6122}
130 45)
(9167

{11a;

Cost
of
Onginal
Capital
111 00}
{11.00)
{11 00)
{1100}
111.00)
{1100)
111 00y
111 00)
111 00)
11100)

5520
18 13)
(73 33)

Exhibit 28

(11b) (12

Cost
of
Aadmonal Incicatea
Capital Value

000

(0 23y

067)

(102

t138)

{179

213

1253)

1293)

(339

100 00
000
100.00

(601
(12 32)
118 33)
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Basic Valuation Example Exhibit 2C
Economic Value Added (b) Model

Scenario Assumptions

Total Earnings: hurdle rate exactly achieved
Annual Growth. 3%

(1 {2) &1} 4 (5) (6) {6a) (6b) (N (8) {9) 110} (10a) (10b) ) (a (110) (12)
After-tax  Afler-lax After-tax Hurdle Hurgte
Total Investmen! Investment Tolal Hurdle Regquires Required
Requred Required Discount Premum  Afler-lax  Income Income Income Available Required Retum  Retum  Total  Cost Cost
. Growth Captal st Factor  Eamed  Invesiment on on From After-tax  Retum on on Cost of of
Projected + Inal n Beginning a Dunng Income Onginal  Adational Insurance Required Net on Onginal  Addwuonal of Ongnal Addtional indicaled
Year Capna Capnal  of Year 15% Year onCapial Capilal Capdal Operauons Renv  Income Captal Cepnal Captal Capital Capital  Capral Value

1 100 0 100 0670 200 4 4 0 1 i3 12 (15000 (1500) 000 (V1000 {11001 000

2 3 102 0756 206 412 a Q.12 1133 {309) 1236 {1545) (15000 1043 (11 33) (1100) 033

3 309 106 09 0658 212.18 424 4 024 1167 {318) 1273 1590 (1500) 1091y {1167) (1100) 1067)

4. 318 109 27 0572 21855 437 4 037 1202 (328 1311 {1639) (1500) {139 11202) {1100) {102}

5 328 112 55 0497 22510 450 4 050 1233 (338) 1351 (1688 (1500} \188) {1238 {1100) (1381

6 338 115983 0432 23185 464 4 0.64 1275 1348 1391 41739 (1500 12 39} 11275) {11 00) (175

? 348 11941 0376 23881 478 a 078 1313 13 58) 1433 (1791} (1500 1291) 11313) (11.00y {213)

8 358 12299 0327 24597 492 4 092 1353 (3 69) 1476 (1345} (1500) (3 a5y {1253) {1100} (253

9 3€9 126 68 0284 25335 507 a 107 1393 13 80) 15.20 (1900 {1500) {4001 1135931 (1100 1293)

10 380 13048 0247 26095 522 4 122 14 35 391 1566 (1957} (1500) (4.57) (14 35) {1100) (339
Discounteg Totals
{13} Yrs 1-10 100 2226 2008 219 6122 {1€70) 6678 (83481 (7528 {819) (5122) (5521 (€01 10000
(14) Terminal Value [} 1107 659 448 3045 {8 301 3322 4152y (2472 116 81} (30 45) (1812) (1232) 000
(15) A Yrs 100 3333 2667 667 9167 (2500) 10000 (12500) (100 00) 125001 (91 67) 173 33) 1833 10000
(1) - selectad juogi y for il
{2} = (3) - previous year's {3), for year 1 {3)-(1)
13)=(5)+ 20 wnere 20 the Larget p 10-surplus ratio
{4} - tactor lo discounl from the end of the projecied year Io the beginming of year 1 at the hurdle rate (15%)
(S) = 200 for firsl year. sub: years by the selected growth rate

(€) = (3) * selected nvestmenl yield of 4% (6a) = (6) mulliphea by the ralio of inial capital to {3); {6b} = (6) - (6a)

(7) = 5 5% of {5) selected so thal eamings achieve the hurdle rate exaclly. 5 5% = [nurdle rate investment yteld) ~ premium-to-surplus ratio
(8) = (3) - following year s (3), difference between required capital a1 the beginning of year and requied capiial af beginning of following year
(9) = (6) + (7) ~ {8)

(10) = (3) * -15% (hurdle rate), (10a) = {10) muinphed by the ratio of iibai capilal to (3) (10D) = (10} - {10a)

(11) = (6) + {10) (11a) = (6a) » (103}, {110} = (6D) + {10D}

1121 = {1) = {7) * {11). EVA (b) reduces lhe cost of caplal component to reflect investment income earned on capial

{13) Forecasi Penod Value

14} Terminal Value

{15) = (13) + {14} Value in Perpetuity
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Basic Valuation Example Exhibit 3A

Discounted Cash Flow Model

Scenario Assumptions:

Total Earnings: hurdle rate more than achieved
Annual Growth: 0%

(1) (2) (3) (4) (5) (6) (6a) (6b) 7) (8) (9)
After-tax  After-tax  After-tax
Total Investment Investment Total
Required Discount Premium After-tax Income Income Income Available
Requred Capitalat Factor Eamed Investment on on From After-tax
Projected Initial  Growth in Beginning at During Income Onginal  Addtional Insurance Required Net
Year Captal Captal  of Year 15% Year on Capital  Captal Capital Operations Reinv. Income

1 100 0 100 0.870 200 4 4 0 12 0 16

2 0 100 0756 200 4 4 0 12 1} 16

3 0 100 0658 200 4 4 0 12 0 16

4 0 100 0572 200 4 4 0 12 0 16

5 0 100 0497 200 4 4 0 12 0 16

6 0 100 0432 200 4 4 0 12 0 16

7 0 100 0376 200 4 4 0 12 0 16

8 0 100 0327 200 4 4 0 12 0 16

9 1] 100 0.284 200 4 4 0 12 0 16

10 0 100 0247 200 4 4 0 12 0 16
Discounted Totals

(11) Yrs 1-10 100 20.08 2008 000 60.23 0.00 80.30

(12) Terminal Value 0 6.59 659 000 1977 000 26.37

(13) All Yrs 100 26 67 26 67 000 80 00 000 106 67

(1) - selected judgmentally for illustration purposes

(2) = (3) - previous year's (3), for year 1, (3) - (1)

(3) = (5} ~ 2.0, where 2 0 represents the target premium-to-surpius ratio

(4) - factor to discount from the end of the projected year to the beginning of year 1 at the hurdle rate (15%)

(5) = 200 for first projected year, subsequent years increased by the selected growth rate

(6) = (3) = selected investment yield of 4%; (6a) = (6) muttiphed by the ratio of inrtial capital to (3}, (6b) = (6) - (6a)
(7) = 6% of (5). selected so that eamings exceed the hurdle rate requirement

(8) = (3) - following year's (3). difference between required capital at the beginning of year and required capital at beginning of following year
(9)=(6) + (7) + (8)

(10) = (9)

(11) = Exphictt forecast penod value

(12) = Terminal value

{13) = (11) + (12) = Value in perpetuty

(10)

Indicated
Value

80 30
26 37
106 67
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Basic Valuation Example
Economic Value Added (a) Model

| Scenario Assumptions:

Total Eamings- hurdle rate more than achieved
Annual Growth: 0%

m ] 3) (4) {5) ) (8a) 18b) Y] ) )
After-lax  After-tax  Afer-tax
Totat Invesiment Investment  Total
Required Required Discount Premium  After-tax Income Income ncome Avalable
Growmth Captalat Factor Eamed Ivestment on on From After 1ax
Projected Inital n Beginning a Dunng Income Onginal  Additonal Insurance Requred  Net
Year Captal Capntal  of Year 15% Year onCapital Captal Captal Operatons Reinv  income
1 100 0 100 o8ro 200 a 4 0 12 0 18
0 100 0756 200 4 4 [ 12 0 186
3 0 100 0658 200 4 a 0 12 [} 18
4 ] 100 0572 200 4 a ] 12 1] 16
5 4] 100 0497 200 4 4 0 12 0 16
6 o 100 0432 200 4 4 ] 12 o 16
7 0 100 0376 200 4 4 0 12 [} 16
8 0 100 0327 200 4 4 o 12 [ 18
a 0 100 0284 200 4 4 0 12 [} 16
10 0 100 0247 200 a 4 0 12 [ 16
Discounteq Totats
(13) Yrs 1.10 100 2008 2008 000 6023 (4] 80.30
(14) Terminal Value 0 659 659 000 1977 [ 4] 26 37
(15) All Yrs 100 2667 2667 000 80 00 000 106 67
{1} - selected judg for
{2 3) - previous years {3), for year 1 {3)- (1)
(3) =(5) -~ 20, where 20 the target plus rato

factor 1o discount from the end of the projected year 1o the beginning of year 1 at the hurdie rate (15%)

00 for first proge year, years by the selected growth rate

3) » selecteo investment yreld of 4% (6a) = (6) multphed by the rato of niwal capttal to {3), (6b) = (6} - (64)

(7) = 6% of {5), selected so that eamings exceed the hurdte rate requirement

(8) = (3) tollowing year's {3} difference between required capilal at the beginnung of year anc required capital at aeginning of foliowing year
(&) =(6) « (7) * (8)

10} = (3) » -15% (nhurdle rate), (10a) = (10) muibpled by the ratio of imbal capral Lo (3), (10b) = (10) - (102}

{11) = {6) + (10) (11a) = {6a) + (10a). (11b) = (6b} * {10b)

{12) = (1) + [16) = (7] + (10). EVA (a) does not reduce the cos! of capilal to reflect investment income earned on capita’
(13) Forecast Periog Value

(14) Temunal Value

(15) = (13) + |14) Value 1n Perpetutty

{10}

Hurale
Required
Retmn
on
Capaal
{1500}
(15 00)
{15 00)
1500}
(15 00)
11500}
115 00)
(1500)
(1500)
(1500)

(75 28)
2472
1100 00)

{10a) (10b)
Hurdle Hurdle
Required Requrred
Return  Return
on on

Onginal  Additional

Towd
Cost
of

Captal  Capial Capitat

{1500}
11500y
(15 00)
(15 00)
1500)
(15 00)
(15 00}
(15 00)
(15 00)
(15 00)

(75 28)
24 72)
(100 OOY

000
000
000
000
000
000
000
000
g oo
000

000
000
000

{1100
{1100
(11 00)
(1100
(11 00)
(11 00)
(1100}
{1100}
{11 00}
(1100}

{552
{1813}
17333

(11a)

Cost
of

Exhibit 38

{11b)

Cost
of

(2}

Ongnal Agdisonal Incicated

Capital
(1100
1100y
(11 00)
{1100)
(1100)
(1100
{1100}
{11.00}
{11.00}
111 00}

155 21
(18 13)
(7333)

Capital
000
000
000
000
000
000
000
000
0.00
000

000
000
000

Value

105 02
165
10667



8Ly

Basic Valuation Example Exhibit 3C
Economic Value Added (b) Model

Total Eamings- hurdle rate more than achieved
Annual Growth: 0%

3] 2) 3) ) (5) {6 (6a) (60) ] 18 {9 110) (10a) {100 (1) (11a)  (1b) (12)
After-tax  After-tax  Afler-tax Hurale Hurdle
Total tnvestment Investment Total Hurdle Required Required
Required Required Oiscounl Premium  After-tax Income Income Income Avalable Requwred Return Retum Toal Cost Cost
Growmth Capitat at  Factor Earmed Investment on on From After-tax  Return on on Cost of of
Projected Inria) n Beginning al Dunng Income Ongina  Aadtional Insurance Requred  Net on Ongmal Aodonal  of Onginal Additional tndicated
Year Capial Capial  of Year 15% Year onCaptal Captal Capial Operabons Remv  hcome Capla Captal Capnal Capital Caplal Capital  Value

1 100 0 100 0870 200 a 4 0 12 0 15 (1500) 11500; 000 (1109} (1100) 000

2 0 100 0758 200 4 4 [} 12 [ 16 (15000 (1500) 000 (1100; (1100) 000

-3 0 100 0658 200 4 4 0 12 [} 16 (1500) (1500) Q00 t1100) (1100) 000

4 ] 100 0572 200 4 4 [] 12 0 16 11500y 1v500) 000 (1100) (1100) 000

5 [ 100 0497 200 4 4 4] 12 0 16 (1500} (1500) 000 (11001 (1100} 000

8 N [} 100 0432 200 4 4 o 12 o 18 (15000 {1500) 0900 (1160) {1100) 000

- 7 - 0 100 0376 200 4 4 0 12 [} 16 (15000 (15000 000 (11001 (1100) 0.00

8 [ 100 02327 200 a 4 0 12 0 16 (12000 11300) 000 (11000 (1100} 000

] 0 100 0284 200 4 4 0 12 0 16 (1500) (1500) 000 (1100) (1100) 00

10 o 100 0247 200 4 4 4] 12 0 1 (1500} (1500 000 (3100) (1100} 000

Discounted Totals

(13) Yrs 1.10 100 2008 2008 000 60 23 000 8030 75281 (7528) 000 (5521) 15521) 000 10502
(14) Termmal Value ] 859 659 0G0 1977 000 2637 (2472) (2472 000 (1813) (1813 000 165
(15) All Yrs. 100 26 67 2867 [[4] 8000 000 106 67 (100 001 (100 004 000 (7333) (7333 () 106 67

{1) - selected judgmentally for llustrabon purposes
{2) = |3) - previous years (3). for year 1, (3) - (1)

(3)=(5)>20. where 20 the target lo-surplus rabo
(4} - factor lo discount from the end of the progected year to the beginning of year 1 a1 the hurdie rate {15%)
{5) = 200 tor first proy year years by the setected growth rate

(6) = (3} » seleclea nvestmenl yield of 4%; (6a) = {6) mutbiplied by Lhe rato of inai capdal to (3). (6p) = (6) - (Ba)

(7) = 6% of (5), selected so lhat eamings exceed the hurdle rate requirement

{8) = (3) - following year's (3), difference between required capital at the beginning of year and required capitat al beginning of following year
9)=(6) - (1) - (8)

(10) = {3) ~ -15% (hurdie rate) (10a) = {10) mulphed by lhe fato of vutial caprtal to (3). (10b) = (10) - {10a)

{11) = (B + (10) (1%a) = (6a) » (10a), (11b) = (Eb) * {10b)

{12) = (1) » (7) + {11} EVA (b) reduces the cost of capial component to reflect investment income eamed on capital

{13) Forecast Penod Value

(14) Yerminal Vaive

115) = (13) + |14) Value in Perpetuity
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Basic Valuation Example
Discounted Cash Flow Model

(1) (2)

io A

p

Total Earnings: hurdle rate not achieved

Annual Growth: 0%

(3)

Total

Required Captal at

Projected intial  Growthin Beginning
Year Capital Captal of Year
1 100 0 100
2 1] 100
3 ] 100
4 0 100
5 0 100
6 0 100
7 0 100
8 0 100
9 0 100
10 0 100
Discounted Totals
(11) Yrs. 1-10 100
(12) Terminal Value 0
(13) All Yrs. 100

(1) - assumed

(2) = (3) - previous year's (3): for year 1. (3) - (1)
(3) = (5) + 2 0, where 2.0 represents the target premium-to-surplus ratto
(4) - factor to discount from the end of the projected year to the beginning of year 1 at the hurdle rate (15%)
(5) = 200 for first projected year, subsequent years increased by the selected growth rate
(6) = (3) = selected Investment yield of 4% (6a) = (6) multiplied by the ratio of initial capital to (3). (6b) = (6) - (6a)
(7) = 5% of (5), selected so that earnings are less than the hurdie rate requirement
(8) = (3) - following year's (3), difference between required capital at the beginning of year and required capital at beginning of following year

(9)=(6) +(7) + (8)

(10) = (9)

(11) Forecast Penod Value

(12) Terminal Value

{13) = (11) + (12) = Value in Perpetuty

(4)

Factor
at
15%

0870
0.756
0.658
0.572
0497
0.432
0376
0327
0284
0.247

(5)

Eamed
During
Year

200
200
200
200
200
200
200
200
200
200

(6)

Requred Discount Premium  Afier-tax

Investment,
Income
on Capital

bbb bbb DADN

20.08
6.59
26 67

(6a) (6b)

After-tax  After-tax

Investment Investment
Income Income

on on

Onginal  Additional
Captal Capttal

4 ]

4 0

4 0

4 0

4 0

4 0

4 0

4 0

4 0

4 0

2008 000

659 000

26 67 0.00

(7)

After-tax
Total
income
From
Insurance
Operations

5019
16.48
66.67

Exhibit 4A

(8) (9)

Avallable
After-tax
Required Net
Reinv Income
14
14
14
14
14
14
14
14
14
14

OO0 O0OO0OO0OO0OO00OO0O

0.00 70.26
0.00 2307
000 9333

(10

Indicated
Value

70 26
2307
93 33
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Basic Valuation Example
Economic Value Added {(a) Model

{Scenario Assumptions.

Total Eamings: hurdle rate not achieved
Annuval Growth: 0%

n (2 3 (4) (5) (6) {6a) {6b) 7) 8 9 10}
ARer-tax  Afler-tax  Aftes-tax
Tota! Invesiment nvestment  Tota Hurdle
Required Required Discount Premium  ARter-tax Income Income Income Available Required
Growth Captalal  Factor  Earned bwvestment on on From After-tax  Retum
Projected Inrual n Beginning at Duning Income Onginal  Aaodilonal  Insurance Required  Net on
Year Capnal Capial  of Year 15% Year onCapdal Capral Captal  Operations Remnv  tncome

1 100 0 100 0870 200 a 4 0 10 ] 14 (1500)

2 0 100 0758 200 4 4 0 10 o 14 (1500)

3 0 100 0658 200 4 4 o 10 0 14 (1500}

4 0 100 0572 200 4 4 [} 10 0 14 (1500

5 0 100 0497 200 4 a4 4] 10 0 14 (1500)

6 o 100 0432 200 4 4 o 10 0 14 (1500

7 o 100 0378 200 4 4 0 10 0 14 {1500

8 [¢] 100 0327 200 4 4 0 10 [} 4 (15000

9 0 100 0284 200 4 4 0 10 0 ‘4 (15000

10 0 106 0247 200 4 4 0 10 0 14 (1500}
Discounted Tatals

(13) Yrs 1-10 100 2008 2008 000 5019 000 7026 (7528)

114) Temmnal Vatue [} 659 659 000 18 48 000 2307 (2472)

(15) All Yrs 100 26 67 26 67 000 68 67 000 9333 10000}

(1) - selected judgmentally for iustraton purposes

{2} = (3) - previous years (3) toryear 1 (3)- (1)

{3)=(5)+ 20 where20 tne target to-surplus rato

{4) - factor to discount from he ena of the projected year lo the beginming of year ¥ at the hurdle rate {15%)

{5) = 200 for first year, years by tne seiected growtn rate

{6) = (3)  selected investment yield of 4%. (6a) = (8) multipled by the rato of imual capdal to (3), (Bb) = (6) - (6a)
@ % of (5) selecteq so tnat eamings are less than the hurdle rale requirement

(8) = (3) - tollowing year's (3) difference between required capital at the beginning of year and required capral at beginning of following year
(8) = {61+ (7) » (B}

(10) = {3) x -15% (hurdie rate) (10a) = (10} muluphed by the rabo of inal caputal to (3). {10b) = (10} - {10a)

(11) =¢6) + {10), (113} = t8a) + (10a), {11b) = {6b) + (10b)

(1202 + (6) = () + 110

(13) Forecasi Penod Vatue

{14) Terminal Value

{15) = (13) « {14) Vauze in Perpetuiy

(10a)

Hurdle
Requrrea
Return
on
Onginal
Capitat
{1500y
115 00)
11500)
15 00)
(15 00)
{15 00)
(15 00)
(1500)
1500y
11500}

75 28)
(2472)
{100 00)

(10b)

Hurdle
Required
Return
on
Aaaiuonal
Captal
000
000
000
000
0oo
000
000
Qo0
000
000

000
0G0
000

(11)

Total
Cost
of
Capral
(1100)
{11001
{11 00)
{1100y
(1100)
{1100y
(1100}
{1100}
{1100}
(1100

158 21)
(18 13)
(7333

(t1a)

Exhibit 4B

(11b)

(12)

Value

94 98
-165

Cost Cost

of of
Onginal Acaibonal Indcateg
Captal  Capnal
(1100} 000
{1100y Q00
{1100} 000
{1100) 000
11100} 000
{11 00) 000
(1100 000
(1100} 000
€11 00y 000
{1100} 000
5521 000
(18 13) 000
7330 000

2333
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Basic Valuation Example Exhibit 4C
Economic Value Added (b} Model

Scenario Assumplions.

Total Eamings: hurdle rate not achieved
Annual Growth: 0%

(1} ) 3 4) (5) (6) (6a} {6b) m (8) 9 (10) {103) (10b) (1) (11a)  (11p) {12)
Aftertax  After-tax  After-tax Hurdle  Hurdle
Total Investmen! Investment Total Hurdle Required Regquired
Required Required Discount Premwm  After-tax Income Income Income Avalable Requred Retun Retum Tota! Cos! Cost
Grosth Capalat Factor  Earned  Investment on on From After tax  Retum on on Cost of of
Projected mmal n Beginning a Dunng  Income Ongina  Aaditonal Insurance Required  Net on Ongnal Adduonal of Ongnal Asditonal Indicated
Year Capdal Captal of Year 15% Year onCapial Capnal Captal Opefatons Remiv  Icome Captal Captal Captal Captal Captal Capial Value
1 100 0 100 0870 200 4 4 0 10 o 14 (1500 (1500) 000 (1100) (1100) 000
2 0 100 0756 200 4 4 0 10 [} 14 (1500) (1500) 000 (1100} (i1100) 000
3 0 100 0658 200 4 4 [} 10 [} 4 (1500 (1500 000 (1100) {1100} 000
4 0 100 0572 200 4 4 o 10 4] 14 (1500 {1500) 000 (1100) (1100) 000
5 0 100 0497 200 4 4 0 10 0 14 (1500) (1500 000 ¢1100) (1100} 000
6 o 100 0432 200 4 4 0 10 o 14 (15000 (1500) 000 (1100) (1100} 000
7 0 100 01376 200 4 4 0 10 o 14 (15000 (1500) 000 (1100} (1100} 000
8 0 100 0327 200 4 4 0 10 [+] 14 (1500} (1500) 000 (11000 (1100) 000
1] [} 100 0284 200 4 4 0 10 o 14 (1500} (1500) 000 (1100} (11G0) 000
10 [ 100 0247 200 4 4 0 10 [} 14 (1500) (1500) 000 (11000 (1100) 0.00
Discounted Tolaly
(13) Yrs 110 100 2008 2008 000 50 19 000 7028 (7528) (7528 000 (9521) (3521) 000 94 98
(14) Termmat vatue 0 659 659 000 16 48 000 2307 (2472 12472) 000 (1812 (1813) 000 -165
(15) Alt Yrs. 100 26 67 2667 000 6667 000 9333 (100 00) ||0000| 000 (7333 ({73.33 000 93.33

(1) - sefected judgmentally for ilustration purposes
(2) = (3) - previous year's (3). for year 1, (3) - (1)

{3)=(51- 20, where 20 the target p: to-surplus ravo
(4) - factor to discount from the end of the projected year to the beginning of year 1 at the hurdle rate {15%)
(5) = 200 for first year, years by the selected growth rate

(B) = (3) » selected investment yield of 4%. (6a) = {6) multptied py the rabo of iniual capiat to (3), (6b) = {6) - (6a)

(7) = £% of (5). selected so thal earmungs are less than the hurdle rate requirement

(8 3) - foltowing year’s (3); difference between requrred capnial at the beginming of year and required capial at beginning of followng year
(8)=16)« @)+ (8)

{10) = (3) » -15% (hurdie rate), {10a) = {10) mutuphea by the rato of ihal caprial 1o (3). (10b) = (10) (10a)

{11) = (6) + (10), (11a) = (Ba} + (10a), (11b) = (6b) * (10b)

{12) = (1) + (7) * (11). EVA (b) reduces the cosi of capilal component to reflect investment income eamned on capial

{13) Forecast Penod Value

{14) Termnal Value

(15) = (13) + (14) Value m Perpetuty




Basic Valuation Example
Discounted Cash Flow Model

3 o A

p

Annual Growth: 3%

Total Earnings: hurdle rate more than achieved

(1) 2 3 4) (5}

Total
Required Discount Premum

Required Caprtalat Factor Earned
Projected Intial  Growthin Beginning at Dunng
Year Capital  Capital of Year 15% Year
1 100 0 100 0.870 200
2 3 103 0756 206
3 309 106.09 0.658 21218
4 3.18 109.27 0572 218 55
5 328 11255 0497 22510
6 338 11593 0432 23185
7 348 119.41 0.376 238 81
8 358 12299 0.327 24597
9 369 126.68 0284 253 35
10 380 130 48 0247 260.95
Discounted Totals
{(11) Yrs. 1-10 100
(12) Terminal Value 0
(13) All Yrs 100

(1) - selected judgmentally for illustration purposes
(2) = (3) - previous year's (3): for year 1, (3} - (1)
(3) = (5) + 2 0, where 2 0 represents the target premium-to-surplus ratio

(6)

After-tax
Investment
Income
on Capital

4
4.12
4.24
437
4.50
4.64
4.78
4.92
5.07
5.22

2226
1107
33.33

(6a) (6b)

After-tax  After-tax

Investment Investment
Income Income

on on

Onginal  Addtional
Capttal Capital

4 0

4 012

4 024

4 037

4 0.50

4 064

4 078

4 092

4 107

4 1.22

2008 2.19

659 448

26.67 6.67

(4) - factor to discount from the end of the projected year to the beginning of year 1 at the hurdle rate (15%)
(5) = 200 for first projected year; subsequent years increased by the selected growth rate
(6) = (3) x selected nvestment yield of 4%. (6a) = (6) multipled by the ratio of initial capital to (3); (6b) = (6) - (6a)

(7) = 6% of (5). selected so that earnings exceed the hurdle rate requirement

(8) = (3) - following year's (3). difference between required capital at the beginning of year and required capital at beginning of following year

(9)=(6)+(7)+(8)

(10) = (9)

(11) = Exphent forecast period value
(12) = Terminal value

(13) = (11) + (12) = Value in perpetuty

(7)

After-tax
Total
Income
From
Insurance
Operations
12
12.36
1273
13.11
1351
13.91
14.33
1476
15.20
15 66

66 78
33.22
100 00

(8

Required
Reinv

(3)
(309
(3 18}
(328
(3 38)
(3 48)
(3 58)
(3 69)
(3 80)
(3.91)

(16.70)
(8 30)
(25.00)

Exhibit 5A

(9)

Available
After-tax
Net
Income

13
1339
13.79
14.21
14.63
1507
15.52
1599
16.47
16 96

72.35
35.99
108 33

(10

Indicated
Value

7235
3599
108 33
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Basic Valuation Example Exhibit 58
Economic Value Added (a) Model

Scenario Assumptions.

Total Eamings: hurdle rate more than achieved
Annual Growth: 3%

U] 12) 3) ) (5) ] (6a) {6b) [y] (8 (9 (10) (10a) (10b) (an  (ma (11b} (12)
After.tax  After-tax  Afler-lax Hurdle  Hurdle
Towd tnvestment tnvestmen) Tatal Rurdle Required Required
Required Requred Discount Premum ARer-tax  tncome Income: income Availaple Requred Refum Retum Towal  Cost Cost
Growtn Capilal at  Factor  Earned  Investment on on From After-tax  Retum on on Cost of of
Projected Imal n Begnning a Dunng Income Onginal  Adotonal Insurance Requred  Net on Onginal Additonal of Onginal Addibonal Indicated
Year Capial Capnal  of Year 15% Year onCapttal Capral Captal  Operaons Remnv  Income Capital Capral Capial Capral Capital  Capnal Value

1 100 ] 100 0870 200 4 4 0 12 3) 13 {1500) (1S500) 000 (1100) (3100) 000

2 3 103 075% 206 412 4 012 1238 {3 09) 1339 11545) (1500) (045 (1133) (1100) (0 33)

3 309 106 09 0658 212.18 424 4 024 1273 1318) 1379 (1591) {1500) (091 (1167) (11001 (067)

4 318 109 27 0572 21855 a3? 4 037 131 {328) 1421 116 3% (1500) {139) (1202) (11000 1102y

S 328 11255 0497 22510 450 4 850 1351 {3 38) 14,63  (1658) (1500} (188} (1238) (1100} {138)

6 338 11593 0432 23185 464 4 064 1381 (348) 1507 11739 (15000 {239) t1275 (1100} (V7%

7 348 11941 0376 23881 478 L 078 14 33 13 58) 1552 (17¢n 115000 (291 (1312} (V1 00y 213

8 358 122,99 02327 24597 492 4 092 1476 (KR4 1589  (1845) (1500 1345} (1353) (1100} 1253)

2 Jeg 126 68 0284 25335 507 a 107 1520 1380 1647  (1900) (1500} {4 00) (1393) {1100} (293)

10 380 13048 0247 26085 522 a 122 1566 1391 1896 (1957) (1500) (4 57) (1435 (11000 (335
D:scounted Totats
(13) Yrs 1-10 100 226 2008 219 8878 (1670} 7235 (8348) (7528) (8 19) (51 22) (5521 (01 10557
(14) Terminal Value o 1107 658 448 3322 (8 30) 3599 4152y (2472) (1681) {3045) (181)) {1232y 2.77
(15) All Yrs 100 3333 26 67 867 10000 (2500y 10833 (12500) (100 00) i2500) (9167) (7333) {18 33) 10833
(1) - selected for
{2) = (3) prewious years (3), for year 1. (3) - (1)
{3) = (5}~ 20, where 20 the target plus ratio
{4) - factor to discount from e end of the projecied year fo the begiining of year 1 al the nurdle rate (15%}
(5) = 200 for first year, Dy tne selected growtn rate

years
(6} = (3) » selected investment yield of 4%, {6a) = (6) multrplied by tne rato of Iiual caprtal to (3). (80} = (8) - (8a)
(7) = 6% of (5) selected so thal earnings exceed the nurdle rate requirement
(8) = () - followng year's {3) diflerence between required capital at the beginrung of year and required capital at beginning of followang year
(8) = (6) + (7) ~ (8)
(10) = {3) * -15% (hurdle rate), {10a) = {10) mulhiphed by the rauo of wial capttal to (3). (10p} = (10) - {103)
(11) = (8} + (10), {11a) = {Ba) * {10a), (11D) = (6b) * {(10Db)
(12) = (1} * {{B) + (7)} + (10). EVA (a) aoes not reduce the cost of capilal to reflect investmen! income earned on capiia
{13) Forecasl Penod Value
(14) Temnas Value
{15} = (13) + {14) Vatue n Perpetuity
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Basic Valustion Example

Economic Value Added (b} Model

Scenario Assumptions:

Total Earnings - hurdle rate more than achieved
Annual Growth. 3%

3] (2} (3} {4 {5) {6)
Total
Requred Required Discount Premuum  ARer-tax
Growth Capitalat Faclr  Eamea tnvestmenl
Projected trubal in Beginning al Duning thcome
Year Capital Captal  of Year 15% Year on Capial
1 100 0 100 0870 200 4
2 3 103 0756 206 4.12
3 309 106 08 0658 21218 424
4 318 10927 0572 21855 437
5 328 11255 0497 22510 450
6 s 1593 0432 23185 464
7 348 11941 0376 23881 478
8 358 12299 0327 24597 492
9 3.69 126 €8 0284 25335 507
10 380 13048 0247 26095 5.22
Discounted Tatals
(13} Yrs 1-10 100 2228
(14) Terminal Value [} 1107
(15) All Yrs 100 3333
{1) - selected judg for
(21 = (3) - previgus year's (3) for year 1,(3) - (1)
(3)=(51+20 where20 the target to-surplus ratio

(6a)

{6b)

[yl

After-tax  Afler-tax  ARer-tar
investment Investment

income Income
on on
Onginal  Adg.uonal
Capnal Capat
L) 5]
L} 012
4 024
4 037
a 050
a o84
q o078
4 092
4 107
4 122
2008 219
659 448
2667 6€7

(4) - factor to discount rom the end of the projected year to the beginning of yeas 1 at the hurdle rate {15%)

5) = 200 for first proy year

19)=16) * (7) + (8)

years

sed by the selected growth rate
6) = {3) » selected investmenl yreld of 4% (6a} = (6) multiphed by the rato of inthal capaal to (3}, (6b) = (6) - (Ba)
{7) = 6% of (5} selected so lnal earmings exceed the hurdle rate requirement
(8) = {31 - following year's (3) ditterence between required capitat al the beginning of year and required capital al beginning of rollowing year

(10} = (3) » -15% (nurdle rate). (10a) = (10} mutuplied Oy the rato of imnal capnal to (3). {100) = (10) - (10a)
(11) = (8) » (10}, {11a) = (Ba) - (10a) {11b) = (6b) » (10D)
(12) = (1) ~ (7) = (+1) EVA (b) reguces the cosi ot capital component to reflect Investment income eamea on capital

{13) Forecast Penod Value
{14) Termunal Value
{151 = (13) * (14) Vahue in Perpetuity

Total
income
From

8

tnsurance Required

Operatons
12
1236
1273
131
1351
1391
14 33
1478
1520
1566

6678
3322
100 00

Reinv

(&)
13 03)
318
{328y
1338y
{349)
13.58)
(369)
1380)
1391

(1€ 70y
(6 301
125 00)

19)

Available
Afier-lax
Net
tncome

13
1339
1378
14 21
1463
1507
1552
1589
16 47
16.98

72235
3599
108 33

(10)

Required
Retum

on
Capital
{15 00)
{15 45)
(1594
116 39
(16 88)
(17 3%
(7en
{1845
(15008
11957

(83481
141524

(10a) (10b)
Hurdle  Hurdle
Hurdle Requirea Required
Retum  Retum
on on
Onginal  Addimonal
Capilal  Capnal
{15 00y 000
(1% 00) 10 45)
11500} 10 41}
11500} {1 3%
(15001 (188)
(1560, (239
115 00) {2391
115000 1345
(15000 {4 00)
(1500} 1457y
7528 1619
2470 11681y
110000) (2500

(125 00y

(1

Total
Cost
of
Capnta!
{1100}
(11 33
11167)
{1202}
112 38)
{1275)
(1313}
{1353
11393}
114 35)

6122)
130 45)
13167

Exhibit 5C

(11a) (11t)

Cost Cost
of of

{12)

Onginal Additonal Indcated

Capital  Caputal

(1100} 000
(11004 {033)
(11 00y 0671
(11 00) 1102y
(1100, 1138
{1100y (7e
(1100} 213
(11 00y 253
11100} 12.93)

111 60) (3 35)

{5521 B0on
1813 {1232)
(7333 11833

Value

105 57

108 33
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Basic Valuation Example

Discounted Cash Flow Model

(1)

(2)

Scenario Assumptions:

Total Earnings: hurdle rate not achieved

Annual Growth: 3%

(3)

Total

(4)

)

(6)

Requrred Discount Premium After-tax
Requred Capdal at

Projected Initial  Growth in Beginning
Year Capital  Capttal of Year
1 100 0 100
2 3 103
3 3.09 106.09
4 3.18 109.27
5 3.28 11255
6 338 11593
7 348 119.41
8 358 122 99
9 3.69 126 68
10 380 130 48
Discounted Totais
(11) Yrs. 1-10 100
(12) Temminal Value 0
(13) All Yrs. 100

(1) - selected judgmentally for illustraton purposes
(2) = (3) - previous year's (3), for year 1, (3) - (1)

(3) = (5) + 2.0, where 2.0 represents the target premium-to-surplus ratio
(4) - factor to discount from the end of the projected year to the beginning of year 1 at the hurdle rate (15%)
(5) = 200 for first projected year. subsequent years increased by the selected growth rate
(6) = (3) * selected investment yield of 4%, (6a) = {6) multiplied by the ratio of insal capital to (3); (6b) = (6) - (6a)

(7) = 5% of (5), selected to be lower than the hurdle rate
(8) = (3) - following year's (3); difference between required capital at the beginning of year and required capital at beginning of following year

(9) = (6) +(7) + (8)

(10)=(9)

(11) = Explicit forecast penod value
{12) = Terminal value

(13) = (11) + (12) = Value in perpetuty

Factor
at
15%

0870
0.756
0658
0.572
0497
0432
0.376
0327
0284
0.247

Eamed
During
Year
200
206
212 18
218.55
225.10
23185
238 81
245.97
253.35
26095

Investment
Income
on Captal

4
412
424
437
4.50
464
478
4.92
507
522

22.26
1107
3333

(6a) (6b)

Aftertax  After-tax

Investment Investment
Income Income

on on

Original ~ Additional
Capital Capital

4 0

4 0.12

4 024

4 0137

4 0.50

4 0.64

4 078

4 0.92

4 1.07

4 1.22

2008 219

659 4.48

26.67 667

O]

After-tax
Total
Income
From
Insurance
Operations
10
103
1061
1093
11.26
11.59
1194
12 30
1267
13.05

5565
2768
8333

(8

Requred
Remnv

(3)
(3.09)
(318)
(3 28)
(3 38)
(3.48)
(3 58)
(3 69)
(3 80)
(3.91)

(16 70)
(8.30)
(25 00)

Exhibit 6A

©

Available
After-tax
Net
Income

11
1133
11.67
12 02
12.38
12.75
1313
1353
1393
14.35

6122
3045
91.67

(10)

indicated
Value

6122
3045
91.67
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Basic Valuation Example
Economic Value Added (a} Model

Scenario Assumptions.

Total Earnings- hurdla rate not achleved
Annua! Growth. 3%

[1}] 12) {3) 14) {5) {6) (6a; (6b) @}
Afler-lax  After-tax  Afler-tax

Towal Investment nvesimenl  Towat
Requred Required Discoun! Premuum  After-tax income income Income

Gromh Captaai  Facter Eamed investment on on From

Exhibit 68

{8) 9 (10) (10a) (10b) (1 (Ha (11D a2

Hurdle Hurdle

Hurdie Required Required
Available Requred Retum Return Total  Cost Cost
After-Lax  Retumn on Cost of of

on
Projected tnibal mn Begmnning a1 Dunng tncome Ongmal  Additional Insurance Required Net on Onginal Addwonal of Onginal Adaitonal Indicated
Year Captal Capitat  of Year 15% Year onCaptal Captal Capial  Operatons Reinv  Income Caprdal Captal Capial Capral Capital Capilal Value
1 100 0 100 0870 200 4 4 [} 10 3) 11 (1500) {1500) 000 (1100; (1100 000
2 3 103 0758 206 412 4 012 103 309 1133  (1545) (1500) (0 45) {1133) 11100} (0 33
3 309 106 09 0658 21218 424 4 021 1061 318 1187 1591) (1500) 08N 11167) (1100} 67
4 318 109 27 0572 21855 437 4 037 1093 {328) 1202 «163% (15001 (139 (1202) (1100} 1102y
5 328 11255 0497 22510 450 4 050 1126 (338) 1238 16881 (15001 (188) (1238) (1100) (138}
6 338 11593 0432 23185 464 4 064 1159 (348) 1275 11739 (1500) {239) (1275) (1100) 175
7 348 119 41 0376 23881 478 4 078 1194 (3 58) 1313 (1791 (15000 {291) (1313 (V1 0CO) 213}
8 358 12298 0327 24597 492 4 082 1230 1360 1353  (1B45) 115000 {343) {1353 (1100 253y
9 3ies 126 68 0284 25335 507 4 107 1267 13 80 1383 (19000 {15000 {400) |13G3) (11001 1293)
10 380 13048 0247 26095 522 4 122 1305 1391 1435 (1957) {15001 1457) 114 35) (11004 (3 35)
Discounted Totals
(13)¥rs 1-10 100 2228 2008 219 5565 116 70} 8122 (B348) (7528 {8 19) (61 22) (5521 601} 8443
(14) Termmal Vaiue 0 1107 659 448 2768 (8 30 3045 14152y (2472 {16 81) {30451 (181)) (12324 =277
(15) All Yrs 100 3333 2667 667 8333 (2500) 9167 1125001 (10C 00y (2500) (9167 (7333 {18 3% 9167
(1} selected juag for

(2) = (3) - previous year's (3) for year t. (3) - (1)

{3} = {5) - 2 0. wnere 2 0 the target {0-Surplus rauo

14) - factor 1o discount from the end of the projected year 1o Lhe beginning of year 1 at the hurdie rate (15%)

(5) = 200 for first proy year, years by the selected growth rate

3) * selected investment yield of 4% (6a) = (6) mutiplied by the ratio of iniiial capial to (3). (6b) = (6) - (6a)
% of (5). selected 0 that earmings are [ess than e hurdle rate sequirement

(9) =16} - (7) + (8)

(10) = (3) » -15% (hurale rate) (10a) = {10) muttiphea by the rabo of mibial capital to (3). (100) = (10) - {10a)

(11) = (8) » (10). {113} = (6a} = (10a). (11b) = (6b) + (10b)

(12) = (1) = [i61 * (7)] + 110). EVA (a) does not reduce the cost of caprial to reflect investment income easneo on capida
(13) Forecasl Penod Value

(14) Termmnal Value

(¥5) = (13) » (14} Value in Perpeturty

3) - tollowng year's {3). difference dbetween required capital at the beginning of year and required capital at beginning of follomng year
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Basic Valuation Example Exhibit 6C
Economic Value Added (b) Mode!

|Scenano Assumptions.

Total Eamings- hurdle rate not achieved
Annual Growth: 3%

15} (2) 3 (4) 5 {6) (6a) (60) @) (8) 9 (10) (10a) (10b) (1) (va) {11b) 12}
Affer-tx  Aflertax  After-tax Hurdle  Hurdle
Tolal Investment Investment Towal Hurgle Requred Required
Requrea Requited Discount Premum  ARer.tax Income Income Income Avalable Requred Retumn  Retum Total  Cost Cost
Gromh Capalar  Factor Earmned Investment on on From After-lax  Retumn on on Cost o of
Projected tunal n Beginning al Dunng Income Orngnal  Addmonat Insurance Required Net on Onginal Adotional of Onginal Addtional tndrcated
Year Capral Capial  of Year 15% Year onCapal Capnal Capilad  Operauons Retnv  Income Capital Captal Capral Capral Capilal Captal  Vatue

1 100 0 100 0870 200 4 4 0 10 3 11 (1500) (1500) 000 (1100) (1100} 000

2 3 103 0758 208 412 4 012 103 4309 1133 (15435, (\500) (0 45) (1133 (1100) {03

3 309 106 09 0658 21218 424 4 024 1061 1318) 1167 1591 (1500) {0 91) {1167) {1100) 067)

a 318 108 27 0572 21855 4.37 4 037 1093 {323) 1202 11839) (1500) (138) {1202} (11 00) (102)

5 328 11255 0497 22510 450 4 050 1126 (338 1238 {(1688) {1500) (188) (1238) (1100 (1 38)

6 338 11593 0432 23185 464 4 064 1159 i3 48) 1275 (1739 (1500 (239} (1275) (1100 s

7 348 11941 0376 23881 478 4 078 1184 1358) 1313 (1791 (1500) {(291) (1313) (1100} 213

B 358 12289 0327 24597 4.92 4 092 12 30 369 1353 11845 (15000 {345) (1353 {11.00) 253

9 369 126 68 0284 25335 507 q 107 1267 {3 80) 1391 (1900} (1500 1400) (1393) (1100 (293)

10 380 130 48 0247 26095 522 4 122 1305 39N 1435 {1957 {1500 14 57) (14351 (1109 13 35)
Drscounted Totals
(13 7is 110 100 222 2008 219 5565 (1670) 6122 (3348) (7528  819)16122) (5521) (801} 9443
{14) Termnal Value 0 11.07 659 448 2768 830} 3045 (4152 (2472) 1681) (3045) (181]) 1232y =277
{15) All Yis 100 3333 26 67 667 8333 (2500) 9167 (12500) (100 001 12500) 19167 (7333 118 33) 9167
(1) - setected for
{2) = (3} - previous year's (3) foryear 1, {3) - (1)
{3) = (5) = 20, where 20 the target p 1 plus rabo

(4) lactor lo aiscoun! from the end of the projected year to the beginning of year 1 at tne hurdle rate {15%)

(5} = 200 for first projected year. subsequent years increaseq by the selected growth tate

{6} = (3} * selected mvestment yield of 4% (5a) = (6) mulpl:ed by the ratio of 1nilial capital 1o (3) (6b) = (6) - (6a)
(7) = 5% of {5). selectea so that eamings are less than the hurdie rate requirement

(8) = (3) loliowng year's (3) difference between required capial at the beginning of year and required capda! at beginning of fallowing year
(9)=(6) + 7) + (8)

{10} = (3) ® .15% (hurdle rate), (10a) = (10) muluplied by the rato of inibal capital to (3). (10b) = (10) - (10a)

6) ~ (10) {11a) = (6a) + (10a) (11b) = (6b) + (10b)

112) = (1) » (7) * (11). EVA (D) reduces the cost of capital component 10 reflect investment income earned on capial
(13) Forecast Penod Value

{14) Termmal Value

{15) = (13) = {14) Value in Perpetuly
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Exnipit 7
Snaat 1
asof 31, 2001
Esedishmy Starung Surpius
11) Baozed Strmnory Surpas @ 127101 43000
12) Seiecta Startng Surphe s Fute Income PEEH]
Brimcacne ibanes on 1231 G+ RBC levali
131 e ame 123101 2860
Monitonng and Selecting Surpius Asof 129101
2001 2002 2003 2008 2008 08 2007 2000 000 1000 om
141 Semcing Sucka B4Z131 8 48306 S £1328 5 55162 5 S8000 § 62150 3 65208 5 €338 3 IS0 5 M@ 8 76N
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Compam Acton Lo
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17) Surpas Groswn an OIET 1323 16TIH oG 23157 26297 eMR ML MR
18) #eot urmen Bramum 1 Suoas Rato e vee v 1 187 18 iLH 182 161 180 160
19; Lcss ang LA Renen ew 1o Surpan Rang FE] il Fail 1% 278 27% i 21 2N 272
Estnated Future Income Dunny
002 2003 2008 2008 2007 2008 2000 2010 011
113, Tota: Corre nmy Mort prcome, 10aa}  120%4 13197 1ag77 13783 18507 v7ges  17p'e i@y
Hurdie Rate
2002 003 2004 2008 2007 000 00 2010 010
111] Gwected Farde Ra WO 120w 180% 150%  1SO%  150% 150w 130N 110w
Prasers vake Facior tor 123101 1000 oam 0T 6ass os1z 0’ 012 Uy o 028e o2e?
{8vumeg yet cng mcome [ecogTinr,
Expected Annual Perpetusl Growth Rate of 20%
Caplkal & income After 2011
Appicavon of DCF Method [- 3710 During Total Total AR
2001 2002 003 2008 2007 2008 20 011 Vi 1ime Yo
1131 Towt Company et inccme isee  10ms 1208 T LA NNTE (Y BT 1] vers
1 130n 1 P of Torar Compam Net income 2080 9083 on 71448 8208 310 (rH) e eI 100
Ao satman Cost 1o Gie Comtanm a3 oz 1280 118 sz FEH) 22
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28028

488



Enubt?
Primary Stock Insurance Company Sheet 2

Calculation Notes for Vi ion Esti; as of D ber 21, 2001

{1; from Pnmary Stock Insurance Company s 12/21/01 booked balance sheet
(2} selectsa starung surplus for future Income projeclions based on the selectsd 200 0% surplus to indicated RBC ratio
()=t =(2)

(4) selected surplus based on the seiected 200 0% surpius to .ndicatad RBC ratio

{5) calculated RBC at the Company Action Level - basad on Expubit 12 for 2002 ang subsequent
(6) selecuon of 200 0% surplus to RBC ravuo for aetermining required surplus at sach year end
(7) cumulauve increase In (4) from startng surplus {4} - {21

{8) NPW for all lines = (4)

(9) not loss and LAE reserves for ail ines = (4)

(10) trom Extupit 8, ine (11)

{11) is seiscted hurale rate of 15 0% used lor determiming Cost of Capital in EVA method and the present value of future @armings and value adaea
{12) @ 1 000 at 12731701, for tuture years = (1 0 = 15 0%) raised 1o (2001 - year) exponent

(13) = {10}
(13pv) = {13) » {12) for each year Total 01 to 118 the total of the esumates by year Total "12 to= = 1130y, * {1+ Growth Rate) - \Murdie Rate - Growtn Rate; x 12)x.,
All Years = Towal 0110711 + Total 12to=

(14) annual change In {4)
{14pv) = (14) » (12) tor aach year Total 01to 1118 the total of ne esumates dy year, Total 12 fo= = 14}y, » Growth Rale - (Hurdie Raie - Growth Rate) » (12);.,
All Years = Tota!f ‘0110°11 « Total 1210w

(15) = {13) - (14}
(15pv} = (13pv) = (14pv)

(16)= {2}

(17)=(10)

{17pv) = (17) » (12) for each year; Total ‘01 to "11.3 the total of ha estmales by year Total 1210 = = {17 }3,, (1= Growtn Rate) - (Hurdie Rate - Growth Rate] » {12}z,
All Years = Tota! ‘0110 11+ Tolat "1210=

(18) =(18) = (20}

(¥8pv) = (19pv) » (20pv)

(19) = (2y = 11)

(18pv) = (19) = (12) for each year Total 0110 1113 the 1otal of the esnmates Dy year. Total "12 o= = (16) » {1Z)0::
All Years = Total 011011 + Total 1210=

(20) 5 (7)pns reas ¥ (11)

(20pv) = (20} = {12) for each year Total 0110 11is the total of tne estimates by year; Total 12 o= = { (4),;,, » Hurgie Rate - {Hurale Rate - Growth Rata) — (16) | » (1215,
All Years = Total 0110°11+ Total 12 o=

(21)= (17) - (18}

(21pv} 8 (17pv) = (18pv)

(22) @ {16) * (21PV)as seem

489
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Primary Stock insurance Company

Actual
2001 2002 2003 2004 2005

Changes in Statutory Surplus

{1) Net Income $8.531 $6 933 $8.111 $8.909 $9.592
{2) Changes in Unrealizea Cap Gains 1] 3512 3943 4278 4,563
{3) Changes in Non-admutied Assets [v] 0 1] 0 0
{4) Capital Paid In [¢] 0 [1] 1] 0
(5) Increase in Surplus Notes 0 1] 1] 0 0
(6) Pnncipal Repayment o 0 0 [} 0
(7) Other Surplus Adjusiments 0 o 0 0 0
{8) Contributions to Mee1 P/S Target 0 0 0 0
19) Coninbutions to Meet R/S Target 0 0 0 0
{10) Change in Statutory Reserve 1] 0 0 0 {2)
{11) Subtotal: Company income 8,531 10 445 12.054 13.187 14.153
(12) Dividends 1o Stockholders 0 {6 070) (7.232) (9.153)  (10.625)
(12) Total Surplus Adjustments $8.531 $4.375 $4 822 $4034 $3528

Calculation Notes*

{1) = ARter-tax net income from the statutory income statement (Extubil 9)

(3). (4).15). (6) (7) are setto $0

{11) = sum of ines (1) through (10)

{12) 1s the maxamum dnwdend Lhat sausfies required surplus based on nsk-based capital mullple of 2.
(13 =(11) +(12)

2006

$10.160
4.816

- oo © 0o oo

14,977
(11,7117
$3.260

2007

$10697
5055

[~ - - - - - - -]

15,752
(12614)

$3.138

2008

$11.218
5.288
0

-0 0 0 ©@ O 0

16.507
(13.407)
$3 100

2009

$11726
5522
0

0O 00O O 0 o o

17.248
(14.136)

$3,112

2010

$12.218
5,758

0O OO0 QO C o

0
17.976

{14.824)

$3,152

Exhibit 8

2011

$12,715
5998

0
0
0
0
0
0
0
0

18.713
(15 501)

$3 212
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Primary Stock Insurance Company

Statutory Income Statement

(1} Net Eamed Premitum

(2) NetIncurred Losses & LAE
{3) Underwnting Expenses

(4) Underwnting income

(5) Investment Income

(6) Other Income

(7) Palicyhotder Drvdends
(8) Pre-Tax Operaung Income

{9) Federal Income Tax
(10} Netlncome

Calcuistion Notes:

{1) = sum of net eamed prem:um tor afl knes ot business

2001

3867
$6.933

{2) = sum of net incurred losses and LAE for all ines of business

(3) = sum of 9
{ay=(N-(2)-(3

16) = se1 to $0 tor the company
{7) = set to $0 for the company
(8)=(4) * (5)* (6) - (")

(10} =(8) - (5)

tor all unes of

2003

$89.108
69 208
19,492
$408

11685

$12093

3982
$8111

2004

$92.671
71.974
20271
$426

12683
]
[1]

$13.109

4200
$8 909

$96.379
74,85
21083

4373
$9,592

2006

$100.234
77 850
21927
$457

14 277

$14,734

4574
$10.160

2007

$104 244
80,963
22803

$15.462

4765
$10 697

2008

$108 412
84 200
23716

2009

$112 749
a7 571
24664

$514

16.368
[}

[}
$16.882

5,156
$11726

$117.259
91,074
25650

Exhibat 9

$121.952
94719
26,676
8557

17,780
0
0

$18 337

5622

$12,715
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Primary Stock insurance Company

2001
mmary Statuto 1t She
(1) In/esteq Assets $185.216
(2) Other Assets 1.569
{3) Total Assers $192,716
{4} Net Loss & LAFE Rasenes $107.085
(5) Ne1 Unearned Premium Reserve 42000
(6) Other Liabiites 1,500
(7) Total Liabiines $150,585
8) Stattory Surplus $a2.131
(9) Total Liabilmes & Surpius $192 716
Caiculation Notes*
{1) Extubit 11, Line (1)
from

2)={ R +R

)= (N +(2)

14) Exrupn 11, Line {8)
{5) Exrubit 11, Line (9)

6) = [(10) + (11) « (12} + (13) * (14)) from Exhibnt 11

{T)= (8} +(5) + (6}

8)=(3)=17)
19) =(7) +8)

2002

$213 090
6828
$219918

$126175
43680

3557
173412

$46,506
$219 918

2003

$233,984

7127
$241.111

$140.678
45,426
2879
$189.783

$51 328

$241,111

2004

$251,262

Lan
$258 693

152,257
47.244
3830
$203.331

$55 362
$258,693

« Other Assets) from Extubd 11

2005

$266 218

L7144
$273.962

$161 965
49134
1973
$215 072

$58,890
$273 962

2006

$279 994
8065
$288.059

$170,680
51.100
4120
225 909

$62,150
$288 059

2007

$293,292
8.397
$301,689

$178.971
53143
4,287
$236.401

$65,268
$301689

2008

$306 473
8,741
$315 214

$187.110
55.269
4447
$246 826

$68 388
$315214

2009

$319754

9089
$328,853

$195,258
57.479
4818
$257.353

$71,500
$328,853

$333 230

9,470
$342,700

$203 474
59.778

479%
$268.048

$74 652
$342 700

Extubet 10

2011

$346 972
9854
$356.826

$211 810
62 169

4983
$278,862

$77.868
$356 826
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Primary Stock insurance Company

il tat fance t

{1a) Taxable Bonds

{1b) Non-taxable Bonds

{1c) Stocks - Preterred

{1d) Stocks - Common

{1e) Cash

(1) Real Estate

{1g) Other Income Producing Assels
(1) Total investments & Cash

(2) Premum Receivable

(3) Recesvables fiom Reinsurers
(4) Other Assets

{5) Total Assets

{6) Nel Loss Reserve

(7 Nel LAE Resene

(8) NetLoss & LAE Reserve

(9) Net Uneamed Premium Reserve

(10) Expenses Payable

{11) Income Yaxes Payable

{12) Drdends Declared and Unpad
{12a) Policyhdlders
{12b) Stockhdders

{13) Balances due Remnsurers

(14) Other Liabilites

(15) Total Liabilities

{16) Capital

(17) Surplus Nofes

{18) Unassigned Funds
(18) Policyholder Surpius

(20) Total Liabilities and Surplus

Actual
2001

$77,791
44,452
1.852
46,304
9,261
1.852
3.704
$185,216

$7.500

0

0
$192.716

$79.567
27.518
107.085
42,000
1.000

0

0

0

500

0
$150.585

$40.000
0

213
$42.131

$192.716

2002 2003 2004
$89,496  $98.273 $105.529
51.142 58,156 60.303
213 2,340 2.513
53273 58,496 62.816
10.655 11.699 12,563
PAKL 2340 2513
4.262 4,680 5.025
$213,090 $233.984 $251.262
$6.500 $6.760 $7.030
328 . 367 401
0 0 0
$219.918 $241.111  $258,693
$98.763 $113.298 $124.727
27.412 27,380 27 530
126.175 140678  152.257
43.680 45,426 47,244
1.030 1.061 1.093
967 996 1.050
0 [} 0
0 [} 0
1.560 1,622 1,687
0 0 0
$173412 $189.783 $203.331
$40.000  $40.000  $40.000
0 0 0
6.506 11,328 15.362
$46.506 $51.328  $55.362
$219.918 $241.111 $258693

2008

$111.812
63.892
2662
66,555
13,311
2.662
5324
$266.218

$7.310
434

0

$273 962

$134,151
27.812
161,965
49.134
1.126
1.093

1.754
0
$215.072

$40.000
0

18,890
$58.890

$273.962

2008

$117.596
67 199
2.800
69.999
14.000
2.800
5.600
$279,994

$7.602
463
0
$288.059

$142,471
28.208
170.680
51,100
1,162
1,143

[+]

0

1.824

0
$225.909

$40.000
0

22.150

$62.150

$288.059

2007 2008

§123,182 $128.718
70 390 73.55¢
2933 3.065
73.323 76618
14 665 15,324
2933 3.065
5.866 6,129
$293,292 $306.473
$7.907 $8.222
430 519

0 L]
$301.689 $315.214
$150.267 $157.814
28,703 29.296
178.971 187.110
53,143 55.269
1,198 1236
1191 1238

0 0

0 0

1.898 1973

[} 0
$236.401 $246.826
$40.000  $40,000

0 0
25.288 28.388
$65.288  $68.388
$301.689 $315.214

$134 295
76 741
3.198
79.939
15,988
3.188
6.395
$319754

$8 552
547
0
$328.853

$165.275
29.983
195.258
57.479
1.275
1.288

0

0
2,053

0
$257,353

$40.000
0

31.500

$71.500

$328.853

2010

$139.956
79.975
332
83.308
16,662
3.332
6,665
$333.230

$8.894
576
o
$342.700

$172.717
30.757
203.474
59.778
1.318
1,345

0
0
2135
0
$268 048

$40.000
o

34.652

$74.652

$342,700

Exhibit 11
Sheet 1

2011

$145.728
83.273
3.470
86,743
17.349
3.470
6.939
$346.972

$9.249
605
0
$356.826

$180.202
31.608
211.810
62 169
1.35%
1.404

0

0
2.220

0
$278.962

$40.000
0

37,864

$77.864

$356.826
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Primary Stock Insurance Company Exhibit 11
Sheet 2

Calculation Notes for Detailed Statutory Balance Sheet

{1a) = 42 0% of (1) Total Investments & Cash {1e) = 5 0% of (1) Total Investments & Cash
(1b) = 24 0% of (1) Total Investments & Cash (1) = 1 0% of (1) Told investments & Cash
(1c) = 1 0% of (1) Tota! Invesiments & Cash (1g) = 2 0% of (1) Total Investments & Cash

(1d) = 25 0% of (1) Tolal Investments & Cash
{1) 2001 value 1s input, subsequent values = pnor year value + nef cash in* + changes in unreahized capital gains**

{2) 2001 value Is iInput, subsequent values = prior year value + direct written prermum for all lines- direct premwm cotlected for ail ines
{3) 2001 value 1s nput. subsequent values = pnior year value + ceded loss & LAE paid- ceded loss & LAE received

{4) value sei to $0 for all years

=M=+ )+

6) =

n=

8=+

{9) 2001 vaiue i1s npul. subsequeni values = pnor year value + net witten premmium for all ines- net earned premuum for all ines

{10) 2001 value 1s Input. subsequent values = pnor year value + (agenis’ commussions + other underwnling expenses + premium faxes) for all ines undenwriting expenses paid®
{11) 2001 value rs input. subsequent values = pnor year value + federal Income tax- federal income tax pad®

{12) values set to $0 for all years

(13) 2001 value s nput, subsequent values = pror year value + (ceded writien premium- premium ceded + rensurance c - rensurance paid) for alt ines
{14) value set to $0 for all years

(15) = (8} +(9) +(10) = (11) + (12a) + (12b) + (13) + (14}

{16) 2001 vatue 1s (nput, subsequent values = prior year value + capital pad In**

{17) 2001 value is tnput, subsequent values = pnor year value + Increase tn Surplus Notes"*- Pnncipal Repayment**
(18) = (19) - (16) - {17)

(19) = (5) - (15)

(20) = (15) + (19)

* Value s from Extubil 13
°* Value s from Extubil 8
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Primary Stock insurance Company
Righ-Based Capital

INVESTED ASSET RISK

Bonds

Common Stocks

Preterred Stocks

Cash

Real Estale

Short-Term Investments

Fixeg-income RBC
Equity-Asset RBC

CREDIT RISK

Reinsurance Ceded {exc! US affliates pools)
All Othes Recevanies

Credit RBC
PREMIUM RISK

Total of By-Line RBC
Premium Concentration Factor

Premum RBC
RESERVE RISK

Total of By-Line RBC
Resesve Concentration F actor

Reserve RBC
GROWTH RISK
Three-Year Average Growth
Net Watien Premuum
Net Loss & LAE Reserves

Growth RBC

INDICATED RBC
(Upper eno of Company Acton Level)

ADJUSTED SURPLUS

Rabo to Authonzed Control Level

Factor

Q3%
15 0%
2.3%
0 3%
100%
0 3%

10 0%
10%

225%
450°%

2002
$140 638
53273
2.3

10 655
211
4262

$487
$8.253

$29.359

$2938

$5.111
01357

$4 125

$23.909
0430

$19 821

4 0%
$87 360
126.175

$0

$23 253

$46.508

400 00%

2003
$154,429
58.496

2 340
11,699
2,340
4.680

$512
$9.062

$32092
0

$3,209

$5,537
0357

$4.469

$26 565
0418

$21,927

40%
$90.854
140,678

$0

$25 664

551 328

400 00%

2004
$165 832
62816
2513
12,563
2,513
5,025

$550
$6.731

334,694

$3.469

$5987
0357

$4 832

$28.728
0412

323 660

a40%
$94.489
152,257
$0

$27 681

$55 362

400 00%

2005
$175.704
86 555
2862
13311
2,582
5324

$583
$10311

$37 188

$3720

$6 465
0357

$5 218

$30 561
0410

525152

40%
$98 289
161963

$0

$29 445

$58.890

400 00%

2006
$184 755
69,999

2 800
14,000
2.800
5600

$613
$10.844

$39653
0

$3 965

$6 572
0357

$5.627

$32.218
0410

$26.515

40%
$102,200
170679
$0

$31075

$62.150

400 00%

2007
$193.572
73323
2.933
14,865
2833
5.866

$642
$11,358

$42,090

$4,209

$7 510
0 357

$6 081

$33.795
0410

$27.813

40%
$106 287
178 970
$0

$32,644

$65.288

400 00%

2008
$202.272
76 618
3065
15,324
3.065
6129

$671
$11.870

$44 523

$4.452

$8,078
0357

$6 520

$35.31
0410

$29,088

a0%
$110 537
187.110
50

$34.194

$68 388

400 00%

2009
$211038
79.939
3198
15,988
3.198
6,395

$700
$12 384

$8.681
01357

$7.006

$36 886
0410

$30.357

40%
$114 960
195,258
$0

$35 750

$71 500

400 00%

2010
$219.931
83 308
31332

18 682
3.332
6.665

$730
$12.906

$49410

$4.941

$9.318
01357

57 521

$38.4244
0410

$31639

40%
$113.558
203.474
$0

$37.326

$74.652

400 00%

Exhibit 12

2041
$229.001
86,743
3.470
17.349
3.470
6,939

$760
$13438

$51.880
0

$5.188

$9 984
0357

$8.068

$40,025
0410

$32,941

40%
$124,343
211810
S0

$38932

$77.864

400 00%



Primary Stock Insurance Company

Actual
2001

Cash Flgw from Qperasions
1) Direct Premium Coileciea $80 862
12) Premium Ceded 4981

13} Net Premum Coliecied 85681
{41 Rensurance Commissions Paid 0
{5} Inerast & Drviaenas 6400
16) Reaizea Copital Gang 1600
™) Cepilal Recar.ec [}
18; Cepian Contributions 0
19) ncrease n Surtlus Noles o
110} Otner Income 0
(11) Total Collected $96 581
112) Gross Losses Pas $38 806
113) Loss Recoveies Recawed 3ada

1141 Nel Losses Paa 35402
1151 Gross LAE P 10 €00
1181 LAE Racoveres Recaved o

(17) Net LAE Pad 10603
118 Non-aaminted Assais Purcnased
119; Tota Undenwring E ensas Peia 17,993
1201 Feders income Tax Pax 2133
1211 Stocunotaer Dvidenos Pesy 0
122) Poucynoder Dracends Paa 0
123) Principar Repaymem o
{24) Inneras) E ponse 0
{25) Total Pald $66 131
1261 Ne1 Casr from Ogerations $30 850
NET CHANGE IN CASH $30 850

2002

$94 800
5180
89 420

$99 830

$40 358
3540
.88
1o’

10 %67

AL PAK]

2900
6070

$75 468

824362

$) 184

2003

397 0ga
6428
80 €56

9366
219

0

[

e

a

3102 341

s47€10
4155
a3ya1§
11436
187
11328
]

18 461
1953
T22
0

D

Dl

$85 390

$16 951

$1044

$100 966
6684
84284

10165
2518

o

[

0

D

$106 967

$53 360
4526
48 84
11849

254
11595
o

20 239
4146
8153

0
0
]
$93 967

313000

3834

496

$105 008
6652

10840
2685

[]

0

[

o

$111 581

$58 086
4838
53 248
12263

k]
114635
[

21050
4330
10625

Qo
]
0
$101 188

$10293

3745

$109 208
7220
101 878
7

1144}
2834

0

]

D

0

$116 255

$61 983
5127
56 858
12107
a0
12307
0
2181
4524
nn”
o

Q

[

$107 265

$8 960

5689

$113 57
7518
106 056
4
12010
2974
0

Y
0
[¢]
$121 040

$65 395
5410
53685
13189

455
12714

$12767
88243

$6E5

$118 118
7820
110288
]

12 565
312

$125975

13145

23678
4908
13407

$118 082

$7 803

E )

$122 841
8132
114 709

13119
3249

0
C

[
813107

871837
% 986
85851
12158

£58
13600
o

24625
5106
14138

o
o
Q
123318

$7 759

$664

2010

$127 758
8458
119 288
[

13680
32388

875082
6281

14 662
607
14085

25609
5328
14824
o

o

o

$128 648

$7 716

$674

Exhibit 13
Sheet 1

201

$132 869
87%
124072

14251
3529



Primary Stock insurance Company
Calculation Notes for Cash Flow from Operations

111 8 Direct Premasm Collected for ail ines

12y = Premrum Cecec for al linos

3= -(2)

i4) = Reinsurance Commigsions Pesa for ail lnes
{7} vanue sat 1o 30 for ali years

18) vahue set 10 30 for ail years

18) vahue st 10 S0 tor all yoars

1101 value se1 to 30 for ali years

111 8¢3) » 14} »(5) = 161 #17)+18) »18) + {101

112) = Gross Losses Pad for il ines

1131 = Loss Recovenes Recaived for &ll nes

4= 121-11y

1151 = Gross ALAE Pag for i ines + ULAE Padxd for all ines

(18] = ALAE Recovenes Recaned for ail lnes

(17491151 =161

1181 e vot 16 $0 for an years

116} Unaerwnting Expensa Pa.a for all nes

{201 » 75% = Fodera: income Tax * prior year Feaeral income Tax Payatte
121) 13 tNe maximum div.gend A1 $aL708 fequred Ewpius DAsed ON 1.3k.0ased cap!tal muipie of 20
122; value set 10 $O for ail years.

12519 114) « 117) = 18] # (19) + (20} = 121) * (221 * 123) ~ 124)

128121111 =125,

497
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GAAP Financalt Qulput

Primary Stock insurance Company Extubn 14

2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011
GAAP Income Statement

{11 NetEamed Premum $82,385 385 680 $69 108 392671 $96,379 $100 234 $104 244 $108.412 $112,748 $117.259 $121 952
12) Net Incurred Losses & LAE 63988 66.547 69 208 71,974 74 B56 77850 80963 84,200 87571 91074 94,719
{3) Net Underwring Expenses 17693 18401 19214 19983 80.282 21615 22480 23,377 24311 25.286 26 296
{4) Unoerwrting Income $704 8732 3686 $714 $7a1 $769 3801 3835 $867 $499 3937
{5) Investment Income $11 000 $10410 $11685 $12683 $13.525 $14,277 314984 $15677 $16,358 $17,068 $17 780
{61 Other income o 0 0 [} 0 o ] [} 0 0 o
{71 Poicynoider Dndends Incurrea 0 1] )] )] 1] )] [+] [+] Q D)) 0
t8) Pre-Tax Operatng Income $11704 311,142 $12,371 $13,397 314 266 $15.046 $15785 §16,512 $17 235 $17 967 s1.n7
191 Feaesal income Tax 2926 o1 3452 3735 9r7 4133 4399 4601 4,802 5006 5215
1101 Net Income 88778 $8.041 $8.919 59661 310 289 510853  $11386  $11.911 512433 $12,961 $13,502

Calculaton Notes*

(1) = sum of net eamed premmum for all ines of busness

{21 = sum of net ncurred losses and LAE for all ines of business
13) = sum of GAAP ungerwntmg expenses for ail ines of busmess
W=t-2)-(3

(6) = set 10 30 for the company

(7) = set to 50 for the company

B)=1d) »15) +(B)-(T)

(101 = (B} -19)
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GAAP Finanaiats Output

Pnimary Stock insurance Company Extuba 15
2001 2002 2003 2004 2005 2008 2007 2008 2009 2010 2011

ummary G. ce Sheet

(1) Invested Assels $185 216 $213 090 $233,984 $251,262 $266 218 3279994 $293,292 3306473 $319.754 $333230 $346.972
(2) Ceced Loss & LAE Reserves 26.134 29030 31725 34,293 36 763 39,190 41,600 44 004 46 412 48,84 51275
(3} Ceded Uneamed Premum Reserves 3000 3.120 3246 3375 3,510 3.650 3,796 3547 4,105 4,269 4,440
{4) Other Assets. 14100 13,770 14 347 14939 15 553 16,186 16841 17.524 18,235 18970 19.734
(S) Total Assets $228 450 $259 010 $283 302 $303 869 $322044 $339.020 $355 529 $371.948 $388 506 $405 303 $422 424
16) Gross Loss & LAE Reserves $123 219 $155 206 $172.403 $186 550 8198726, %209 869 $220570 $23t.114 5241670 $252 308 $263.085
(71 Gross Uneamed Premum Reserves 45,000 46.800 48672 50619 52.644 54,750 56 939 59 216 61,584 64,047 66 609
{8) Other Liabiues 1500 2791 2.383 2.070 1817 1,592 1384 1190 1005 806 586
9) Total Liabibues $179 718 $204,795 $223,458 $239 239 $253.187 $266.211 $278 893 $291.520 $304.259 $317 161 $330 280
(10} Total Capdal & Surplus 48 731 54214 59844 64 630 68.857 72,809 16 63! 80428 84,247 88.142 92 141
{11) Total Liabuties & Surplus $228 450 $259010 $283 302 $303,869 $322.044 $339.020 $355.529 $371,948 $388.506 $405 303 $422.421

Caiculation Notes.

1) Exniba 16, Line {1)

{21 Exnibt 16 Lme (2) + Lme ()

{3) Exhioft 16 Lme (4)

)=y . trom s « Other Assets) from Exhibd 16
15)a¢1)»{2) £ 13) 4 (4

(6) Exnibd 16, Line (10} « Lme (1)

(7Y Exhibdl 16 Line (12)

(B} = [110) & (11) « {12) ¢ (13} + {14)} from Exhibe 16
(9)=(6) * () +{8)

0 =5 -9
(1) =(9) +(10)
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Primary Stock Insurance Company

Detailed GAAP Balance Sheet

(1} Investments & Cash

(2} Ceded Unpaid Losses

(3} Ceded Unpaid LAE

(4) Ceded Unearned Premum Reserves
(5) Premiums Recervable

(6) Defened Acquisiion Costs

(7) Recewvables from Remnsurers

{8) Other Assets

{9) Total Assets

{10) Gross Unpaid Losses
{11 Gross Unpaid LAE
{12) Gross Uneamed Premium Reserve
{13} Premium Deficiency Reserve
(14) Expenses Payabie
(15) Balances Due Rexnsurers
{16) Didends Payatie
(16a) Policyholgers
(16b) Stocknoiders
{17) Fedgeral Income Taxes Payaple
(17a) Current
{170} Deferrea
{18) Surplus Notes
{19) Accrued Interest
120} Otner Liabribes
(21) Total Liabilities

122) Capital

(23) Unrealizea Capital Gans
124) Retaned Earnings

(25) Total Capttal & Surplus

(26) Total Liabilities & Surpius

Actual
2001

$185.216
26,134

0

3.000
7.500
6.600

0

0

$228 450

$105.701
27.518
45,000

0

1.000
500

o o

© oo oo

$179.719

$40 000
0

B.731
348,731

$228 450

2002 2003

2004

2005 2006

$213,090 $233.984 $251262 $266.218 $279.994

28,392 30531

638 1194
3120 3.248
6.500 6,760
6.942 7 220

328 367

o 0

$258.010 $283,302

$127.155 $143829
28050 28.574
46.800 48 672

] 0
1030 1081
1580 1,622

0 0-

] 0

867 996
(766) 11 298)

0 0

o 0

0 0

$204 796 3223458

$40,000  $40 000
3512 7,455
10.702 12 389
$54.214  $59.844

$259.010 8283 302 $303869 $322044

32598
1.695
3,375
7.030
1.508

401
0

34618 36.628

2145 2.562
3510 3.650
7310 7.602
7 809 8,121
434 463
0 0

$303.869 $322044 $339,020

$157 325 $168769 $178099

28.225
S0 619
0
1,093
1687

1,050
(1.760)
0

o

0

28957 30770
52844 54,750

0 0
1126 1,162
1754 1824

0 0

0 0
1.093 1.143
{2 156) {2537)

0 0

0 0

0 0

$239239 $253187 $266,211

$40.000
11,733
12,897
$64 630

$40000 %40 000
16 296 21.112
12,561 11,697

$68,657 $72.809

2007

2008

2009

2010

$293.292 $306,473 $319,754 8333 230

35.641
2.959
3.786
1.907
8 444

490
[
$355 529

$188,008
31,662
56,938
0

1,188
1898

1191
(2.903;

[}

0

0

$278 893

$40 000
26,167
10 469

$78.636

40 666
3338
3.047
8222
8783

519
0
$371948

$198 480
326
58.216

0
1236
1973

1.238
(325N

0

0

[

$291 520

$40.000
31455
8973
380428

42710
3702
4105
8.552
9,138

547
o
$388 506

$207,985
33685
61584
0
1275
2053

1.288

3.611)

0o

0

0
$304.259

$40 000
38977
7270
$84 247

44,780
4054
4,269
8.894
8.500

576
0
$405.303

$217,497
34811
64 047

0

1.316
2135

1,345

(3.9%0)

0

0

0
$317.161

$40,000
42735
5 407
$88.142

$339.020 3355529 $371,948 $388.506 $405.303

Exhibit 16
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2011

$346,972
46,878
4397
4440
9.249

9 880
605
0

$422 421

$227.080
38,005
66 609
0

1,359
2220

1.404
(4 397)
[
0
0
$330 280

$40 000
48733
3.408
$92,141

$422 a1
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Primary Stock Insurance Company

Exhibtt 16

Sheet 2
Calculation Notes for Detalled GAAP Balance Sheet
{1) shown mn detal on Exhibit 11
{4) 2001 value 13 npul. subsequent values = pnor year valug + (GWP - NWP + GEP - NEP) for all lines
{5) 2001 value 15 npul. subsequent values = pnor year value + DWP for ail ines - Direct Premium Collected for afl lines
{8) 2001 value 1s input. subsequent values = pnor year value « [undenwnling expenses (statulory) - ] (GAAP) » (GAAP)} for all ines
{7) 2001 value 15 mpul. subsequent values = pror year value « ceded loss & LAE paid - ceded loss & LAE recetved
{8) value set to $0 for all years
(8= (1) +12)+ (3) + (4) = (5) ~ (B) + (7) + (&)
{12) 2001 value 1s inpul, subsequent values = prior year value + GWP for all ines - GEP for all ines
{14) 2001 value 1s nput, subseguent values = pnor year value ¢ (agents’ + other 9 + taxes) for all ines - Underwnting Expenses Paid*

pad) for all lnes

{15) 2001 value 1s :nput, subsequent values = pnor year value + (ceded written p - p ceded +

{16). (18a), (16b) values se1 lo 30 for all years

(17a) 2001 vaiue 1s inpul subseguent values = pnor year value « Federal Income Tax - Federal Income Tax Paid”
{18) 2001 value s 1nput, subsequent values = pnior year value + Increase In Surplus Notes™ - Pnincipal Repayment™
{19) unpaio pnnaipal and interest associated with {18)

{20) vafue set to 30 for all years

(210 = (10) + (11)+ {12) = (13) + (14) + {15} » (1Ba) * (16D) + (17a) + (17D) = (18) + (19) + (20)

(22) 2001 value 1s nput, subsequent values = prior year value + capital pad n™
(24) = (25) - (220 - (23)
(25) = (9) - {21)

(26) = (21) « (25)

* Value Is from Extubi 33
= Values from Exhubit 8
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Primary Stock Insurance Company

Chanqges in GAAP Net Worth

(1) Net tncome

{2) Stockholder Dividends Incurred
{3) Other Surplus Adjustments

{4) Change in Retamed Earnings

{5) Capital Contnbutions
{8) Change in Unrealized Capilal Gains
{N Change in Net Worth

Calculation Notes:

(1) = GAAP Net Income

{3) value se1 10 $0 for afl years
@ =(H-@ -3

(5) value set 10 $0 for ail years
(M) = (4} > (5) * (&)

Actual
2001

2002

$8.041
6070

$1971

3512
$5 483

2003

38 619
7.232
[}
$1687

0
3643
$5.630

2004

$9 661
9.153
0

$508

0
4278
$4 786

2005

10.289
10.625
0
{$335)

4.583
34,227

Exhipit 17

2008 2007 2008 2009 2010 2041
$10853 $11.386 $11011  $12433  $12.961 $13,502
nnz 12,614 13407 14,138 14824 15,501
0 o 0 0 0 [}
($864)  ($1.228) ($1496) ($1703) ($1.863) ($1.999)
[ 0 ] [} 0 0
4816 5.055 5.288 5522 5,758 5.998
$3952 83827 $3,792 53819 $3 895 $3959



Primary Stock insurance Company Exhibt 18
Sheet 1
Workers Compensation
2002 003 2004 2005 2008 2007 2008 2009 2010 2011
Statutory Underwriting for Line of
(A) Net Earneo Premium $27.540 528642 $29.787 $309879 $32218 $33507 $)4B47 $36241 $I7680 539 189
(B) Netincurred Lass and LAE 21,650 22516 23415 24 354 25328 26,340 27 193 28 490 29 829 30.815
{C) Tolal Underwriing Expenses 5676 5903 6,139 6385 654y 6 906 7182 7470 1768 8,079
(D) Underwriting Income 5214 5223 3233 5240 $250 $261 s272 5281 $293 $305
Modeled Amounts
(1) Direct wniten Premium $31200 $32448 $13748 $35006 $36.500 $37 960 $39478 $41057 542699 $44408
12) Dwect Eamed Premium 30 600 31824 33087 34,421 35768 37 230 38718 40 265 41878 41,554
{3) Ceaed wntten Premium 3120 3.245 32375 3510 3,650 3796 3.948 4108 4,270 4441
(4; Cedea Eamed Premium 3060 3.182 3310 3442 3580 3723 3872 4027 4188 41355
(5) Net Written Premium 28 080 29 203 30371 31588 32850 34184 35530 38,551 38428 39,967
(0) Net Earned Premium 27 540 28 642 20 787 30979 32218 33507 34 847 36.241 37680 39199
(7) Direct Incurred Losses 21420 22277 23,188 24,095 25 059 28061 27103 20 188 20 115 30,488
18) Cedeq Incurred Losses 3060 3182 3310 3.442 3580 323 3.872 4027 4188 4355
(8) Net Incurred Losses 18 360 19095 19 858 20653 21479 22318 2323 24,181 25127 26133
{10) Direct Incurrea ALAE 1714 1782 1853 1.928 2005 2985 2168 2255 2345 2,439
111) Ceded ALAE 245 255 265 275 286 298 o 322 35 348
{12) Net Incurrea ALAE 1469 1527 1.588 1653 1719 1.787 1858 1,833 2010 2091
{13) Gross incurred ULAE 1821 1854 1968 2,048 2130 2215 2304 2398 2492 2591
(14) Net incurred Loss & LAE 21650 22 516 23415 24 354 25328 26 340 27.393 28 490 29.629 30.815
(15) Agents’ Commiasions 3120 3245 3375 3510 J 650 1.788 3848 4108 4270 4 441
116) Other Underwnling Expenses 1620 1885 1,752 1822 1.885 1671 2050 2132 2217 2.3068
117} Premium Taxes 836 873 1012 1053 1095 1,139 1.184 1232 1,281 1332
118) Reinsurance Commiss.ons 9 0 0 0 0 0 a o ] ]
(18) Total Underwriting Expenses 5678 5803 8,139 6 385 8 640 6 908 7.182 7470 7,768 807%
Modeled GAAP Amounts
(20) Gross Reserves $62718 $66.959 $T0B48 $T4575 $78303 $B2088 $85937 $B9 BG4  $9IB7I  $57.878
(21) Cedged Resenes 17172 18.538 16 870 21175 22 488 23811 25156 26 520 27,902 291303
(22} Agents’ Commiss.ons 3080 3182 3310 3442 3580 3723 3872 4027 4183 42355
(23, unaerwnung Expenses 1.620 1685 1752 1822 1885 1671 2050 2132 2217 2306
(24) Premum Tax arl 955 993 1033 1074 1117 1182 1208 1258 1,307
125) Reinsurance Commissions 0 ) ) 0 0 0 0 0 o 4]
{26) Totai Underwriting Expenses 5,553 5822 6055 8287 8,545 6811 7,084 7387 7661 7 968

503




Primary Stock Insurance Company Exhibtt 18
Sheet 2
Workers Compensation

Calculation Notes Statutory Underwriting I ] A and Modeled GAAP A

(Ap=(6) {B)a(14) (C}=(18) (Dj=(A)=(B)=(C)

(1) = 2001 DWP = (annual growtn rale) ™ = "
(2) & {prior year UEPR) + {earned = DWP)
(3) = excess ceaed % ¥ DWP

{4) = excess ceaed % * DEP

51=41) =(3)

1813 {21 -14)

(71 = GEP » expected loss ratio
18) = (4) » ceded toss ratio
(91217) - 18)

{10) = (7} » Gross ALAE 10 1088 %
=8 =17y~ (10)
(12)=110) - (114

{13;=17) * Gross ULAE totoss %
(14)=1(8) + (12) « (1Y)

(15) = DWP = Agents commiss:on %

{18} = Amount of fixad underwnuing « (% ot DEP » DEP) - {% of DWP » DWP)
117) = DWP x Premum lax %

(18) = Reinsurance commissicn % » 13)

[18) = 115) « (18) + 117) « 1B}

(22) = Business eamed n 1% year % « DWP =Agents’ commission % + 2001 GAAP Deferred Commission 0 2002
= Agents’ commission % » DEP (n other years
12315 (161 » |1 - Deterrants %) + {16) = Business earned n 13l year % » Defarrabie % « 2001 GAAP Defarred U Expense «n 2002
=18, » [1-Deterrabie %) + Deferrable % » [{16) » Business earned in 15t year % + (1-Business earned n 151 year S » pnor 41 (16)] in other years
{24) = Business eamec in 1" yoas % » DWP «Premium Tax % « 2001 GAAP Deferrea Premium Tax m 2002
2 Premwum Tax % = DEP » otner years
{25) = (4} » Reinsurance Commussion %
(26) =(22) = (231 + (24) = (251



Primary Stock Insurance Company Exhibt 18

Sheet 3

Workers Compensation
2002 2003 2004 2008 2008 2007 2008 2009 2010 2011

Underwriting Cash Flow For Lines of Business
(A) Total Coltected $28510 529130 $30286 $31508 $32768 $34079 $I5442 $38.859 $38.333  $35 868
{B) Net Loss and LAE Payments 18 114 196817 2091 21,845 22824 23892 24,901 25939 27 010 28131
{C) Unaerwriung Expense Paud 2868 2.893 8128 §.374 §.828 £894 L1169 14357 L754 2.08%
(D) Cash Flow from Undorwriting $4,730 $3 620 $1 257 $3.189 $3218 $2,293 $3,372 $3463 $3569 836872
Modeled Amounts
(1) Gross Prem:um Collectsa $31100 $32344 833638 $34984 538383 $37838 $39.352 540025 $42562 544 288
(2) Premwm Cedea 2.580 1214 3342 3476 3615 3759 3.910 4 066 4229 41398
(3} Net Premum Collectes 28 510 20130 30 296 31508 32768 34079 35.442 36 858 38333 30.868
(4) Reinsurance Commissions Q0 0 L] [ 0 0 [} 0 [ o
(5) Totaf Collected 28510 29.130 30,298 31508 327€8 34079 35 442 36 858 38333 39,868
18) Gross Losses Paia 15 890 17834 19277 20.405 21421 22411 23.430 24 477 25 554 28677
{7) Loss Recoveries Raceaived 1.688 1962 2143 2,284 2413 2540 2870 2806 20847 3,095
(8) Net Loss Paid 14,304 15642 17134 18121 18 008 19871 20780 21671 22 607 23582
(9} Gross ALAE Paia 1279 1.427 1542 1832 1714 1783 1874 1858 2044 2134
(10) ALAE Recoveries Recerved 18 61 87 114 130 144 155 167 180 184
(11} Net ALAE Paid 1261 1.366 1455 1518 1.584 1648 1719 1791 1,864 1940
(12) ULAE Paid 2 548 2409 2322 2308 2332 2372 2422 2477 2.539 2808
{13) Net Loss & LAE Payments 18,114 18617 20911 21845 22924 23 892 24 9501 25,939 27,010 2811
(14) Agents’ Commussions 3110 3235 3364 3499 3838 3784 3935 4093 4258 4 427
{15) Other Underwnung Expanses 1620 1685 1752 1822 1,895 167 2050 2,132 22217 2308
{16) Premium Taxes Paid 938 873 1.012 1053 1085 1139 1.184 1232 1281 1332
{17) Underwriting Expense Pald 5866 5,893 8128 6374 8,628 6,854 7,169 7,457 7,754 8,085

Calculation Notes.
(A)=(5)  (B)m(13) (C)=(17r (D)=1(A)~(B)=~(C)

(1) = DWP » (1 = Montnly Premium Collection Lag / 12} « 2001 Direct Premium Uncoliected in 2002

s DWP = (1 - Montnly Premium Coliecton Lag ' 12) + pnor year DWP » Monthiy Premium Collecuon Lag / 12 0 omner years
{2) = Cedea WP = (1 - Manthly Ceding Premium Lag ! 12) + 2001 Ceded Unearned Premium .n 2002

= Ceded WP = (1 = Monthly Cading Prem:um Lag ¢ 12) » pnor year Caoed WP » Prem.um Collection Lag / 12 in otner years
(31 (1) - (2}
{4) s Reingurance commiasion % » {2)
(5)=(3)+{0)

®)=2(8)~(7)
(11) = (8) - (10)
(13)=(8)» (11} + (12)

(14) = Agents’ commussion from cash flow » (1 - Monthly Premium Collecuon Lag / 12 + 2001 Unpa:d Agents Commission in 2002
o Agents' commission® = {1 = Monthly Premium Collecuon Lag « 12) - Prior year Agents commission® « Monthly Premium Coltecton Lag / 12 n other yea:
{15} & Fued underwnung$ + (% of DEP » DEP) + |% of DWP » DWP)
{16) = DWP » Premium tax %
(17) = (14) + (15) + (16}

505



Exhibrt 18
F cla g Sheet 4

Workers Compensation

Modeling Assumptions for Current and Future Business

Amounts as ot 12/31/01 Assumptlions for Future Business
Gross Uneamea Premium $15 000 Gross Wnitten Premium in 2002 $31200
Net Uneamea Premium $13.500 Annual Growin Rate of Business 400%
Ceged Unearned Prefruum 1500
Gross Premium Uncollected $2500 Percent of Business Earned in 1st Year 50 00%
unpaig Agent s Commission 250 Premum Collection Lag (in months) 1
Ceded Premium Not Yel Remitred 250
Ceged Pai0 Losses Not Yet Coll 0 Expected Loss Ralo 70 00%
Ceaed Paid ALAE Not Yet Cail 0 Gross ALAE as a % of Loss 8 00%
Rensurance Comm Not Yet Coll 0 Gross ULAE as a % of Loss 8 50%
GAAP Delerred Commission 1500
GAAP Deferread UW Expense 0 Agenis' Commission as % of DWP 10 00%
GAAP Deferred Premium Tax 405 Premwm Tax as % ot DWP 300%
GAAP Deterred Reins Commissicn 1] Other Underwriing Expenses
Fixed $0
Vanable (% ot DEP) 3 00%
Vanabte {% of DWP) 2 25%
%o Deferrable 000%
Remnsurance {per occ Excess)
Percent ot premium ceded 10 00%
Lag in Ceding Premium (in months) 3
Ceded Loss Rano 100 00%
Cedaed Loss Collection Lag (in monins} 1

Loss and LAE reserves are carmed al nominal tundiscounted: valug for bolh SAP and GAAP

*Reserve strengthening* adjustments are nof needed uiumale 10ss and LAE amounts do nol oeterorate of
improve over ume



Financlal Modeling Assumptions

Workers Compensation

Loss Payment and Discounting

Payment Patiems for Loss ana LAE

Accident
Year +

Gross

21 00%
30 00%
14 00%
10 00%
4 00%
3 00%
2 00%
2 00%
175%
150%
1.50%
125%
1 00%
1 00%
0.75%
075%
050%
0 50%
0 50%
025%
0 25%
02%%
025%
025%
025%
0 25%
025%
0 25%
025%
025%
025%

100 00%

Ceded

B 00%
18 00%
900%
975%
425%
325%
225%
2 50%
250%
2 50%
275%
2.50%
225%
2.50%
2.00%
2.25%
175%
200%
225%
125%
150%
150%
150%
150%
150%
1.50%
150%
150%
150%
150%
150%

100 00%

IRS

- 25 00%

33 00%
16 00%
12 00%
4 00%
2 00%
150%
075%

075% -

075%
0 75%
075%
075%
0 50%
0 50%
100%

100 00°s

Exhubnt 18
Sheet 5

Interest Rate for Discounted Tax Reserves

Accident
Year

1982
1983
1984
1685
1986
1987
1988
1989
1690
1891
1692
1983
1994
1995
1896
1697
1998
1988
2000
2001
2002
2003
2004
2005
2008
2007
2008
2008
2010
2011

Rate

? 20%
7 20%
7 20%
7 20%
7 20%
720%
TI7%
B 16%
837%
7 00%
7 00%
7 00%
70G%
7.00%
7 00%
7 00%
7 00%
7 00%
700%
7 00%
7 00%
7 00%
7.00%
7 00%
7.00%
7 00%
7 00%
700%
7 00%
7 00%



Workers Compensation

Accident
Year

1682
1083
1984
1085
1886
1987
1988
1688
1990
1991
1992
1983
1984
1885
1998
1997
1998
1899
2000
2001

Accdent
Year

1982
1983
1984
1985
1986
1087
1988
1889
1880
1881
1892
1993
1994
1995
1998
1987
1988
1989
2000
2001

Total

Exhbit 18

/! Sheet 6
Prior Years' information
L Esumates of Ulimate Loss ana LAE @ 12/31:01 J 1 Pad Loss and LAE @ 12:31/01 |
Gross Ceded Net Gross Ceded Net Gross Ceded Net Gross Ceded Net
Loss  Lloss  Loss ALAE ALAE ALAE ULAE Loss Lloss  Loss ALAE  ALAE ALAE ULAE
8971 1282 7689 718 ] 718 763 8746 1,089 7857 700 0 700 740
9330 1333 7.997 748 0 746 793 8073 1113 7080 728 ] 728 761
9703 1386 8317 778 0 776 825 8412 1140 B272 753 [} 753 783
10091 1,442 8649 807 0 807 858 9.738 1,153 8584 778 [ 778 806
10484 1489 8865 840 [} 840 892 10075 1.169 BSOS 806 ] a08 830
10914 1,550  9.355 873 0 873 928 10423 1189 0234 834 ] 834 853
11351 1622 9728 908 [+] 908 85 10,755 1,200 9555 880 0 880 868
11.805 1888 10118 944 [¢] 644 1003 11097 1.214 9882 888 0 888 873
12,277 1754 10523 982 0 982 1.044 11418 1,219 10189 913 ] 913 868
12768 1824 10944 1021 0 102% 1.085 11,747 1227 10520 940 0 840 857
13278 1897 11382 1082 0 1082 1.129 12051 1228 10822 984 0 564 835
13,810 1973 11837 1105 0 1105 1,474 12,325 1225 11,102 088 0 988 a0
14362 2052 1231 1149 0 1149 1.221 12.603 1221 11,382 1008 0 1,008 768
14937 2134 12803 1.195 0 1185 1,270 12848 1216 11,629 1028 0 1028 736
15534 2219 13,315 1,243 0 1243 1,320 13049 1209 11839 1.044 0 1.04a 712
18156 2308 13,848 1.292 o 1202 1,373 13248 1208 12.042 1.060 0 1.080 687
16802 2400 14,402 1344 0 1344 1.428 13274 1178 12,087 1.082 0 1062 857
17474 2486 14978 1.398 0 1398 1 485 13108 1117 11888 1.048 0 1048 624
18173 2598 15,577 1.454 0 1454 1 545 11813 909 10904 845 [ 845 587
18.900 2700 18,200 1,512 0 1512 1607 3.969 218 3753 318 [} 3e 548
Loss and LAE Reserves @ 12/31/01 |
Net
Gross Ceded Net Gross Ceded Net Eameq
Loss Loss Loss ALAE  ALAE ALAE ULAE Premum
224 182 2 18 [ 18 23 12815
257 220 a7 21 0 21 32 13.328
291 246 45 23 [ 23 41 13,881
353 288 85 28 [} 28 51 14,416
420 330 20 34 [ 2] 62 14,982
491 370 121 39 0 39 74 15582
596 422 174 48 0 48 96 16 218
708 a72 238 57 0 57 130 16.864
858 535 324 3] 0 89 177 17,538
o 597 424 82 0 82 228 18 240
1228 68 560 88 0 8 283 18,970
1485 750 735 19 ] 119 384 18729
1759 831 028 141 0 141 452 20518
2091 818 1174 167 0 187 533 21338
2488 1010 1476 199 0 199 607 22182
2808 1102 1.808 233 ] 233 687 23080
3528 1224 2304 282 0 282 m 24 003
4369 1379 2,989 49 0 349 881 24 963
6381 1688 4,873 509 4] $0% 958 25962
14,631 2484 12447 1184 0 1194 1,080 27 000
46 367 15728 30.840 3709 0 3709 7503
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Primary Stock insurance Company Exhiit 19
Sheet 1
Auto Liabllity
2002 2003 2004 2008 2008 2007 2008 2009 2010 2011
Statutory Underwriting Income for Line of Business
(A) Net Earned Premium 830600 $31,824 $33087 $34.421 $35708 837230 $38719 $40268 $41.879 $43 554
(B8) Netincured Loss and LAE 22718 23,828 24571 25553 28,578 27 639 28 745 29 896 1o 32 335
(C) Total Underwniting Expenses L.907 L281 L5718 Leay 8,197 8524 £866 8.220 8589 2972
(D) Underwrrting income $875 $911 $848 $987 $1025 $1067 $1108 $1,152 $1.199 $1247
Modeled Amounts
(1} Direct Wnen Premium $31200 832448 $33748 $35096 $36,500 $37.860 $35.478 3431057 342700 $44408
(2) Direct Earned Premium 30600 31824 33097 4,421 35,798 37 230 |79 40 268 41,879 43 554
(3) Cedeo Wnilten Premium [} 0 0 0 0 0 0 ] 0 0
(4} Ceded Eamea Premium o 0 0 0 0 0 1] o 0 )
(5) Net Wntten Premium 31 200 32 448 33.748 35088 36,500 37 960 39478 41057 42.700 44 408
(8) Net Eamed Premium 30600 31824 33.097 Ma21 5798 37 230 38718 40,268 41879 43 554
(7) Direct incurred Lossas 16.584 20 367 21182 22,026 22011 23827 24780 25772 26 803 27,875
(8) Cedea Incurred Losses 0 1] 0 0 o 0 0 0 0 0
(9) Net Incurred Losses 18 584 202367 21,182 22029 2291 23.827 24 780 25772 26 803 27.875
(10) Direct incurred ALAE 1665 173 1800 1872 1647 2025 2106 2191 2278 2 3€9
111) Cedea ALAE 0 0 0 [} [} 0 [} 0 0 ]
(12) Net Incurred ALAE 1665 .73 1800 1872 1,947 2025 2106 2191 2278 2369
(13) Gross Incurred ULAE 14689 1528 1.589 1.852 1718 1787 1,859 1,633 2010 2.091
(14) Net incurred Loss & LAE 22718 22626 24,571 25 553 26,576 27839 28745 29 896 3,001 32335
(15} Agents’ Commissions 4680 4,867 5082 5.264 5475 5694 § 822 8.159 6 405 6.861
(18) Other Unaerwnung Expenses 1703 1771 1,841 1915 1682 2071 2.154 2.240 2330 2423
(17} Premium Taxes 624 649 675 702 730 759 790 821 854 ee8
(18) Reinsurance Commissions ] 1] [ [ 1] 1] 0 L] 0 ]
{19) Total Underwriting Expenses 7,007 7287 7,578 7881 8,197 B 524 8,868 9220 9589 9672
Modeled GAAP Amounts
(20) Gross Reserves $26 347 $33.470 $38521 $42,146 $44.951 $47 388 $40,672 $51.504 $54 083  $56 246
{21) Ceded Reserves o 0 ] 0 0 [+] ] ] ] o
(22) Agents Commissions 4590 4774 4 985 5163 5370 5585 5808 8 040 6282 6.533
(23) Underwnting Expenses 1703 177 1841 1.915 1.892 2071 2154 2240 2.330 2,423
(24) Premium Tax 612 836 862 688 718 745 774 BOS als 871
125, Reinsurance Commissions [ [] [ 0 0 ] 0 0 [ 0
(26) Tota! Underwriting Expenses 8905 7,181 7,468 7,768 8078 8,401 8,738 9,085 9 450 9,827

509




Primary Stock Insurance Company

Auto Liability

and Modeled GAAP A

Calculation Notes Statutory Underwriting I Modeled A

(A)=(6)  {B1={14) (C)=118) (D}=(A)-(B)-(C)

14, = 2001 DWP = 1annual growtn rate > - "
[2) = (prior year UEPR) + (earned% = DWP)

{3} = excess ceaed % » DWP

14} = excess ceded % = DEP

15)=01) = (3

1681 =,2) - {4,

17) < GEP * expocted ioss ralo
(8} = (4, » ceded loss ratic
9}=(7) - 18)

{10) = (7) = Gross ALAE 1o loss %
YN8+ (7] »(10)
112)=(10,-(11)

{13)=(7) » Gross ULAE to loss %
(1418 (91 =112, + (13)

(15) = DWP = Agents’ commission %

116 = Fixad unaerwriung$ » (% of DEP = DEP) + (% of DWP = DWP)
{17) a DWP « Premium tax %

{18) = Reinsurance commission % = (3)

V191 = {15) ¢ (18) « (17) = (18)

{22) = Business earned n 1% ysar % = DWP »Agents’ commission % + 2001 GAAP Deterrea Commission in 2002

= Agents’ commission % = DEP in other years

{23) = (16} v |1 - Deferravle %] + 116) = Business earned in 18t year % = Delerrable % + 2001 GAAP Deterrea U'W Expense 1 2002

Exhibit 19
Sheet 2

=16) = [1~D: %] + D % * |{16) * B eamed n 151 year % + (1-Business earned in 1st year %) = pnor yr (16}] in other years

{241 = Business earnad in 1% year % = DVWP »Premium Tax % + 2001 GAAP Deferred Premium Tax

& Premium Tax % » DEP n other years
{25, 3 i4) » Rensurance Commission %
(26) =(22) + (23) = (24) = (25)
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Primary Stock Insurance Company ' Exhbn 19

Sheet 3

Auto Liabliity
2002 2003 2004 2008 2008 2007 2008 2009 2010 2011

Underwriting Cash Flow For Lines of Business
(A} Tot Coliected $32400 $32336 $33602 3835040 $36442 $37.899 $39415 3400991 $42632 544337
(B) Net Loss ana LAE Payments 12526 18 503 19 519 21,928 23770 25 205 26 460 27 664 28 913 30172
(C) underwnung Expense Paia 1062 1279 1.570 1873 8188 8515 8857 9210 §578 8961
(D} Cash Flow from Underwriting $12812 $8614 $6603 $5239 $4.484 54,179 $4 008 $4,117 $4 140 $4.204
Modeled Amounts
(1) Gross Prem.wum Collectad $32.400 332,398 $33692 335040 $36.442 3$37.899 $39.415 $40.591 3542632 344337
(2) Premwum Cedea o 0 ] ] ] 0 ] 0 ] 0
{3) Net Pramwum Coliected 32.400 32,398 33 692 35040 36 442 37.899 39415 40 991 42,832 44,337
{4) Rennsurance Commissions [ 0 ] [} o 0 0 4 ) o
(5) Total Collected 32 400 32 396 33,892 35040 36.442 37 8889 39.415 40.691 42632 44 337
(8) Gross Losses Pad 10 006 13.674 16.472 18 684 20.352 21629 22730 23777 24,861 25.951
(7) Loss Recoveres Receved [} 0 0 0 [} 0 0 0 ] o
181 Net Loss Paid 10 008 13674 16 472 18 684 20352 21829 22730 2,77 24 861 25851
(8) Gross ALAE Pad 851 1,162 1400 1588 1.730 1838 1932 2021 2113 2208
110) ALAE Recovenes Received [} .0 0 o ] ] 0 ] ] [
{11) Not ALAE Pad 851 1162 1400 1588 1730 1.838 1832 201 2113 2208
112) ULAE Pad 1,689 1667 1647 1856 1688 1.738 1768 1866 1,838 2.015
(13) Net Loss & LAE Payments 12528 18 503 19519 21928 23770 25205 26 460 27 664 28,813 30172
(14) Agents’ Commussions 4735 4,858 5054 5256 5468 5685 5913 6 149 8.395 6850
(15) Other Undarwnting Expenses. 1703, 1mM 1841 1815 1992 2071 2154 2,240 2330 2423
(18} Premium Taxes Paid 824 849 875 702 730 759 790 821 854 888
(17) Underwriting Expense Pald 7,062 7,279 7570 7873 8,188 8515 8857 9,210 9579 5 881

Calculation Notes"
(A)=15) (By=113)  (C=017 (D)=(A) - (B) - (C)

(1) = DWP = {1 - Monthiy Premuum Conection Lag 7 12} + 2001 Drect Premium Uncoliectaa 1n 2002

= DWP = {1 - Monthiy Premium Coltection Lag / 12) « prior year DWP = Monthly Premium Collecuon Lag 7 12 n other years
{2) = Cedea WP » (1 - Monthly Ceding Prem.um Lag / 12} = 2001 Ceced Uneamed Premwum (n 2002

= Cedsa WP x (1 - Monthly Ceding Premium Lag / 12) = pnior year Ceded WP = Premium Collecuon Lag / 12 in orher years
r=41)-12)
{41 = Re:nsurance commiss:on % = {2)
{5)=3) +(4)

81=46) - (7)
{11)=(9) - (10)
13 =@={11)+(12)

(14} = Agents’ commission from cash flow x (1 - Montnly Pramium Collect.on Lag / 12) » 2001 Unpaig Agents Commission in 2002
= Agents’ commisson® » {1 - Montnly Prem.um Collection Lag ¢ 12) « Prior year Agents commissicn® » Monthly Premium Collecton Lag ! 12 :n other yaa:
(15) = Fixeg undensniing$ * (% of DEP » DEP) » (% of DWP » DWP)
(18) = DWP » Premium tax %
{17) & (14) « (15) = (16)



Financlal Modeling Assumptions

Auto Lisbility

Modeling Assumptions for Current and Future Business

Amounts as of 12131101

Gross Uneamed Premium

Net Uneamea Premium

Ceded Uneamed Premium

Gross Premium Uncoliected
Unpaid Agents Commussion
Ceded Premum Not Yet Remittea
Ceaed Pad Losses Not Yet Coll
Cecea Paid ALAE Not Yet Cail
Reinsurance Comm Not Yet Cail.
GAAP Deterred Commission
GAAP Deferrea UMW Expense
GAAP Deterred Premium Tax
GAAP Deferred Reins Commussion

$15 000
$15.000

0
$2 500
250

Assumptions for Future Business

Gross Written Premium in 2002
Annual Growth Rate of Business

Percent of Business Earned in 15t Year
Premium Collection Lag (:n months)

Expecteo Loss Ratio
Gross ALAE as a % of Loss
Gross ULAE as a % of Loss

Agenig' Commitsston as % of DWP
Premium Tax as % of DWP
Other Unaerwnung Expenses
Fixed
Vanaole (% of DEP)
Vanab'e (% of DWP;

Reinsurance {per occ Excess)
Percent of premium cedea
Lag in Ceaing Premium (in menths)
Ceded Loss Ratio

Ceded Loss Collection Lag {in months)

Loss and LAE reserves are carried 8t nGminal (unaiscounted) value for both SAP ana GAAP

*Reserve stengtnening’ aojusiments are not needea ulimais loss and LAE amounts do not astenorate of

imprave over ume
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$31.200
4 00%

50 00%
05

64 00%
8 50%
7 50%

15 00%
200%

$0
225%
325%
000%

1]
#DV:01
1



Exhibit 18
Financlal Modeling Assumptions Sheet §

Aurto Liabllity

Loss Payment and Discounting

Payment Patterns for Loss ano LAE interest Rate for Discounted Tax Reserves
Accaent Acctdent
Year + Gross Ceded IRS Year Rate
0 26 00% 22 00% 30 00% 1982 7 20%
1 26.00% 2300% 20 00% 1883 T 20%
2 18 00% 18 00% 18 00% 1984 720%
3 13 00% 18 00% 10 00% 19835 7 20%
a 8 00% 10 00% 6 00% 1986 7 20%
5 400% 4.00% 300% 1087 7 20%
6 200% 300% 100% 1988 777%
7 1 00% 2 00% 100% 1989 818%
8 1.00% 100% 0 50% 1880 B37%
9 100% 100% 050% 1991 7 00%
10 0 00% 000% 0 00% 1992 7 00%
1 0 00% 0 00% 0 00% 1883 700%
12 000% 000% 000% 1994 7 00%
13 000% 000% 000% 1985 7 00%
14 000% 0.00% 000% 1998 7 00%
15 000% 0.00% 000% 1907 700%
18 000% 0 00% 1998 7 00%
17 000% 0 00% 1898 7.00%
18 000% 000% 2000 7 00%
19 000% 000% 2001 7 00%
20 000% 0 00% 2002 7.00%
21 0.00% 000% 2003 7.00%
22 000% 000% 2004 7 00%
23 000% 000% 2005 7 00%
24 000% 000% 2008 7 00%
25 000% 0 00% 2007 7 00%
26 0.00% 0 00% 2008 700%
27 000% 0.00% 2008 700%
28 000% 0 00% 2010 7 00%
28 0 00% 0 00% 2011 7 00%
30 000% 0 00%
Total 100 00% 100 00% 100 00%
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Exhibt 19

Financial Modoling Assumptions Sheet 6
Auto Liability
Prior Years® Information
1 Esumates of Ulimate Loss and LAE @& 12:31101 ] { Pag Loss and LAE @ 12/31:0} |

Accident Gross  Ceded Net  Gross Cedea Net Gross  Cedea Net  Gross Ceded Nel
Year Loss  Loss Loss ALAE ALAE  ALAE ULAE Loss Loss  Loss ALAE  ALAE  ALAE ULAE
1982 4557 0 4557 387 0 387 342 4,557 0 4557 387 0 387 342
1683 4739 0 4739 403 ] 403 355 4,739 0 4738 403 o 403 355
1984 4828 0 49828 419 1] 419 370 4928 0 4028 a1g [} 419 370
1685 5128 0 5126 436 0 438 384 5126 ¢ 5128 438 0 438 384
1988 5331 0 53 453 0 453 400 53N o 533 453 o] 453 400
1987 5,544 0 5544 am 0 471 418 5544 0 5544 an 0 471 418
1986 5,766 0 5768 4%0 0 450 432 5768 0 5768 480 0 480 432
1988 5.996 0 5898 510 0 510 450 5.908 0 5996 510 0 510 450
1990 6236 0 86238 530 0 530 468 6,238 0 8238 530 ] 530 468
1991 6 485 0 8485 551 0 551 486 6.485 0 65485 551 0 551 488
1992 8745 0 68745 573 ] 573 508 6,745 0 6745 573 [+] 573 508
1803 7015 0 015 598 1] £96 526 7015 0 7015 598 ] 586 500
1994 7.285 0 7205 620 0 620 547 7222 0 7222 814 [ 814 492
1695 7.587 0 7.587 645 0 s 569 7435 0 7435 832 [ 832 484
1996 7.881 0 789 671 0 8N 592 7854 0 7.654 651 4 851 473
1997 8.206 0 8208 698 ] 888 615 7766 0 7796 683 4 863 482
1968 8.5M 0 86534 725 0 725 640 7766 0 7788 680 ] 660 418
1999 886 0 8878 754 0 754 686 7.387 0 7367 626 1] 628 368
2000 821 0 82n 785 0 785 692 8.482 0 6482 549 [ 548 2r7
2001 6600 0 9800 818 ] 818 720 2498 0 2498 212 0 212 72

L Loss and LAE Reserves @ 12/31:01 ]
Ne1
Accent Gross  Ceaed Net Gross Ceded Net Eamea

Year Loss  Loss  Loss ALAE ALAE  ALAE ULAE Premum
1982 0 0 0 0 0 0 o 7120
1983 0 0 0 o 0 1] [¢] 7 404
1984 0 4] 0 ] 0 [ 0 7701
1685 ] [ 0 0 0 o 1] 8009
1586 0 0 0 0 0 0 0 8329
1987 ] 0 0 0 [ 0 ] 8662
1988 0 0 0 0 ] 1] 1] 6.008
1989 0 0 1] [ ] ] 0 9.368
1860 0 [ ] 0 [} [ 0 9,744
1891 0 [ 1] 0 0 0 0 10133
1892 0 0 0 [¢] [ 0 0 10.538
1693 0 0 o 0 0 0 28 10.060
1894 73 0 73 [} 0 ] 55 11,399
1695 152 1] 152 13 [} 13 85 11855
1996 237 ] 237 20 [ 20 118 12329
1697 410 [1] 410 35 ] 35 154 12822
1908 758 0 768 85 0 85 224 13335
1699 1.509 0 1.509 128 0 128 300 13.868
2000 2.7€9 0 2788 235 0 235 415 14423
2001 7,104 0 7.104 804 0 604 648 15 000

Total 13022 0 13022 1107 0 1107 2.026

514



Primary Stock Insurance Company Exhib 20
Sheet 1
General Liability
2002 2003 2004 2005 2008 2007 2008 2009 2010 2011
Statutory Underwriting income for Line of Business
{A) Net Earned Premium $27.540 $28642 $28787 $30079 $32218 $3I507 534 f46 $38.240 - $7 690 $39 189
\B) Netincurred Loss ana LAE 22178 23 066 23,988 24 949 25 946 26 984 28 082 29185 30 354 31,569
(C) Tow Unaerwnung Expenses 6,080 6302 6 554 6817 2090 7.373 1668 1974 8283 8625
(D} Underwriting Income 1$699) ($726) (9755 (S787) (88181 ($850) (3884} (8819} {8957) 13995}/
Modeled Amounts
1y Direct Wntten Premium $31.200 $3244B $33.748 3535096 $I6500 837959 $39477 341057 $42 699 $44 408
(2) Direct Earned Premium 30600 31824 33.097 M4 35798 37 230 38718 40 267 41878 43.554
(3) Cedea Wniten Premium 3120 3245 3375 3510 3650 3786 3.948 4.108 4270 4,441
(4) Cedea Eamed Premium 3060 3182 31310 3442 2580 3723 aar2 4027 4,188 4355
(5) Net Wnrien Premium 28,080 29203 30371 31588 32850 34,183 35529 36 951 38 429 39 967
(8) Net Eamed Premium 27.540 28 642 20787 30679 32218 33,507 34 848 38 240 37.690 39 199
(7) Direct incurrea Lossas 20808 21,640 22 508 23.408 24 343 25318 26 328 27 382 28,477 29617
\8) Cedea Incurrea Losses 3.060 3182 3310 3442 3580 3723 3872 4027 4188 4355
(9) Netincurred Losses 17.748 18 458 19 196 19 864 20763 21,593 22 456 23355 24 289 25262
(10; Direct Incurred ALAE KR Vil 3248 3378 35m 3851 79?7 3 649 4107 4272 4 443
111) Ceaad ALAE 459 a7 497 518 537 £58 581 604 828 653
112} Net Incurred ALAE 2662 2789 2879 2995 1114 3239 3268 3503 3644 3790
(13) Gross incurrad ULAE 1,769 1839 1913 1.890 2.069 2152 2238 2327 241 2517
(14) Net incurred Loss & LAE 22179 23 066 23988 24 949 25846 28 984 28.062 24185 30 354 31.569
(15) Agents Commussions 3.800 4056 4218 4,387 4563 4745 4.935 5,132 5337 5,551
116) Other Underwniung Expenses 1536 1507 1661 1728 1.797 1869 1843 2021 2,102 2186
(17) Premwum Tares 624 649 875 702 730 759 790 821 BS54 888
(18) Reinsurance Commissions 0 0 0 0 0 0 [ 0 0 0
(19) Total Underwriting Expenses 6 060 8302 6,554 6817 7,080 7,373 7,668 7874 8,283 8625
Modeled GAAP Amounts
120} Gross Reserves $66.142 871933 $77.179 382003 $B6613 $81085 885505 $99.602 $104 3468  $10B8 BB2
(21} Cedod Reserves 11858 13,1868 14,423 15 589 16 704 17 789 18 848 19 892 20 932 21,872
(22) Agents Commiss.ons 1825 3978 4137 4303 4475 4654 4840 5033 5235 5 444
(23} Underwnung Expenses 153 1597 1.681 1728 1707 1889 1,843 2021 2.102 2188
(24) Premium Tax 582 838 862 688 7186 745 774 805 838 an
125) Reinsurance Commissions [1] o 1] ] L] 0 0 0 0
(26) Total Underwriting Expenses 5,943 6211 6 460 6718 6988 7268 7557 7858 8,175 8501
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Primary Stock insurance Company

General Liability

Calculation Notes Statutory Underwriting |,

and Mod:

GAAP A

Wizi8 (By=114)  (C)=(19)  (D)=(A) - 1B) - (C)

{1) = 2001 DWP = {annual growth rate) "™ ~ 4%
(219 (prior year UEPR) - {earnea% =~ DWP)
3} = excess ceaed % » DWP

(4) = excass ceced % ~ DEP

15)={1 =

18)=1(2) = (4)

(7)= GEP » expsctec l0ss ral.o
(8) = {4) # ceded 108 rauo
19) = (7) - 8)

110) = (7) » Gross ALAE 0 1038 %
=L@ -7y} (10
f12r=n0)-(11)

113) & (7) » Gross ULAE 101088 %
(14)a(9) « (121 + (13}

115} = DWP = Agents commission %

116) = Fixed underwnong$ + (% of GEP » DEP) + (% of DWP » DWP;
(17) 2 DWP « Premium tax %

{1B) = Retnsurance comrmission % = {3)

119} 2 (15) = {18) = (17) « {18}

(22) = Business earned in 1" year % * DWP sAgents commission % ¢ 2001 GAAP Deterred Commission n 2002

= Agents commiss.on % x» DEP n other years

123)=(16) « (1 = Defarrabie %) + {16) » Business earned in 181 ygar % » Deferrable % + 2001 GAAP Deterred UW Expanse 1n 2002

Exhibn 20
Sheet 2

={18) = [1-O %) = D % = [(16) = B eamea in 151 year % « (1-Business earned in 15t yaar %) » pnor yt {18)] i other years
124) = Business eamed in 1% year % » DWP ~Premium Tax % * 2001 GAAP Deferreg Premwum Tax .n 2002

= Premum Tax % » DEP n oter years
25; = {4) » Reinsurance Commssion %
(261 =22} + (23} ~ (24) 4 (25)



Primary Stock Insurance Company Exhibi 20
Sheet 3
General Liability
2002 2003 2004 2008 2006 2007 2008 2009 2010 2011

Underwriting Cash Fiow For Lines of Business
(A) Totl Collectas $28,510 $29130 $30296 $31508 $3I2768 $34078 34 $36 859 $38 333 $39 868
(B) Net Loss and LAE Payments 17.145 18624 18 9889 21310 22469 23,602 24728 25.848 26 954 28 109
(C) Unaerwnung Expense Paid 5985 8,289 £34) 6,803 7075 1.338 785 1958 8278 8607
(D) Cash Flow from Underwriting $5 380 $4.217 $3756 $3395 $322¢ $3.118 $3 061 $3 053 $3.093 $3152
Modeled Amounts
{1) Gross Premium Collected $31100 $32344 $33638 $J46G84 $36383 $37837 838351 $40 925 $42 562 $44 266
(2} Premium Ceded 2,590 3214 3342 3478 3615 3759 3.810 4068 4228 4393
(3) Net Pramium Coliectod 28 510 28130 30,208 31.508 32768 34078 35 441 36 859 38 323 39,868
{4) Reinsurance Commissions ] o o o o 0 0 0 0 o
(8) Total Collected 28 510 29130 30.296 31,508 32768 34.078 35 441 38 859 38333 36 868
(6) Gross Losses Pad 14 362 18.102 17611 18 997 20.210 21355 22.479 23.583 24 668 25.769
(7) Loas Recovenes Recenvea 1854 2203 21383 2554 2714 2870 3.025 3180 3334 3481
(8) Net Loss Pard 12,508 13899 15228 16 443 17 498 18 485 19 454 20 403 21334 22278
(8) Gross ALAE Pag 2,154 2415 2642 2850 3.0 3203 3372 3537 3700 3 865
(10) ALAE Recovenes Recoived 42 108 187 220 270 n 352 3¢ 427 461
(11) Net ALAE Paia 2112 2,309 2475 2630 2761 2892 2020 3146 3273 3.404
(12) ULAE Pad 2525 2416 2298 2.237 2212 2.225 2254 2209 2,357 2,427
(13) Net Loss & LAE Paymenta 17 145 18 624 19,899 21.310 22 469 23 602 24728 25848 26 984 28109
(14) Agents Commissions 31825 4043 4205 4373 4 548 4730 4919 5.118 5320 5533
{15) Other Underwr.ung Expenses 1538 1,597 1661 1728 1787 1869 1.543 2021 2102 2.188
(16) Premium Taxes Paia 624 649 675 702 730 759 790 821 854 888

17) Underwriting Expense Paid 5,985 6 289 6541 66803 7075 7358 7652 7658 8276 8,607

Calculation Notes:

(AYe(5) (B)a{13) (C)=(17) (D)= 1A)-(B)-(C)

(1) =2 DWP = {1 - Montnly Premium Ccllecton Lag / 12) + 2001 Direct Premium Uncollected i 2002

= DWP = {1 - Montnly Premium Collection Lag / 12) + pnor year DWP = Montnly Premium Collecton Lag / 12 n otner years
(2) = Ceded WP » {1 - Monthly Ceaing Fremium Lag / 12) = 2001 Ceded Uneamad Premium i 2002
= Cedeg WP » (1 - Monthly Ceding Premium Lag / 12) + pnor year Cedea WP = Premium Collection Lag 1 12 in other yaars

RreMm-@2

(4) © Remnsurance commission % « (2)
(5)=(3) + (4)

(8)y=(8)~ (M)

{11) =(9) ~110)

(13) = (8) = (11} = (12)

(14) = Agents’ commssion from cash flow (2 - Monthly Premium Collection Lag 7 12) « 2001 Unpaid Agents Commission 1 2002
@ Agents’ commission® = (1 - Montnly Premium Coitection Lag ¢ 12) * Pnor year Agents’ commussion® » Monthly Premium Collection Lag / 12 i other years
{15) @ Fixeq underwnung$ + (% of DEP = DEP1 = {% of DWP = DWP)

{16) = DWP » Premium tax %
(1712 (14) » (15) + {18)
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Financlal Modeling Assumptions

General Liability

Modeling Assumptions for Current and Future Business

Amounts as of 12/31:01

Gross Unearned Premium

Ner Uneamed Premwum

Ceaea Uneameg Premium

Gross Premium Uncoilected
Unpad Agents Commission
Ceded Premium Not Yet Remilted
Cedea Pad Losses Not Yet Coll,
Ceded Paia ALAE Not Yet Coti
Rensurance Comm Not Yet Coll
GAAP Deferred Commission
GAAP Deferred U'W Expense
GAAP Deterred Premium Tax
GAAP Deferred Reins Commission

$15 000
$£13 500
1,500
$2.500
250

250

y_®
Ooowooo

Assumpuons for Future Business

Grass Written Premium in 2002
Annual Growh Rate of Business

Percent of Business Eamea n 18] Year
Premium Colleclon Lag (in montns)

Expected Loss Rato
Gross ALAE a3 a % of Loss
Gross ULAE as a % of Loss

Agenls Commission as % of DWP
Premium Tax as % of DWP
Otner Underwnting Expenses
Fuea
Varapie (% of DEP)
Vanable (°s ot DWP)

Reinsurance fper occ Excess)
Percent of premium cegea
Lag in Cedtng Premium (in months)
Ceded Loss Ralio
Ceaed Loss Collection Lag ('n months)

Loss and LAE reserves are cared at nomina! {unoiscounled: vatue for both SAP ana GAAP

‘Reserve strengthening™ adjustments are not needed. ulimate loss and LAE amounts do not detenorate of

Improve gver ime
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Exhibit 20
Sneet 4

$31 200
4 00%

50 00%
1

68 00%
1500%
8 50%

12 50%
200%

g0
400%
1.00%

10.00%
3

100 00%
1



General Liability

Loss Payment and Discounting

Payment Patterns for Loss and LAE

Accdent
Year +

DONDN AN =0

Gross

15 00%
19.00%
17 00%
12.00%
10 00%
6 00%
500%
4 00%
3 00%
200%
175%
150%
125%
100%
075%
0 50%
025%
000%
0 00%
0 00%
0 00%
000%
0 00%
0 00%
0 00%
0 00%
000%
000%
000%
000%
000%

100 00%

Cedeo

10 00%
14 00%
12 00%
10 00%
9 00%
825%
6 25%
525%
4 50%
3 50%
350%
3 50%
350%
300%
2 50%
2 00%
125%
000%
000%
000%
000%
000%
000%
0.00%
0.00%
000%
000%
000%
000%
000%
0 00%

100 00%

IRS

17 00%
2100%
18 00%
11 .00%
8 00%
570%
400%
3 50%
250%
200%
175%
150%
100%
050%
050%
000%

89 95%

Exhipit 20
Sheet 5

Interest Rate lor Discounted Tax Reserves

Acciaent
Year

1982
1683
1884
1985
1968
1987
1688
1689
1880
1881
1892
1993
1694
19085
1898
1997
1898
1989
2000
2001
2002
2003
2004
2005
2008
2007
2008
2009
2010
2011

Rate

720%
7 20%
720%
720%
7 20%
7 20%
777%
816%
837%
7 00%
700%
700
7 00%
7 00%
700%
7 00%
7 00%
700%
700%
7 00%
7 00%
7.00%
7.00%
700%
700°
7 00%
700%
7 00%
7 00%
7 00%



Genoral Liabillty

Accigent
Year

1682
1683
1884
1985
1986
1987
1988
1989
1960
1881
1692
1993
1694
1895
1998
1997
1998
1689
2000
2001

Accatent
Year

1982
1983
1984
1885
1886
1987
1888
1989
1900
1991
1992
19083
1884
1885
1988
1867
1998
1999
2000
2001

Exhibit 20

Financlal Modeling Assumptions Sneet 6
Prior Years’ Intormation
Esumates of Uibmate Loss and LAE & 12/31/01 ] 1 Paid L0ss and LAE @ 12:31:01 ]
Gross Cedea Net  Gross Ceded Net Gross  Cedea Net  Gross Cedeo Net
Loss Loss Loss ALAE  ALAE  ALAE ULAE Loss Loss  Loss ALAE ALAE  ALAE ULAE
8714 1282 7433 1307 0 12307 741 8.714 1282 7433 1,307 o 1307 733
8,083 1333 7730 1.35¢ 0 1359 770 9083 1333 77)0 1,359 0 135 785
©426 1386 8039 1414 0 1414 801 9428 1386 8039 1414 0 1414 77
8.803 1442 8281 1470 0 1470 833 9803 1442 8361 1470 0 1470 800
10,195 1488 8685 1528 0 1520 867 10195 1459 8665 1529 0 1526 823
10802 1559 9043 1580 0 1590 601 10.576 1540 0036 1588 0 1588 847
11027 1622 8405 1654 0 1854 837 10,944 1568 6375 1642 0 1842 862
11468 1686 6.781 1720 0 1720 73 11,288  1.585 9708 1694 0 1684 887
11,928 1754 10,172 1789 0 1789 1014 11628 1.600 10028 1.744 0 1744 912
12403 1824 10579 1.881 o 1861 1054 11,928 16801 10338 1791 0 1791 628
12899 18067 11003 1,935 0 18635 1068 12222 1588 10624 1,833 0 1833 643
13415 1673 11443 2012 0 2012 1140 12476 1593 10883 1,871 0 18N 958
13852 2052 11.800 2093 0 2093 1188 126968 1585 11111 1904 0 1904 949
14510 2134 12376 2177 0 21717 1233 12769 1562 11217 1815 0 1815 925
15091 2219 128N 2264 0 2264 1283 12678 1498 11178 1801 g 1801 888
15694 2308 13388 2354 0 22354 1.334 12388 1414 10665 1880 0 18€0 800
18322 2400 13922 2448 0 2448 1,387 1915 1320 10,595 1787 0 1787 684
16975 2498 14479 2548 0 2548 1,443 10694 1148 9548 1804 0 1604 577
17654 2598 15058 2848 0 2648 1501 6.003 ¥35 806% 1351 0 135 450
18360 2700 15.680 2754 0 2754 1.561 2.754 270 2484 413 0 413 312
Loss ang LAE Reserves & 12'31:01 ]
Net
Gross Cedea Net  Gross Ceaed Net Eamed
Loss Loss Loss ALAE ALAE  ALAE ULAE Premium
[ ] Q 0 [+] 0 7 12815
0 ] 0 0 0 0 15 13,328
4] 0 ] 0 0 0 24 13,861
] 0 0 [] 0 0 33 14,418
1] 0 [ [ 0 0 43 14 392
27 19 7 4 0 a 54 15582
83 53 30 12 0 12 7 16 216
172 97 75 26 [o] 28 86 16 864
208 153 145 a5 4] 45 101 17 53¢
485 223 242 70 2] 70 127 18 240
er 208 37 102 [ 102 154 18 670
838 380 559 141 0 141 182 19728
1256 487 789 188 0 188 237 20518
1741 581 1,160 281 0 261 308 21,338
2414 721 1863 362 0 382 385 22,192
3296 894 2401 484 [ 464 534 23 080
4407 1080 3327 661 Q 681 894 24 003
6281 1348 4933 642 0 842 866 24 983
8850 16882 8989 1298 0 1288 1050 259682
15808 2430 1317 2341 0 2341 1248 27 600
48312 10408 358904 6,847 0 8947 6228

Tota!
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Primary Stock Insurance Company

Exutal 21
Sheet 1
of 31, 2001 Surplus to RBC Ratlo of 2 5
Estabiishing Starting Surplus
111 Bosved Swhnon Suras @ 120101 43000
121 Sewectea Starung Burcam ke Futse bcome uen
Promeions daned on 12:3101 REC Wvert
43 meome 123101 a6y
Monitoring and Selecting Surpiuy Anof 1271 of
2001 a2 2003 mo4 2008 2008 2007 000 10 oM
101 Botected Surcan $32671 § SAS80 5 04630 3 G97CA & ated § TAZL S 2200 4 88100 & S00I9 B 93903 3 S8 OI5
15) dcaied Rist Bases Capant 21006 23424 23832 27883 26 31 00 320 3a 440 38 007 3T 46
Conpany Aczon Leve
18) Surpia 10 FBC Rava 2500%  2500%  200%  7300% 7300  2500W  2300%  Z500M  2N00%  2300%  I1500%
(71 Supma Growen 3889 ARE 17038 PR 24 %80 2329 13420 37t aln 45254
181 Mt Veriitee Prorrum 10 Surpha Rasa o9 1y T 18 [EH] [} 5] 2 128 V2 Il
16)_Loss sng LAE Resery oy 1o Burpan Ravg 204 213 218 218 218 219 218 2l 21 FiT 116
Extmated Future income During
002 003 004 2008 2008 007 008 009 010 F-10)
4103 fote: Compeny Netincome 1078 12761 1388 2810 9852 1872 1yaer 1823 190DF 19 lyl
Hurdie Rate Qv
2004 2002 2003 2004 2008 1008 007 2008 2008 2010 wn
111] Buieczad Murcle Raw "o 150% 180 150% 15 0% 150 150% 150 150% 150%
{121 Branees vense Fagior foe 1273101 1000 0870 ors onse osn2 97 (139 Gate oar 028 02e7
1899000 you! prd pcoma yeogvgny
Expected Annual Perpetual Growth Rate of 20%
4 Income After 2011
Appikcavon of DCF Method @ Durng Totm a
2001 002 003 2004 008 2001 2008 no 2010 o 2= Yean
(13] Tota Commany Nt Wncome 6Ty ot 127 e 1882 16872 1Te8T 1828 19000 om
(130w 1 Pv ot Total Compary Mt income g™ sok (17 s 780 7200 €508 581 5404 a2 67261 3084 1036e3
114} Roarw satmert Coal 12 Geow Compary B89 600 5076 aa28 4108 I0e0 3000 300 3984 ey
1140w} PV o Ream Cant b Grow Coampany LR 860 1 287 2041 [ " a8 1200 [RFi L) 24 208 e 27936
1151 Frae Cash Fiow 176711 3189 aao L1 10 34t 11 Ta8 172Mm 11467 1y 18 Gad 15 149
L180v) PV o Frye Conn Frgw ey as0p ] 201 $037 2040 2801 2300 4.60) 2L 38 ag 2 17
Appiicetion of EVA Msthod a2 Durng Tow! Total A
001 007 2003 2004 2008 2008 007 008 000 2010 wn TN 12w = Yaars
116} Sumutory Sumas @ 123101 s2em
117} Tocat Congeny et incoma 8T wior 12781 13933 Qe 1852 66T 1YeS7 W26 G006 19 TEY
117541 Py of Tota: Company Net Income nery 983 (T2 Vire o T8 e 5061 s a8z 67261 13e 103848
) Coat of Capta 101 e R8s 10 458 11,122 i 12230 12918 13503 1a 097
iov} PV cr Cost ot Capat LI T 83 s 8926 sars 8 ¥4 3830 3488 L2600 27938 80607
Coat o Burang Capual 1001 18m 1901 1901 Tom 7900 T80 Tom 7861
1190+ 1 PV ot Cont of Buarang Cepnmt sar0 suta 398 s 1620 Ja1e im0 250 224 nox s8N
120) Cot of Orowan Cagmar 1750 2888 EE-1l Iy 5014 8002
1200w) P of Cont of Growth Cagrtas LY 1 181 1601 1859 ooy 1639 1892 1532 2087 1agl 2o
121) Bxcess Rewrs m vear Teny 3n don «264 o2 ane an 8137 5321 3308 5604
2101 Py ot Excass Ruwms o Yam LT R ) 3007 2803 2508 2382 PR 1o 3 1188 Taor ez 104w 250N
frel] Yove 17706
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Exupir 21
Primary Stock Insurance Company Sneat 2

Calculation Notes for Valuation Estil as of D« ber 31, 2001

131 from Primary Stock Insurance Company’s 12:31:01 bookea balance sheet
2; selecled starting surpius for future :ncome projechons based on the selectaa 250 0% surplus to ind:icated RBC ratio
3)=11)-12)

(4 selecteq surplus based on ma‘ selected 250 0% surplus o ind.catea RBC ratio

(5) caiculated RBC at the Company Actuon Level - based on Exhipit 12 tar 2002 and subsequaent
i6) setecuon of 250 0% surpius to RBC ratio for aetermining required surplus al each year ena
{7) cumulauve increase in {4) from starung surplus (4) - (2}

18) NPW for ali ines - 14}

(8) nel 1085 ana LAE reserves tor ail lines =~ |4)

110) from Exnbil 8, ine (11)

11113 selectea nurale rate of 15 0% used for determining Cosi of Capital In EVA method and the present walue of future eamings and vaiue aaded
412} = 1 000 at 12/31.01 tor future years = (1 0 + 15 0%) raised to {2001 - year) exponent

{13)=(10)

113py; ={13) = {12} for eacn year Total 010’1113 the tolai of tne esumaies by year Total "12 to= 2 (1), * {1+ Growtn Rate) - (Hurole Rate - Growth Rate) » {12)xn,
Al Years = Total ‘01 10°11 » Total 12to=

(14} annual change in (4)

114pv) = (14} » 112) for each year Tolal 011to 11 s the otal of the esumates by year Total 12 to = o (4§}, ¥ Growth Rate - {Hurdle Rate - Growth Rate) » (1213911,
All Yoars = Total ‘0110 11 « Total 12 to=

(15)=(13)-(14)

(15pv) = (13pv} = (14pvI

116)={2)

117Yy= (10}
(17pv} & {17) = (12) for each year Total 01101118 tne total of the esumates by year Tolal 12t0= = {17);,

= {1+ Growtn Rate) « {Hurdle Rate - Growin Rate) * (12),¢14

All Years = Total 0110°11 + Total 12to=

(18) = (19) + 120)

(18pv) & (19pv) + (20pv)

(19)8(2) = (11)

{18pv) = (19) » (12) for eacn year Total 0110 "11 13 the total of the esumates by ysar, Total 12 = = (16} = {12104,
All Years = Total 01t0"t1 + Total 12 lo=

1201 & (7pns. wee " 111)

(20pv+) = 1201 = {12) for each year, Tota ‘01 to 11,8 the total of 1he estmatas by year Tolal "12 to « o [ {4}, * Hurdle Rats = (Hurdle Rale - Growth Rate) - {161 ] » {12)010
All Years = Total ‘0110 11 + Total 1210

121) = (17) - 18)

{21pvi = {17pv} - [18pv}

122) ={18) * (21p¥)as vews

w
~
N



Primary Stoch insurance Company

£l 21
Snesr 3
as of 31, 2001 Using Base Loss Ratios +2%
EstabEshing Starting Surpius
11 Bocted Statutory Buros @ 1271101 41 000
121 Sesecten Starong Buman ko Funse income a2
Pramceons [ased on 12731701 RBC Wl
13) ncoma 123101 2808
Moniroring and Selecting Surpius Aot 123108
1001 002 003 004 008 2008 2007 2008 000 010 201
141 Semcien Supan B 2131 S 4TINS § 22612 4 SAGT6 § GITER 5 64242 4 B7475 3 70880 § Tates 3 V7al0 3 WOOTY
181 incbcatea Rrex Basea Capnal 21080 2389 26308 0376 N2 N M4 VEM BNs e
Compan Acson Lever
i) Surpam 1 RBC Ragc 00W  2000m  2000%  2000W  2000%  2000% Z00C%  2000%  2000m  2000%  2000%
(N Butam Growm 5287 10 481 14 848 18627 2 24 4a7 FLR?1d 32017 1330 38720
181 N wrmmen Pramum o Bups Raso veg 1ea 1 108 162 189 187 188 185 13 1%
(91 Lous 00a LAZ Roserusy 1 Qurpa Ratp HT 319 21 Fall 21 27 Al n 21 R F3i]
Esumated Future Income Ourmp
2002 2003 20m 2008 2000 2001 200 200 o
110; Tomi € It mcorn [] 8 B o .
Hurdie Rate @3
1001 007 2001 004 2008 nos 2007 2008 009 e o
111 Sevectea vasde Ran 1WOW  i50% 1RO 180  I50% 150w 150% tom  130%  150m
1121 Presant vare Factor b 123101 1000 cero 078 L) o5 o497 0412 0178 0327 LPL) 0247
{ev3uming yeat eng ecome recogvpan,
Expected Annual Perpstual Growth Rate of 20%
[ Income After 2011
Appix ation of DCF Method Qunn Total Towm A
001 002 003 004 008 008 2010 211 0t 11 120 Yeans
1131 Tom Compamy bt rcome 2080 2008 100R2 V1A% 2842 /I ey 1EMe 17129
11301 PV of Totar Comparny Net Incoms 2880 1833 B 0BY 7801 132 317 4T a 208 668 T8 31473 100 254
114) R entrment Coat 1o Giow Company st s 226 a3 312 3ase 1338 18 3t-] 3401
114pe) PV of Rewn  Cost 1o Grow Compeny amn 3050 2889 2182 112 1442 1079 bas L] 20 821 331 e
1151 Fres Cash Flow 2388 1 7800 9080 10 r€y 11008 11 849 12948 na 1185
L1yt Py cfres Covh Frza 2800 3202 s133 I3 2100 3034 any sa% 4104 3700 3429 43990 0398 78357
Appication of EVA Method Q120w During Totat Total Al
001 202 2003 2004 2008 008 2007 008 000 010 o VI 1l = Yean
116} Sraturory Sumas @ 1231701 am
1171 Teta Conpany Net Income 2080 9008 1G€62 11886 12842 13640 14a0s 13131 15843 16848
11751 Py of Yotar Compary Nel Inceme 2009 Te0 s0ss 701 1342 (1) 1111 ] “ 700 ane 6881 334"} 1002%
Cost et Cagrs (] 7108 1802 058 (11 117 wem iz uen
11851 Pv of Cowt of Castar sass s318 4008 s 1478 310z 22 29062 N0 esome
91 Cost of Starong Caprtar €320 8370 8320 a0 60 8320 810 6w
110601 PV of Cont of Stwtng Capnat 24 a7 s 181 i 2008 1108 13e2 amn? a2
120) Cost f Quowin Capstal 789 ' ar2 b cid 2704 300 4803 330
12051 PV ot Cast of Growmn Capnat w8 103 1m 1380 vats 138 1310 s e 230
121) Excens Rynrng in vem 288 2688 158 3972 298 an a6 .o s21e sen 5039
121pv1 £V 01 Excesn Rensm 1 v ) 238 210 2612 2438 2248 2081 1any 1108 1503 1 39e 209 0407 Mze
122, oy 20347
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Ewquta 21
Primary Stock Insurance Companv Sneeta

Calculation Notes for Valuation E as of D ber 31, 2001

(1) from Primary Stock Insurance Companys 12'31/01 booreo baiance eheet
(2} selecea starting surplus for future income projecLons based on the aeleciea 200 0% aurplus 1o indicated RBC rano
= -2

(4) setectaa surplus tased on the setectad 200 0% surplus to indicated RBC rauo

(5) caiculated RBC at the Company Action Level - basea on Exqubrt 12 for 2002 ana subsequent
{6, seteclion of 200 0% surpius to RBC rauo lor determining required surplus at each year end
(7} cumulauve increase in (4) from starting surplus (4) - (&)

18) NPW lor ail lines = (4)

(9) net lass and LAE reserves for ail ines = (4)

110} from Exhibit 8 line (11)

111} 1s selectec hurdle rate of 15 0% wsed for determining Cost of Capital in EVA method and the present value of tuture eamings ard value added
(12} = 1 000 at 12731/01; for furure years = (1 0 « 15 0%, raised to {2001 - year; expanent

113 =(10)

{13pv) = (13) * (12) for each year Total ‘011to 11:s the total of the estimatas by year Total 1210= = {13}, * {1+ Growth Raig) + (Hurdie Rate - Growth Rate) » {12}
Al Years = Total ‘011011 ~ Total "12 o=

{14} annual change in (4}

{14pv) = {14) = (12) for each year: Total 01101118 the lolal of the estimates by year, Total 12 10 = = {4) ¢., * Growtn Rate - (Hurdle Rate - Growth Rate) » {121
All Years = Total ‘0110 11 + Total 1210

{15)a (13 - (14)

{15pv} = (13pv) - | 14pv)

(16) ={2)

(17)=10)

{17pv} = (17} * (121 for each year Towar 01101115 the total of the esumates by year Total 12 0= 2 {17}y, » (1+ Growth Rate) - {Hurdle Rate - Growth Rate) = | 12)50,,
All Years = Total 0110°11 + Total 1210=

(18) = (18) = {20)

(18pv = (19pv) + (20pv)

a9 =y =111)

(18pv) = (19, = (12) for eacn year, Total G110°111s the total of the esumates by year Total ‘12 low 2 {16) * {12),91
All Years = Total 0110°11 « Total ‘12 10=

120) = {7 coon ow * (11}

120pv) = (20) » {12} for each year Tatal ‘0110 11 is the 10tal of the esumales by year Total 12 © = = [ (4}, « Hurdle Rate - (Hurale Rate - Growm Rate) - {161 ] « {12)2001
All Years = Totai '01to 11 + Total "12 0=

(21)= (17} - 118)
(21pv) = (17pv) - (18pw)

122) = 116) + (210v)ag vaarn



Primary Stock insurance Company

Eshipt 21
Shaet 5
as of D 31, 2001 Using Base Loss Ratlos -2%
EstatBshing Startng Surplus
1] Booked Eatuory SuTan @ 123101 45 000
i2) Selectaa Starung Suas tor Fuess mcome m
Prcpeaons (based on 1231701 RBC wveh
13) income Recogruzea @ 120101 2800
Monrorng and Sslecung Surpius Asof 122100
2001 2002 2003 0 w008 008 200! 008 2008 010 wn
14} Seacrea Sutas $ 42131 3 43650 3 50083 3 13010 5 57075 % 60104 3 630ea § 63935 5 638ac 5 TIED § Tages
1) ndcatea Rasx Basea Capant 21060 22843 3048 26003 TV} 002 M2 3297 Ma?  BMD Nan
Corgeny AcsonLeves
167 Suphm o RBC Rets J00 0% 200 D% 200 0% 200 0% 200 0% 200 0% 200 0% 200 0w 2000% 200 0% 200 0%
1) Sumim Orowe 3 7062 NET a7 17073 20913 23827 2676) 299 32818
18) Myt Wren Prervum o Suphs Rete ‘o 100 e 172 o 169 108 167 188 168
1) Lows sng LAE Reser;gs 1o Suphs Rage 288 an 2 218 276 274 278 218 Fi] 21 2n
Estimeted Future income Durng
002 001 2008 2008 2008 2007 2000 2009 2010 2
110) Yot € spam Nejincoms DD 13A13  sed13 134T0 18288 0087 17629 18800 19384 20%ap
Hurdie Rate @3
1001 2002 2003 004 2008 2008 2007 2008 1000 010 10
111} Satectea urde Raw 180% 350w 130%  150% 190w 1S0W  130%  1S0W  150%  150%
112} Presara Vet Facts lor 1203101 1000 1] ar asse osn2 0407 o2 0 03z (31" oza7
18yeuryng yepr ang came racoggan
Expected Annual Perpetual Growth Rate of 20m
[ & income After 2011
Apptxavon of DCF Method Tour Towl Al
202 2001 2004 2008 08 nn Vi  Tiwe  Yan
113y T Covpmry Nt income 11870 nas AR 11 ) 13470 17087
1200 ) PV of Teaal Company Nat Incams 01N 10 [T [JH 1319 8703 aar? 4080 was ok
114) Revestmam Cont to Grom Comvamy 3389 440y I 3268 2840 2010 200 Y008
1145%) PV of Reim Cout 1 Grow Carpany 3008 2 2080 1068 1m 095 90 8 warn 2850 2002
1151 Fron Cann Fiow 2080 020 0012 10788 12202 13282 1421 g 136% 17082
L1371, ot Fiee Coar, Flow 2809 I3 081 L1990 8917 2594 0107 4807 2017 ¥--] 8149 30220 99921
Appiic ation of EVA Method Qunsn Ourtng Tom Towm Y]
2001 102 2000 2004 2008 2008 2007 2000 000 2010 2o Vi1 2w = Ve
118) Cunsory Suphs @ 12731101 a2
(17) Tow Corpem het income 2889 1R 3OS S8 18a0 18288 17067 WK 193 20148
(17001 PV of Toras Compam Met ncoma 2800 10310 10vas 9500 (1) (1] 178 aon 2502 980 80460 390K8 11088
118) Coat of Captar €120 8% 1914 ao0n o016 PEM 10134
18] PV 1 Coat of Caprsd sa08 s a0 [N 1008 324 200 WM 2137 62188
116} Cout ¢! Starung Capaa 8320 €30 a0 6320 a0 60 60
11851 PV o1 Cout of Staring Capet Sa94 are as sen 212 2088 1198 EURITIRT TITY
120) Cout of Grawth Capam [N 1ioe 1182 2202 2898 3 a8 aan
12061 PV of Cost of Growth Capital e 3 1002 1o 106 11 11e8 d08) 10081 2002
121) Excons Rewms o Yom 2089 s 62 2000 7309 T sosr e (1] 20620
(2160 PV of Excees Porms in vew 208 I aser a8 a0 3841 3@ 31ar 2143 256 208 06 17700 57350
(22) Tgnalmcaren yane 28821




Exubai 21
Primary Stock insurance Company Sheet 8

Calculation Notes for Valuath as of D ber 31, 2001

(1) from Pnmary Stock Insurance Company's 12/31:01 booked balance shest
(2} selected startng surplus for future income projecuons based on the seiected 200 0% surplus 1o indicated RBC ratio
(=1 -(2)

(4} setectec surplus based on tna seiectaa 200 0% surplus to indicates RBC rato

(5) calculated RBC al the Company Action Level - based on Exnipit 12 for 2002 ana subsgquent
(6) seiecuon of 200 0% surplus 1o RBC rauo for aeterm:ning required surplus at each year and
(71 cumulative increase n (4) from starting surplus. (4) - (2)

18) NPW for ail lines = (4)

8 net loss and LAE resenves for all linas ~ (4)

{10 from Extubit 8 hne (11}

(11)is selected hurdie rata of 15 0% used for aetermining Cost of énp-w in EVA method and tna present value of future eamings and value acded
{12} =1 000 a1 12/31/01 for future years = (1 0 = 15 0%) raised to (2001 - year) exponent

113)=(10)

{13pv) = (13) = (12) for each year Total 0110 113 the total of the asumatas by year Total 12 to = = {13);;,, * {1+ Growth Rate) = |Huraie Rate ~ Growth Rate; = (122
All Years = Yotal '01t0°11 + Total 12 to=

{14) annua! change in {4)

{14pv) = (14) = (12} for each year. Total ‘011011 .8 the total of the estmates by year Tolal '12 10 % = (4}9,, * Growth Rate « (Hurdle Rate - Growth Rale) » (12)x,,
All Years = Tatal 0110°11 » Ttal 12to%

(15)= (131 - (14)
{15pv) = (13pv} = (14pv}

(16) = ()

(17 =10

(17pv) = (17) % {12) tor each year, Total 01to 1118 the total of the esumales by year, Tolal 12 0= = (175, * | 1+ Growin Rate) = (Hurdle Rate - Growin Rate) » (12);5:,
All Years = Total 01to"11 « Towl 12to=

(18) = (19} = (20)

(18pvi = {18pv) = (20pV)

{19) s {2y w111}

{19pv) = {18) » {12) for each year Total 01 to"11 s the total of the estmates by year Tolal "12 w0 = = (16) * (12}201y
All Years = Total ‘011t0°11 + Total 12 10=

(201 = (T)pr vm * (11}

(20pvi = (20) = 112} for each year Total 0110 1118 the fotal of the estmates by year Total "12 10 = = | (4}, » Murio Rata » (Hurdie Rate - Growin Rate) - {181] = (12}3gn
All Years o Total ‘0110 11« Total 1210=

@1=017-018)
(21pv) = (17pv) - (18pv)

{22) (181 * (21pV) 4y  gan
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Primary Stock insurance Company

Eqidt 21
Snear 7
asof 31, 2001 Using Base Investment Yields +100bp
Extadblishing Starting Surplus
1) Boos et Srannoey Surcan @ 1231101 45000
12) Sewctad Starting Surtaum fir Funse income am
Przmcsons fbesed on 1211701 RBC wveh
Y Inome nzym 2855
Monitormng and Selecting Surplus As of 1271 of
001 2002 2003 1m0 2008 2008 2007 000 2000 2010 m
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91 Losy wnd AR Ryserves 12 Guepin o 2% i FE7] 2r 25 228 i 2 21 2n
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Hurlle Rete QA
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1111 Semcted farce Rate oW, 180% 1BO0M 130w 1BGM  150%  150%  130%  1B0%
1121 Praners vake Facls fos 123101 o om0 orse o8n2 0apr 0a32 038 0321 [FTY (378
2ng rcume 1ecogvban)
rpected Annual Perpetusl Growth Rate of 10m
4& Income After 2011
Applic gion of DCF Mathod Q1231 Dunng* Totar Tow! A
2001 002 2008 008 2007 2008 201 20m VMM 2w Yean
1131 Totat Company Net income 28600 1280 w0 170 el 26320 ez
13001 Py of Tota: Ccmpay Nt 1xcome 288 wuy wsn 2004 804z 66ue 8072 saz2 8 a2 129307
114 Reim extranr Co31 10 Gromr Compmny a3 a2 “om 3 ERTY 1z 32 1212
1140v1 BV ot Rewm Cot lo Grom Comoary 3808 3648 2682 2018 1Y 1007 [ 0 2000 21908
1151 Frae Cash Flow 2089 20681 9 a8? 11481 1321 18 389 g 8032 18 844
L1 .} 19819
Appix ation of EVA Methad G 1an Dunng Toul Total A
2000 2002 2003 2000 1000 000 2007 2000 o0 om0 01 T 2w = Yen
Statutory Surpas @ 123101 a2
1171 Toul Company Net ncome 2860 1Ze0 4289 I1SE15 16%0  1TTG 18601 1948 20326 21184
117p% 1 PV ol Towl Corpary Net incoms 2889 w7 10 803 10267 57 2804 LI H (11 0644 022 seen e 129387
1181 Cout ar Capat &30 ser? 1700 8308 [3}3] e8¢ 1028 10728
1180w) P of C.oa1 of Cagmat s a8 L3 506 ars aon 1682 31t 3009 41857 22210 sa08?
{151 Coat of Starvng Captar 6320 830 6320 8120 630 &30 810 6120
119 Py of Cost of Starang Capnsd 8498 arm CRLLY el 21 2378 2088 1188 nmny 10418 QN
120} Cont o1 Grownn Capaal [TH 1380 vos: 3003 1418 3936 ]
1200%] S\ of Cost of Gione Caplat 57 %01 Vi ' 200 1308 v208 125 0 e
1711 Escans Ransre in vens 2289 6120 ISTH To18 sa3s (3L eare 10083 04s8  ces?
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Ewupt 21
Primary Stock Insurance Company Sneet 8

Calculation Notes for Valuation Esti, as of D ber 31, 2001

{1) trom Pnmary Stock insurance Company's 12/31/01 booked balance sheet
(2) setected starung surpius tor fuwre :ncome projectons based on me selacied 200 (% surpius to ind.cated RBC ratio
= -2

(4) setecied surplus based on the selectaa 200 0% surplus to ind.cated RBC ratuo

{5) caiculataa RBC at the Company Action Leve! - based on Exh.oil 12 for 2002 and subsequent
(6) selection of 200 0% surplus to RSC rauo for getermining requireo surpius at each year end
{7) cumulalive increase in {(4) from starting surplus {4) - (2)

(81 NPW for all ines + ()

(9) net 1038 ana LAE reserves for all inas » (4)

{10 from Exqupit 8 Line (1)

(11) is selectza hurdie rate of 15 0% used for determining Cost of Capilal in EVA method and the present vaiue of future samings ang value adaed
(12} = 1 000 at 12/31/01 for future years = (1 0 + 15 0%) raisea 1o (2001 - year) exponant

(131=(10)

{13pv) = {131 = {12) for eacn year Total 0110 11.a the tota: of the esumates by year, Tolal 12 to= 8 (13)p; = 11+ Growtn Rate) = (Hurdle Rate ~ Growtn Rate) » (12);,1,
All Years = Totat 0110 11+ Total 12to~

(14) annual change in (4)

(14pv) = {14) » {12) for each year Total ‘01 to 11 s the total of the astmales by year Tota! 12 I = = (4)};,,, * Growth Rate + (Hurale Rate - Growth Rate) = (12)2p11
All Years = Total ‘011011 = Total "12to=

(15) = (13) - (14}

(15pv) B 13pv) ~ (14pv)

{18)= ()

(17) = (10)

{17pv) = (17) » {12) lor each year Totai‘Ctto 118 e total of the asumates by year Total 12 to= = (17)yg,, * (14 Growth Rate) ~ {Hurdie Rate - Growth Rate) = (12)::
All Yoars = Tota1"011to 11 + Total"12 0=

(18) = (19) » (20)

(18pv) = (19pv) = (20pv)

118) = (2) ¥ {11

(18pv) = (19) = (12) for each year Total 011to 11 is the total of the estimates by year Total 12w = ={16) = (1250
All Yesrs o Total 01to"11 » Total 12 tow

120) = (7 donor rear * (11}

120pv) = (20, {12, tor each year. Totai ‘01 to 1113 the total of the esumates by year Tolal 12 to= a [ {4);5,, * Hurdle Ram - (Hurdle Rate = Growtn Rate) - [16)] » (12}
A Years = Toai 0110 11+ Tclal 1210w

{21) = {17) - 118 -
{21pv) = {17pv) - {18pv)

122) 2 116) * (21pV)a von

528



Primary Stoch insurance Company

Exruba 21
Shoer 8
of 31, 2001 Using Base investment Yields -100bp
Estabkshing Starthg Surplus
111 Booked Sutstory Surca @ 12101 43000
2 Beseciwa Starmg Surpam for Futae e cme a2
Projections Mased o 123101 ABC wwusly
1 income 120101 2880
Morkormyg and Selecuing Surpius Axof 129100,
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Hurdie Rete a2
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Applic aton of DCF Method Duning Totar Tota! A
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(131 Tota: Carpeny Net income () 9807 1070 183} 1IN2 12872 134wz 01 WMz 1830
130%1 PV of Lot Compam ratinceme 2889 719 ra1e 7088 8603 son1 5888 Lon a810 CR1H] a0 enser 2973 9030
114) Ao aatrs Coat 1o Grom Company an w2 aon 1528 1780 FRE) V100 32 3180 sz
1140v) PV or Resm. Cant 10 Giom Company 3803 3848 20% 207 1621 1187 1168 1017 " L] 18908 208 21921
1131 Frve Casn Foe 2889 4067 oy ent B0z (1] 67 1252 10989 isar 12
1190 PY p1Figs Cranfrn 2008 3%3) 1 aayy D 0 7 41830 8 7Y, []
Appix anon of EVA Method @ un During Totat Total ap
2001 2002 2003 2004 1008 08 2007 000 2000 2010 o1 Viw il o < Yean
1161 Buattory Supas @ 120101 a2
117) Torat Compamy hen ncome 2809 vas0 2807 0Tap 1B} 12232 12872 Maz It Wz iAW
(170v1 PV of Tota Corvany bt income 2080 130 T8 008 8608 (1] 4588 son avi0 4182 370 0T T M0
Cost of Capta 30 (110 Tee e300 (Y3 (3] 97y 0z w0n2e
g1 PV o1 Cont ol Capens S48 8278 5062 ans on sow 1681 339 3048 2,100 22208
{191 Cost of Brarung Caprat 6120 €310 €30 8320 €20 6320 8320 g0 6320
(19041 Pv of Cow! of Brarung Caont [P amrp aiss 1813 31e2 ER ] ER L) 1 ie 14802 nnr w0as e
120) Cost of sowth Caprtms aa 131 1980 7813 3002 1411 cann arr
{20pe) PV o1 Coni of Orowth Captar we w7 113 1% 1200 1308 1237 1208 0y v
121] Excoss Rotuma i Yeu 2889 2801 3050 1249 3308 3699 380y 108 ™
(21001 Py ot Escess Rawrms i Your 2080 2008 1660 101 1288 11 1022 1870 188 20272
221 Yoy a0y
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Exhn 21
Primarv Stock Insurance Company Sneet 10

Calculation Notes for Valuation Esti as of D ber 31, 2001

(1) from Prmary Stoch insurance Comparny’s 12:31:01 tocked balance sneet
12} selected starting surplus for future income projections based on the seiected 200 0% surpius 10 indicated RBC rato
Br=y -1

{4} selectsa surplus based on Ine sefactea 200 0% surpius 10 inaicated RBC ratio

151 calculatea RBC at the Company ACucn Leve! - based on Extubit 12 for 2002 and subsequent
(6} selection of 200 0% surplus 10 RBC rato for aetermining required surplus at eacn year and
17) cumulative Increase in (4; trom slarting surplus. {4} - (2)

(8) NPW for all 1.nes = {4,

19) net10ss and LAE reserves for all lines ~ (4

(10§ trom Exhubit 8 nne (1)

(11)1s seiectea nurd:e rate of 15 0% used for getermining Cost of Capnat in EvA method and the present valua of future earmings and value added
(12)= 1000 at 1231701 for tuture years = {1 G ~ 15 0%) raised 10 {2001 - year) exponent

(13;=110)

113pv) = (13) = (12, 10r each year Tolal 0110 1118 the total of Ihe estimates by year Total 12 o= = (1301, * {1+ Growtn Rate) - (Hurdie Rate - Growln Rate) » (12):g1
Al Years = Total 0110711 » Total 1210w

114) annual change in (4)

t14pv; = 114, = {121 for each year. Total ‘011011 15 e total of the esumates by year Total 12 10= = (4)y,, » Growin Rate = (Hurdie Rate - Growtn Rate) « 20’
All rears = Total ‘0112 11 = Totai 120

(15)=(13) - (14)

{150v) = (12pv) = 1 14py)

(16) = (2}

(17)=10)

(37pv) ={17) % {12) tor each year Total 0110 1118 tne total of the esumatas by year Total 1210 % {17k, * {1+ Growth Rate) ~ (Hurdle Rate - Growth Raie) » (12)201
Al Years = Tctal ‘0110 11+ Total 12 to=

(181=119) - (20}

(18pvi = 119p¢) + 1 20pv)

%=1

{18pv) = 118) » (124 for e&Th year Tctal 01101118 the total of the eslimates by year Total 12tow= = (18) = (12},
All vears = Total 0110°11 ~ Tolal 1210~

1200 = 17 Jons. ua * (11}

120pv) = (20) * | 12) for each year. Totar '01 15 111s tne total of he esumatas by year Total 12 0 ® = | {d}y, » Hurdla Rate » (Hurdie Rate - Growth Ratai - {16 ] » (12)z011
All Yoars = Total 0110 11+ Total"12lo=

R11=17) = (18)

121pv) = 1 17pv) = { 18pv)

(2212 (16} + (21DVin veas
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Primary Stock insurence Company

Edubar 21
Shest 11
as of 31, 2001 Using Base Hurdle Rate +3%
Establshing Startng Surpius
11} Booked Buatnory Supka @ 127101
12) Semcieq Starting Supam o Furae mcoma 2
Prom:don {based an 1273101 RBC weeli
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Exquon 21
Primary Stock Insurance Company Sheet 12

C. iation Notes for Valuation Esti as of D ber 31, 2001

{1) from Pnimary Stock Insurance Company s 12/31/01 booked palance sheel
(2) selected starting surpius for future income project.ons pasea on the selected 200 0% surplus 1o Indicates RBC ratd
(3)= (1) -2}

{4) setected surplus based on the seisctad 200 0% surplus to ndicated RBC rato

\5) calculated RBC at the Compary Acton Level - based on Exubu 12 for 2002 ana subsequant
{8) selecton of 200 0% surpus 1o RBC rabo for determining required surpius at each year sna
{7) cumulative increase in {4} from starung surplus. (4) = (2}

(8) NPW for all iines = {4)

{8) net loss and LAE reserves for all ines + (4)

(10 trom Exnibit B, ine (11}

(11) 13 selected hurdle rale of 18 0% usea for aeterm:ning Cost of Capilal in EVA method and the present value of tuture earnings and value added
(12)= 1 000 at 12/31/01, for luture years = (1 0 + 18 0%) raised to (2001 - year) exponent

(13) 8 (10}

(13pv) = (13) » {12) for each year. Total ‘0110 118 the total of the estmates Dy year. Total "12to= = {13)z,, * {1+ Growih Rate) ~ (Hurdle Rate ~ Growth Rate; » {12151,
All Years = Total '01to"11 « Totai "121t0=

(14} annual cnange In (4)

(14pv) = 114) = (12) for each year Total 01101113 tne tolal of Ine estmates by year Total 12to= = 14);4,, » Growth Rate * {Hurule Rate - Growth Rate} » {12k,
All Yoars = Tatal 0110 11+ Total 1210

(15) 8 (13) - (14}

(15pv) = {13pv] - (14pv}

118) =(2)

(17) ={10)

(17pv) = (17) » (12} lor each year Total 01to 1113 the total of Ihe estmates by year Total 12 to= = (17),,, » 11+ Growth Rate) « (Hurdie Rate - Growth Rate) * 112130.1
All Years = Total 011011 + Total 1210~

(18) = (19) = (20)

(18pv) = (19pv) = (20pv)

(18)=(2) = (11}

{18pv) = (19} = (12) tor each year; Totat ‘01 to 11 is lhe total of the esumates Dy year Tolal 1210= = (18) * {12)01;
All Years = Totai '0110 11 + Total 12to=

120) = (Thocs pue * (11}

(20pvt = (20) » (12) for each year Total 0110 113 the wtal of the estimates by year Total 12 to= = | (4}, * Hurdie Rate = (Hurdle Rate - Growtn Rate} = {181 ] * (12);514
Al Years = Total ‘01 to"11 + Total 12 to=

{21y s (17) - (18)
(21pv) = (17pv) ~ (18pW)
(22Y2116) * {21PV}ag rqpny
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Primary Stock Insurance Company

Equpit 21
Sheet 13
as of 31, 2001 Using Base Hurdle Rate -2%
Establshing Startng Surphss
11) Bockeo Smttory Surpus @ 123101 44000
12) Butectad Starmng Surphe tor Funrse ncome 21
Promctons (bated on 1273101 REC werd
11} mcora 123101 2880
Monltoring and Selkecung Surplus Asof 1131 of
2001 02 2003 2004 2008 2008 2007 1001 000
141 Sumecied Suran $42131 3 48506 3 31310 3 2132 3 S88Y0 5 62130 3 63703 % 68188 3 T1300
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48l & income After 2011
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Exp 21
Primary Stock insurance Company Sneol 14

Cal ion Notes for Valuation E as of D ber 31, 2001

(1) from Primary Stoc insurance Company s 12:31/01 booked balance shest
(2) selecied starung surplus for luture Income projecucns based on the aelectad 200 0% surplus to indicated RBC ratio
Gr= =)

14) seiecled surplus based on the selected 200 0% surpius to indicatea RBC rauo

151 calculated RAC at the Company Action Leve! - based on Exnubit 12 for 2002 and subsequent
161 selecton of 200 0% surpius to RBC rauc for determining required surplus at each year ena
(7) cumulanve increase In (4, from starung surpius 141 =12)

1B} NPW for all ines = (4;

(9) net I0ss and LAE reserves for ail nes = (4)

110) trom Exqnibn 8, ine {11)

111)15 setected nurdle rate of 12 0% useq for detarmimng Cosrt of Capital in EVA method and the preseni vaiue of future earmings and value added
{1212 1000 &t 12/31/01 for future years = {1 0 + 12 0%; rarsed 10 (2001 - year) exponent

(13 =100

(13pvi = (13} » (12) for each year Tota 01101115 the total of the esumates by year. Towal 12 to= & {13}y, * (1+ Growth Rate) + iMurdle Rate - Growth Rale) » (12)x11
All Years = Total 011lo 11« Towal t2to=

114, annual change n (4}

{14pv) = 114y = |12; for each year Tolal 0110 118 tne otal of ine esumates Dy year Totat 12 o= = {4y, * Growth Rate « (Hurdie Rate - Growth Ralet = (121,
All Years = Total 0110°11 + Total "12t0=

(5= 1) - (14)

115pv) = (13pv) - {14pv}

{18)=(2)

7y =010

(17pv) & (17} » {12) for each year Total ‘01to 1118 the total of the esumates by year Total 12 to= = (17);;,, * (1+ Growtn Rate) = (Hurdle Rate - Growth Rate) » (1215,
Al Years = Total 0110 11~ Total 12 1lo=

(18)=(19) = (20)

{18pv) = {19pv) = 1 20pv}

Ay =i{2)* 11}

118pv) = {18) » 112) for eacn ysar Tolal 011011 .5 tne total of Ine estmates oy year, Total 12 tc= = {16} * (12},
All Years = Total 01to"11 ¢ Totai"1210=

1201 = \Thnca pow * 111}

120pv) = |20 = 112) for eacn year Totar 0110 11,8 the total of the estmates by year Totat 12 to= = [ {4}, * Murdie Rate - {(Hurale Rate - Growtn Rate) = (181 ] » {1211
All Years = Tctal 011011 + Tolal "1210=

@21 ={171 - (18

121pv) = (17pv) = (18pv)

(22) = (16} * (21DViw, vomn
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Exutal 21
Shael 15
asof 31, 2001 No Growth in Explicit Forecast Period
Estabishing Starung Surplus
141 Bosesd Satutory Surckm @ 123101 1000
12 Setectad Elartng Sumam kx Future incame. a2
Promcticns Dased on 1273161 RBC wuet
(3 Inccme 1272101 2885
‘Monttoring and Selectng Surplus asof 1271 0f
oo mwoez 003 004 2008 008 2007 000 o mn
141 Selectn Supaa S 42131 8 48096 § 499N $ SiS'4 3 4382 B 55878 % 38550 357180 § S81% $ Seue
151 i med Ras Busea Capar 068 2doam  qaver  Er P 27e 282% w620 880 Mo 2027
Carpem ne
81 Burowm 12 RBC Rato 200%  Z000W  2000% 20T 2000%  0G0%  2000%  2000%  J000% 200 2063%
|71 Surpass Growm 3088 T) 1043 12N 1487 s 1508 13620 16023 16
181 Nat Yvmen Premmurr. 1o Bumas Ravo 200 102 188 160 188 18 1o e 1a8 vas Ta
152 Lons ang LAE Resersvs 1o Suphn Ruvg FE] 212 qn 27y FEZ) Fil] 27 21 273 in 272
Estdmated Future income Dunng
2002 2003 200 2008 2008 007 2000 010 01
1) Do mcome 10218 1217 12611 9T ta2ed Ja360_ jasy 14730
Hurdie Rate a2
2001 002 2003 2008 1008 2008 2007 2000 2000 2000 2001
111, Sesected vade Ramm 1B0N  130%  130%  130%  18CW  150W  120%M  150%  130%  1d0w
Present vane Factor b 127101 1000 087 o1 oese 052 0as? oan 0378 0327 0284 0zar
18380y yug end insom rec gz,
Expecred Annual Perpetual Growth Rate of 2o
Nl & income After 2011
Appiicaton of DCF Method augn Duming Total Totat ]
001 2002 003 2008 2008 2002 2008 o008 00 w01 Vo 11 1210 = Years
1131 Tota € arpany Mwt incomne 2809 wne 121 13811 e 142a0 Taadr 14 388 14 869 1410
1130%) Py of [ata Compary M Income 2883 930 9208 8384 1 01% sy 4762 4169 841 B3 84y 20 %88 w2 a1l
1141 Ream eyomans Coat 1o Grore Company 3003 103 2640 1780 [} H 1 290
o1 PV of Rewn Cou1 1o Grow Compam Jue 2902 118 1022 29 110 nz n 10149 22 2en
113, Froe Caun Fiow 2000 6 e NS ME 2T N M1 MG 42N leead
1130w PV ot Feq CavnFiom io0y 3072 . 930) [TH] 87190 §30 47 2188 ad92 403! Y]] 20094 2038 BsasQ
Appixc ston of EVA Method @ Dunng- Tous Toul [
2001 2002 2003 2004 008 2008 2007 2000 000 010 008 Vo 11 12t = Yean
118} Stamzony Surpae § 127317101 am
117 Tots: Company Net t:¢ama 2089 181 et 14200 14888 14730
117081 Py ¢t To Company tet income 2089 (& 1% 169 1840 eapey 28368 97am
118y Con o1 Capitar 7806 3™ (™ (1)
11851 PV &t Com ot Caprat 309 1607 248 2138 e 18889 1510
119) Cout of Swsmng Cacnias 6320 €10 6310 8120
1190%) PV o Coar cf Saring Capemt 181y 27132 1190 1562 nnz a2m
1201 Coat a1 Growth Capar 1108 20 I 2403
1205u) P 0! Cont of G cwih Cepras 1) a1y 00 s34 (B2 828 iem
1211 Excane Rensma v Year 2088 3y 4280 e 17 s8%0 sue 1001 8007
121601 9V ar Excenn Retums n Year 2086 36 3 16 am 2849 218 1708 1as Wae A 7309
1221 oy S840
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Calculation Notes for Valuation Esti as of D ber 31, 2001

(1) from Primary Stock insurance Company's 12:31/01 bookea balance sheet
(2) setectsc starung surpius for future income projectons based on the selected 200 0% surplus to indicated RBC ralio
)= (11=42)

(4) selecied surplus bassd on the sefectad 200 0% surplus to indicated RBC ratio

(5) calcutated RBC at the Company Action Lavel - based on Extubit 12 for 2002 and subsequent
(8) selecuon ot 200 0% surplus to RBC rauo for delermining required surplus a1 each year end
(?) cumulative increase in (4 trom starung surpius (4) - (2}

{8) NPW for all lines =~ (4}

(9, net loss and LAE reserves for ail lines

4)
{10} from Exupd 8, line (11)

(11) 13 selectsd hurale rale of 15 0% used for astermining Cost of Capital tn EV'A method Ana tha present vaius of future eamings and value added
112) = 1 000 at 12:31/01. for future years = (1 0 = 15 0% ra:8ed 10 {2001 - year) exponent

(1312010

{13pvia {13) » (121 for each year Totar 0110 11 is the total of the estimates by year; Total 12 to= 8113);01: * (1= Growth Rate) - {Huraie Rate ~ Growth Rate) » {121x,
All Years = Total 0110 11 » Total 1210«

{14) annual change in (4)

(14pv) = (14) » {12} for eacn year Total 011to 11:a Lhe total of the esmates by year, Tolal 12 1o 3 (4),,, » Growth Rate « (Huraie Rate - Growth Rate) % (12)30::;
All Years o Total 0110 11+ Tolal 1210=

U5ie(13) - (14)

115pv) B (13pv) ~ (14pn)

{16) 8 ¢2)

{17} = (10}

(17pv) = {17) » 112} for sach year Total '01to 1113 the totai of the esimales by year Total "12 to= = (17}9,, * {1+ Growth Rate} - (Hurale Rate - Growth Rate) » (12},
All Years = Totar '01to 11 - Total 12tow=

(18} = 118) +.20)

118pv) ® | 18pv) + (20pv)

(18)=(2) = (1)

{19pv) = (18) « {12) for each ysar Total ‘0110 11 s the tolal of I.na' estmates oy yaar, Tolar"12to = o (16) » (12)39+,.
Al Years = Total 01t 11 « Total 12 to=

(20) = (7)oroe oue ™ (11)

120pv) 9120, = {12} for each year Total 01 to 1135 tho tolal of Ihe esiimatos by year: Total 12 to= a [ (4}, * Hurgle Rate « (Hurdle Rate - Growth Rate) - {16, ] » {12,
All Years = Tolal 0110 11 = Total "12to=

{21)= (17, -{(18)

121pvi 8 {17pv) = (18pv)

(22) = (18) « (216vVaa rean
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Ewubur 21
Sheet 17
asof 31, 2001 6% Premium Growth in Explict Forecast Period
Establishing Startng Surpius
111 Booned Bratinory Buman @ 127101 43000
(2 Batectsa Brartng Burpue tor Fusre Incoms Rt
Promctons fbesed on 123101 RBC leveh)
L3)_tncome. 12310 2880
Monftoring and Selecting Surpius As of 12731 of:
2002 000 2004 2008 2008 2007 2008 2000 2000 o1
14} Sotectad Burka B 48002 3 £2000 5 55785 § 61286 3 63636 5 70710 5 YeI0 3 70820 b seil 9 De
12) indcates Rak Based Capnal 23MB 20000 28393 3833 I2EI8 35085 3763 N0 42269 4aBD)
Corpany Acton Laver
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Estimated Future income During
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12) Presern vanse Factor tos 1273101 1000 oarn 018 osse 0872 0ep7 o2 03 032 028 0242
1ereIng yee! pra mcoma recogvEen)
Expectog Annual Perpetual Growth Rate of 20m
Income After 2011
Appiicstion of DCF Method @120 Duning. Total Towl Ay
2001 oy 003 2004 2000 2008 2000 010 o0 TN 2w Yean
113; Yoo Compary Net nceme 2086 103 s 12 e 15482 17508 198y 2o
1130v) PV of Towmi Corpany Net incoms 2880 s 208 0 062 120 res? ey sez9 8198 w200 408} 70N
1141 Rarvestmant Cont o Grow Company . s34 ) a0 s a0 son 8208
1160%) BV of Rewm Cos1 10 Gronw Company ) a0 256 FTH 1928 iy va 1302 HTH) 1608 72
113) Pree Cua Flow 2089 8780 6610 [0 P37 mo2 12077 12082 13EM TS 13780
15001 PY ot Eree Covn Fiow 2,869 4090 5,043 FY i} FTH 2418 2 4074 PEY]] 20 209) $2013 038 0978
Appix ation of EVA Method Q During. Towl at
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118) Sunsory Burpan @ 122100 a
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C I Notes for Valuation E: asof D ber 31, 2001

{11 1from Primary Stock insurance Company s 1231761 pookea palance sheet
{2) ssectad slartng surpius for (ulure income projecthons based on the setected 200 0% surplus 10 ingicates RBC ratio
3=y - (2

({4) selectea surplus based on the selected 200 0% surplus to :ndicated RBC rauo

(5} calculated RBC al the Company Acuon Leve! - based on Extibi 12 for 2002 and subsequant
(6) setection ot 200 0% surplus W RBC rauo for determining requined surpius at each year ena
{7) cumulatve increase in (4) trom starung surplus (4) - {2)

(8+ NPW for aii ines ~ {4}

{91 net 1083 ana LAE reserves for ali ines « (4}

(10} from Extublt 8 line (11)

(11418 selected hurdie rate of 15 0% usea for aetermining Cost of Capilal \n EVA metnoa ena tne prasant value of future aamings and value addea
{12; = 1000 at 12:31/01 for tuture years = {1 0 + 15 0%) ra:3ed 10 (2001 - year) exponent

13) 2 {10) .

(13pv) 8 (13) » (12) for each year Total 0110 1113 the total of tne esumates by year Totat 12 tow = (13)zp, * (1+ Growth Rate) = (Hurdle Rats - Growth Rate} » (12)x:,
All Years = Total ‘0110°11 - Total "12 o=

1141 annual change in (4

(14pv) = (14} » 112, for each year Total 0110 "111s the total of the esumatas by year, Total 12 to a (4] ;s » Growtn Rats - (Hurdle Raie - Growth Rate} » (121,
Al Years = Total "0110 11+ Total 121o=

(15) = {13) = (14

115pvi = {13pv) - (14pv)

116) = (2}

17 =10

t17pvi = (17) % {121 for each year Total ‘01 to 1118 tne total of the esumates by year Total 12 = = (17);5,, = |1+ Growth Rats) » (Hurdle Rate - Growtn Rate) = (12},
Al Years = Towal 011c 11+ Towal"12t0=

116} = (19) +120)

(18pvi = 119pv) + 120py)

U8 =211

(19p.) = 119) = (12) lor each year; Totai 0110 "11 13 (ne tctal of the estimates by year Tolal 12 o= c (16) » {12),; .1
All Years = Tolal O1tc 11 + Total 12toe=

120) = (gnge puu " 111}

(20pv) = 120} = (12) for each year Total ‘0110 113 the wtal of the esumates by year Total 12 10 = = [ {4}y, * Hurdle Rate + (Hurdie Rate - Growth Rate) = (18} ] * {12)50¢,
Al Years = Total 011011 ~ Total 12 0=

{21) = {17) - {18)

(21pv) = |17pv} - {18pV)

(2212 (16) * (21PVing vaan
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