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The Economic Situation

Its Effect on the Industry’s
Exposure Base, Growth,
Investments, and Profitability

Length of US Business Cycles,
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Sources: National Bureau of Economic Research; Insurance Information Institute.




A Weak Recovery is Forecast: e e
Real GDP Growth, Yearly, 1970-2014F T
Real GDP Growth (%)

o The “consensus” forecast is for
several years of real yearly GDP
growth around 3%--weaker than

after most recent recessions

%

% T
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Estimates/Forecasts from Blue Chip Economic Indicators, 10/2009 and 2/2010 issues.
Sources: (GDP) U.S. Department of Commerce at hitp://uww.bea. qov/national/xls/adpcha xis. A

Percent of Noncurrent* Loans by -

FDIC-Insured Institutions, 2009 vs. 2008 e

W Year-end 2008 E Year-end 2009 || *Noncurrent loans are

loans past due 90 days
or more or in
15.95% nonaccrual status

20%

15%
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0%
Construction and Commercial and Nonfarm Residential Other 1-4 Family
Development Secured Industrial Residential

by Real Estate
At Year-end 2009, an Additional 2.61% of Construction Loans, 0.95% of

Commercial Loans, 1.24% of Nonfarm Residential Loans, and 3.18% of
Other 1-4 Family Residential Loans were 30-89 Days Past Due
Source: FDIC Quarterly Banking Profile, Fourth Quarter 2008 and 2009, Table V-A 5
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Amount of Outstanding Loans by .
FDIC-Insured Institutions, 2009 vs. 2008 vs. 2007 THIRswsE
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Real Estate

FDIC-Insured Inst ons Had $541B Less in Outstanding Loans
in These Three Categories at Ye nd 2009 vs. 2008

Source: FDIC Quarterly Banking Profle, Fourth Quarter 2008 and 2009, Table I-A o




The Household Debt Load Rose i
From 1993 to 2008, Then Fell g

% of Personal
Disposable Income

20% —— Debt Service Ratio —— Financial Obligations Ratio ‘
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Source: Federal Reserve

Households Are Now Reducing T,
Their Financial Obligations e
Financial Obligations Ratio: debt service (mortgage and

consumer debt), auto lease, residence rent, HO insurance, and
property tax payments as % of personal disposable income. Financial
o
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It will be tough to shrink the Financial

11.0% Obligations Ratio further as interest 16.5%
rates and property taxes rise.
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Source: Federal Reserve Board, at hitp:/wwv.fede:
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Labor Market Trends

Massive Job Losses
Sap the Economy and
the Commercial & Personal Lines
Exposure Bases




Unemployment and Underemployment it

Rates: Rocketing Up in 2008-09

January 2000 through February 2010, Seasonally Adjusted (%)

18 Traditional Unemployment Rate U-3 —_— U-6 went from
9.2% in April
— Unemployment + L Rate U-6 2008 to 17.5% in

wT Oct 2009 but is

now 16.8%

Recession Unemployment

ended in kept rising for =ge
November 19 more o
2001 months
_ Feb 2010
J unemployment
rate (U-3) was
-
21
Jan Jan Jan Jan Jan Jan Jan Jan Jan Jan Jan
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Source: U.S. Bureau of Labor Statistics; Insurance Information Institute. 10
Unemployment Rates in New England + PR
o

states, December 2009

Worst in
the nation Most New England states
are doing as well as, or
better than, the US overall

Unemployment Rate (%

M RI us MA CT ME NH vT

“Preliminary data for December 2009, seasonally adjusted.
Sources: US Bureau of Labor Statistics; Insurance Information Institute.

Percent Job Losses from Peak
Employment in Post-WWII Recessions

Percent Job Losses in Post WWII Recessions
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BT 8 The percent of the jobs lost from
peak employment exceeds all post-
i WWII recessions. And it will likely
take longer to return to peak than in
any post-WWII recession.
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US Quarterly Unemployment Rate
Forecasts
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Quarterly, 2010:Q1 to 2011:Q4
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8.0%
, Unemployment will remain high even 7.9%
7.5% under the most optimistic of scenarios
7.0% T T T T T T T 1
10:Q1 10:Q2 10:Q3 10:Q4 11:Q1 11:Q2 11:Q3 11:Q4

Unemployment Will Hurt the
Workers Comp’s Exposure Base

ornly Hi

Sources: Blue Chip Economic Indicators (2/10); Insurance Information Institute

Permanently Lost Jobs
as a Percent of the Unemployed
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Percent
55

® Permanently Lost Job/Completed Temp Job

Dec 2007
Recession
Officially

50 1

45

40 1 are gone forever

35

‘Soue b7S. Bureau of Labor Statistics; Insurance Information Institute.

October 2007 through February 2010, Seasonally Adjusted (%)

Length of Unemployment,
Quarterly, 2006:Q3-2009: Q4*
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Mean Duration
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2009:Q4 = 28.3 Weeks

16000

12000

Less than 5 weeks
W 15-26 weeks

5-14 weeks
W 27 weeks and over

Recession began in

rEEE iNSURANC:

m

INSTITUTE

589% of unemployed

have been so for 15
weeks or more

December 2007
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*Seasonally adjusted
Sources: Bureau of Labor Statistics; Insurance Information Institute.
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Length of Unemployment,
Monthly, Nov 2008—Present*

Number of People

59% of unemployed
have been so for 15

weeks or more

Mean Duration

(Thousands) Nov 2008 = 18.9 Weeks
L Feb 2010 = 29.7 Weeks
16000 ess than 5 weeks 5-14 weeks
[ 15-26 weeks W 27 weeks
12000 I
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Number of long-term (27+) unemployed
dropped by 200,000 in February 2010

*Through Feb. 2010; Seasonally adjusted
Sources: Bureau of Labor Statistics; Insurance Information Institute.
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It's Quite Unlikely Yearly Unemployment
Will Drop Below 8 Percent Soon

Unemployment

B The graph plots yearly real GDP
and changes in unemployment
over the past 60 years.

dropped more than 1

percentage pointin a
year only when real
GDP grew at least 6%.

> More likely, Change in unemployment
real GDP will .
grow at a 3% -+
rate and Y
unemployment . art
; - — / GDP
-2

Source: http://krugman.blogs.nytimes.com/2009/. 4-jobs/ using data from BEA and BLS

Job Growth Needed* to Return
0 “Pre-Recession” Employment Level
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B Since the start of the recession in December
2007, an estimated 8.6 million jobs have been
lost.

B To keep up with population growth, the economy
needs to add roughly 130,000 jobs every month.

B This means the labor market is currently 12
million jobs below the level needed to restore the
pre-recession employment rate.

+as of February 2010
Source: Heidi Shierholz, “Signs of Healing in me Labor Market, Though Unemployment Remains in Double Digits,”
Polcy Instiute, December 4 2008, a

and_opinion/entry/signs_of_healing_in_the_labor_market_though_

remains




Job Growth Needed (cont’d) o
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B Even if no more jobs are lost, if we are to return
to the equivalent of pre-recession employment
levels in 5 years’ time—by the start of 2015—we
would have to average adding 300,000 jobs per
month every month until then.

* This is not Iikel%/. The Obama Administration’s
latest forecast for average monthly job growth is

— 95,000 in 2010
—190,000 in 2011
—251,000 in 2012
—274,000 in 2013
—267,000 in 2014

Source: Economic Repm(onhs President, at hitp://www.whitehouse. report:

president.pdf (Table 2-3, p. 75) »
When Might All of the Lost Jobs iz
Be Regained? 20167 i

Long Road Back | How long it would take to regain the job level at the start of this recession?
Assuming the average monthly pace of the most recent expansion, it would take 86 months, or not until December 2016
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Source: Wall Street Journal, October 9, 2009, p. A3
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The Housing and Commercial

Real Estate Markets

New Home Construction Will Likely
Be Weak for Several Years; Limited
HO and Commercial Lines Growth




At Year-end 2009, Over 40% of Subprime Loans
Were Delinquent or in Foreclosure
(2005:Q1-2009:Q4)
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This is a“normal” level of
subprime mortgage
delinquency/foreclosure |
e 2008 200 000 00

20

Prime Loans: At Year-end 2009, the Percent
Delinquent and in Foreclosure Leveled Off
at 10% (2005:Q1-2009:Q4)
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“Millions” More Foreclosures
are Likely

m “Even before the current crisis, when home prices were
climbing, there were still many hundreds of thousands
of foreclosures. Therefore, even if HAMP is a total
success, we should still expect millions of foreclosures,
as President Obama noted when he launched the program
in February.

Some of these foreclosures will result from borrowers who,
as investors, do not qualify for the program. Others will
occur because borrowers do not respond to our outreach.
Still others will be the product of borrowers who bought
homes well beyond what they could afford and so would be
unable to make the monthly payment even on a modified
loan.”

Source: Treasury Assistant Secretary for Financial Institutions Michael S. Barr, Written Testimony
on Stabilizing the Housing Market before the House Financial Services Committee, Subcommittee
on Housing and Community Opportunity (emphasis added) 20




2009* Delinquency/Foreclosure and
Unemployment Rates, New England
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“Preliminary data for 2009 Q4, seasonally adjusted.
Source: w lculatedriskblog.com

Percent of Homeowners With Negative
Equity in New England, Q4 2009

. Worst
o
1%
All New England states are
60% - doing better than the US
overall
0% 0 % within 5% of Negative
o4 a:; Equity
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20% - <
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- 0 | 9
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Source: FirstAmerican CoreLogic.

Ratio of Unsold-Existing-Homes Inventory
to Sales Appears to be Improving

Millions of Homes,

Annual Rate Inventory Won't Be Absorbed

Quickly; There are Millions of
Homes in “Shadow” Inventory
(Homes to be Offered for Sale
When the Market Strengthens)

# of House Sales Fell;
Inventory Wasn't the Problem

Jan 2010

2005 2006 2007 2008 2009

B Inventory of unsold homes B Number of homes sold

Source: http/iww.realtor.orglresearchiresearchiehsdata 2
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Private Housing Starts, 1990-2011F E i

(Millions of Units) ° 5
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Tlce s g
1 ] 3
11 = § o
0.9 - I.LI. estimates that each incremental 100,000 <
decline in housing starts costs home insurers o o
0.7 4 $87.5 million in new exposure (gross premium) b
The net exposure loss in 2009 vs. 2005 is
05 1 estimated at about $1.3 billion
03

90 91 92 93 94 95 96 97 98 99 00 01 02 03 04 05 06 07 08 09 10F11F

Little Exposure Growth Likely for Homeowners Insurers
Due to Weak Home Construction Forecast for 2010-2011.
Also Affects Commercial Insurers with Construction Risk Exposure, Surety

Sources: U.S. Department of Commerce (history) ; Blue Chip Economic Indicators (2/10), forecasts; Insurance Information Insfitute. -
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Commercial Real Estate Prices Fell Farther 3
Than Residential Prices; Now Recovering? e

€ idential Price Changes

Will the commercial real estate market repeat its
2003-2007 climb? If so, we'll return to peak prices
in “only” 4+ years. More likely, as interest rates
rise, the recovery will take longer

ndex Value, Decersher 2000 equals 1.0
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The Recession’s Effect

on P-C Exposure Bases

Economic Obstacles
to Growth in P/C Insurance




Auto/Light Truck Sales, 1999-2011F

(Millions of Units) 9 million fewer new cars
19 - © bought in 2008-9 vs. 2007
N - level. Will the older cars
18145 < 5 2 o 2 o still on the roads be as
- s 8 5 2 4 safe as the new ones
17 — S o would have been?
3
16 1
15 4 <
14 1 “Cash for Clunkers” generated about =t o
$300M in net new personal auto premiums < kal
13 2
S
12 4
Sharply lower auto sales will have a o
11 4 smaller effect on auto insurance S
exposure level than problems in the
10 4 housing market will on home insurers
9 T T T T T T T T T T T
99 00 01 02 03 04 05 06 07 08 09 10F 11F
Car & Truck Sales Will Begin to Recover in 2010-11,
but High Unemployment, Tight Credit Will Still Restrain Sales;
Gas Prices Could Be a Factor Too
Source: U.S. Department of Commerce; Blue Chip Economic Indicators (2/10); Insurance Information Insfitute. -

Total Industrial Production,
monthly, Mar 2001-Jan 2010 (index 2002=100)*

index
M3 [T March 2001-
November 2001 m
110 recession Y.
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o7 Katrina '
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Y - JI‘A‘T
101 X M‘
o8 [ Recession began
December 2007
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Source: hitp:/iwfederal Zhipdisklip_sa.txt *seasonally adjusted 32

Capacity Utilization,
monthly, Mar 2001-Jan 2010

“Full Capacity”
e I:;

Hurricane
Katrina

78%

76% “‘AA‘F Recession began
M ‘ December 2007
74%
b

72%
70% The closer the economy
March 2001- is to operating at “full
November 2001 capacity,” the greater the

68% recession inflationary pressure

66
82228888888 8333388888888b555888888 83
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Source: Federal Reserve Board statistical releases 33




Some Industrial Production i
Capacity Has Vanished e

Winners and Losers

The recession Is reshaping U.S. industry as in some areas and cut in others.
25 4 £ S 10
Semiconductors
(¢ ications equipment.
Computers | I N
Electricity |

il and gas.

| Plastics and rubber products.
N Motor vehicles, parts
I — Fumniture CAPACITY CHANGE IN
[ I Printing SELECTED SECTORS
| I — Textile mills Dec. 2008 - Dec. 2009
-8 -6 -4 -2

Source: Foderal Reserve

Some unused capacity is gone, and in other industries new
capacity is needed, so the economy might be closer to full

capacity than the industrial production numbers indicate.
If so, this might spur inflation sooner than expected

Source: Wall Street Joural, Feb. 3, 2009

Wage & Salary Disbursements (Payroll Base) e
vs. Workers Comp Net Written Premiums s

Wage & Salary Disbursement (Private Employment) vs. WC NWP ($ Billions)

7/90-3/91 3/01-11/01 12/07-2
$7,000

$6,500
$6,000 /
$5,500
$5,000
$4,500
$4,000 ——Wage & Salary
$3,500 Disbursements
$3,000 WC NPW
$2,500 L e B e S s B S B S B B e B
89 90 91 92 93 94 95 96 97 98 99 00 01 02 03 04 05 06 07 08 09

Weakening Payrolls Have Eroded $2B+ in Workers Comp Premium

Shaded areas indicate recessions
‘Source: US Bureau of Economic Analysis; Federal Reserve Bank of St. Louis at hitp://research.stlouisfed oralfred2/series \WASCUR
111, Fact Books 35

Estimated Effect of Recessions* on o,
Payroll (Workers Comp Exposure)

(Percent Change) (All Post WW-II Recessions)
10% Recessions in the 1970s and 1980s The Dec. 2007 to mid-2009
saw smaller exposure impacts recession caused the
8% because of continued wage largest impact on WC
inflation, a factor not present exposure in 60 years
2007-2(
6% during the 2007-2009 recession
4%
2%
0%
2%
% -3.6%
-4.4%
-6%

1948- 1953- 1957- 1960- 1969- 1973- 1980 1981- 1990- 2001 2007-
1949 1954 1958 1961 1970 1975 1982 1991 2009
Recessions Dates (Beginning/Ending Years)

*Data represent maximum recorded decline over 12-month period using annualized quarterly wage and salary accrual data.
Source: Insurance Information Institute research; Federal Reserve Bank of St. Louis (wage and salary data); National
Bureau of Economic Research (recession dates). .




Unemployment’s Effect on Percent of

% Uninsured Unemployment
Rate
= Estimated Uninsured Motorists P —— National L Percentage
19% — T 12%

The unemp\obylm?m llale
I

RO “C0rcica i e’ il In 2010 roughly 18% of

uninsured motorist motorists are expected

17% 1 percentage. to be driving without
insurance as high

unemployment

16% prompts some people

to drop coverage

raeE iNsURANCE

Uninsured Motorists, 1989-2014F T zoniarion

15% H
14% H
13% II
12% I
o S o PRPS
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]

Source: Uninsured Motorists, 2008 Edition, Insurance Research Council; Blue Chip Economic Indicators (Unemployment

data, including forecasts): Insurance Information Institute.

Real GDP Growth vs. Real P/C

Premium Growth: Modest Association i

Real GDP Growth vs. Real P/C (%)

25% mm Real NWP Growth Real GDP

20%

15%

10%

5%

Real NWP Growth

rance Industry’s Growth is Influenced Modestly
by Growth in the Overall Economy

‘Sources: A.M. Best, US Bureau of Economic Analysis, Blue Chip Economic Indicators, 1/10; Insurance Information Institute
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1980-2009*

9% Change Surrounding

Recessions

90,000 1980-82 58.6%
1980-87 88.7%
80,000 1990-91 10.3%
200001 13.0%
70,000 200609  204.2%"

60,000
50,000
40,000

30,000
There were 45,510 business bankruptcies during the
first three quarters of 2009, up 52% from 2008:Q3 and on
track for about 60,000 for all of 2009, the most since

20,000
10,000
0

American Bankruptcy Institute,
W MrTer f
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Private Sector Business Starts, P e
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1993:Q2 — 2009:Q1* warer

(Thousands)
230

218

220 o
8 oNom o
210 S8 a A S
R I
S Epe 2
200 o L2
§§z| B

190

180 usinesses Staned

the lowest level
170

160

150
93 94 95 96 97 98 99 00 01 02 03 04 05 06 07 08

Business Starts Are Down 18% i
Holding Back Most Types of Commercial Insurance Exposure

“Latest available as of Jan. 2010, seasonally adjusted
Source: Bureau of Labor Statistics, http:/www.bls. govinews release/cewbd 07 htm.
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Inflation Trends:

Concerns Over Stimulus Spe
and Monetary Policy

Mounting Pressure on Claim
Cost Severities?

Annual Inflation Rates e
(CPI-U, %), 1990-2011F T
The recession and the collapse of the

commodity bubble have reduced
inflationary pressures, at least for now

Annual Inflation Rates (%)

6.0
5.0
4.0
3.0
2.0
1.0
0.0

-0.4
90 91 92 93 94 95 96 97 98 99 00 01 02 03 04 05 06 07 08 09 10F11F

The Slack i
Concern Thro

e US Economy Implies Inflation Should Not Be a
2010/11, but Depreciation of Dollar is Concern Longer Run

Sources: US Bureau of Labor Statstics; Blue Chip Economic Indicators, Feb. 10, 2010 (forecasts).




Three Alternate Inflation Measures i st
year-over-year changes, monthly, Jan 1990-Jan 2010

US. Inflation, Year-over-Year Change, Three Measures
Wecession  —Core CF

Two years after the last recession

" ended, prices started up again
-
1]
B
™
FL " n
These measures aim to filter out large
and/or volatile price movements.
™

",f.}-f“?e-f’f‘(“f“f*f*ff-fdff}f,fﬂ”i’-f‘si

But P/C Insurers Experience Inflation i
More Intensely than 2009 CPI Suggests T

(Percent)
8%

6%

4%

2%

0%

-0.4%
-2%
Overall Legal USTort Medical Motor Bodily WC Med No-Fault
CPI Services  Costs Care Vehicle Injury ~ Severity  Claim
Body  Severity Severity
Work
Ithcare gal/Tort Costs Are a Major P/C Insurance Cost Driver. These Are

Expected to Increase Above the Overall Inflation Rate (CPI) Ind

Source: CPI is Blue Chip Economic Indicator 2009 estimate, 12/09; Legal services, medical care and motor vehicle body work are avg,
monthly year-over-year change from BLS; Bl and no-fault figures from ISO Fast Track data for 4 quarters ending 09:Q3. Tort costs is 2009
Towers-Perrin estimate. WC figure is 1. estimate based on historical NCC data.

Risks for Insurers it
if Inflation Is Reignited e
BRising Claim Severities
+Cost of claims settlement rises across the board (property
and liability)
HRate Inadequacy

+Rates inadequate due to low trend assumptions arising from
use of historical data

HReserve Inadequacy
+Reserves may develop adversely and become inadequate
(deficient)
EBurn Through on Retentions
+Retentions, deductibles burned through more quickly
BReinsurance Penetration/Exhaustion
+Higher costs =» risks burn through their retentions more

quickly, tapping into reinsurance more quickly and potentially
exhausting their reinsurance more quickly
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Shifting Legal Liability &

Tort Environment

Is the Tort Pendulum
Swinging Against Insurers?

Over the Last Three Decades, Total Tort Costs*

rmrwm insunance
X INEoRMATION
as a % of GDP Appear Somewhat Cyclical T
($ Billions)
$300 7 mmm Tort Sytem Costs —— Tort Costs as % of GDP [ 2:50%
$250
F225% o

o E

7 $200 ES

£ @

& 8150 F200% 2

@

= B

(g I I I 3

S $100

- 8

F175% ©
2009-2010 Growth in T
$50 Costs as % of GDP is Due in
Part to Shrinking GDP
$0 F 1.50%

80 82 84 86 88 90 92 94 96 98 00 02 04 06 O8E 10E

010

* Excludes the tobacco settlement, medical malpractice
Sources: Tillnghast-Towers Perrin, 2008 Update on US Tort Cost Trends, Appendix 1A; 1. calculations/estimates
for 2009 and 2

Tort Cost & Medical Cost Growth e
vs. Overall Inflation (CPI-U), 1981-2009
129% \ The last time tort costs
u% X the tatc ot fiation
10% \\
9% \
8% A —=-Tort Costs
7% \ —&— Medical Costs
oo A - CPI
5% A
4% ~ N\
" A=
2% T
1981-1990 1991-2000 2001-2009

Sources: U.S. Bureau of Labor Statistics; Tillnghast-Towers Perrin, 2008 Update on U.S. Tort Costs; L.
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P/C Premium Growth

Mainly Driven by the
Industry’s Underwriting Cycle,
Not the Economy

reeE iNsuRANCE

Annual NWP Growth, 1971-2010F fomiincn

(Percent)

250% - 1975-78 1984-87 2000-03

20% -

-10%

mmmmmmmmmmmmmmmmmmmmmmmmmmmmmmmmmmmmmm

‘Shaded areas denote *hard market” periods
Sources: A.M. Best (historical and forecast), SO, Insurance Information Institute %
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Underwriting Trends —
Financial Crisis and Recession
Didn’t Directly Affect Underwriting
Performance: Cycle, Catastrophes

Were Main Drivers




P/C Insurance Industry: e p—
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Combined Ratio, 2001-2009:Q3* e

2005 Ratio

As Recently as 2001, Benefited from Best

Insurers Paid Out

. Heavy Use of Combined Cyclical
Nearly $1.16 for Every Reinsurance Ratio Since Losses,
Lowered 1949 (87.6)

$1in Earned Deterioration

Premiums

Reserve
Releases

90
2001 2002 2003 2004 2005 2006 2007 2008  2009:Q3*

* Excludes Mortgage & Financial Guaranty insurers in 2008, Including M&FG, 2008=105.1, 2009=100.7
Sources: AM. Best, ISO.

P/C Reserve Development, 1992—-2011E ‘fii i

$30

. Prior Yr. Reserve
$25 Development ($B)
$20 Impact on
$15 Combined Ratio
$10

6
-9.9-9.8

Prior Yr. Reserve Release ($B)

N M YW ON 9 Q9 H N DY WO N2 9 W
® ®© ® ® ® » ® ® © O © O © o0 O 6 & ° o
=

11E

Reserve Releases Are Expected to Taper Off
in 2010 and Drop Significantly in 2011

Note: 2005 reserve development excludes a $6 billion loss portfolio transfer between American Re and Munich Re. Including this
transaction, total prior year adverse development in 2005 was $7 bilion. The data from 2000 and subsequent years excludes
development from financial guaranty and mortgage insurance..

Sources: Barclay's Capital; AM. Best.

Calendar Year vs. Accident Year s,
P/C Combined Ratio: 1992—2010E* g

92 93 94 95 96 97 98 99 00 01 02 03 04 05* 06 07 08 09E 10E

W Calendar Year m Accident Year

Accident Year Results Show a More Significant Deterioration in Underwriting

Performance. Calendar Year Results Are Helped by Reserve Releases

Note: 2005 reserve development excludes a $6 billion loss portiolio transfer between American Re and Munich Re. Including this
transaction, total prior year adverse development in 2005 was $7 billon. The data from 2000 and subsequent years excludes
development from financial guaranty and mortgage insurance.

Sources: Barclay's Capital; AM. Best.
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P/C Insurance Industry

Financial Performance

A Resilient Industry in
Challenging Times
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Profitability

Historically Volatile

P/C Net Income After Taxes i
1991-2009:Q3 ($ Millions) H

$80,000 1 m 2005 ROE*= 9.4%
= 2006 ROE = 12.2%
$70.000 1 w 2007 ROE = 10.9%
= 2008 ROE = 0.3%

$60.000 1 5 2009:03 ROAS! = 4.5%

/  Eud

$50,000
$40,000
$30,000
$20,000
$10,000

$0

-$10,000 -$6,970
91 92 93 94 95 96 97 98 99 00 01 02 03 04 05 06 07 0809:Q3
- ROE flgues are GAAP; 1Rotur on avg, surlus. Excuding Morgage & Fnancial Guararty nsurers ields a 45% ROAS for 2008

and 5.9% for the first 9 months of 2009. 2009:Q3 net income was $20.5 billion excluding M&FG.
Sources: A.M. Best, ISO, Insurance Information Institute




ROE: P/C vs. All -
Industries1987—2009: Q3* W

(Percent)
P/C Profitab
20% cycli
yclical and Volatile
15% +
10% +
5% -
Lowest CAT
Losses in
15 Years
0% S
-5%

87 88 89 90 91 92 93 94 95 96 97 98 99 00 OL 02 03 04 05 06 07 0809:Q3
~#-US P/C Insurers ~ -=All US Industries

* Excludes Mortgage & Financial Guarantee in 2008 and 2009 through Q3.
Sources: 1SO, Fortune; Insurance Information Institute.

A 100 Combined Ratio Isn’t What It P s
Once Was: 90-95 is Where It's At Now G

Combined Ratio / ROE Combined ratio of about 100
generated a 6% ROE in 2009, 10%
110 15.9% in 2005 and16% in 1979 18%
105
12.7% 1010

100

95

90

85

80

1978 1979 2003 2005 2006 2008*  2009:Q3
I Combined Ratio —&— ROE*

Combined Ratios Must Be Lower in Today's Depressed
Investment Environment to Generate Risk Appropriate ROEs

* 2009 figure is retum on average statutory surplus. 2008 and 2009 figures exclude mortgage and financial guarantee insurers
Source: Insurance Information institute from AM. Best and ISO data
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Financial Strength & Capacity

The P-C Industry
Has Weathered the Storm Well
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P/C Insurer Impairments, 1969-2009p izemeron

5 of the 11 are Florida
companies (1 of these
5is atitle insurer)

The Number of Impairments Varies Significantly Over the P/C Insurance
Cycle, With Peaks Occurring Well into Hard Markets

Source: A M. Best; Insurance Information Institute.

P/C Insurer Impairment FreqUenCy VS.  r=e= e
Combined Ratio, 1969-2009p )

120 Combined Ratio after Div. —— P/C Impairment Frequency r20
18

115 0.79% Long-term
average impairment t16
frequenc’ L1a

110

105

I
NN

n
o
aey Juauureduw)

Impairment Rates Are Highly Correlated With Underwriting Performance
and Reached Record Lows in 2007/08

*Combined ratio of 101.7 is through Q3:09; 0.36% 2009 impairment rate is Iil estimate based on preliminary A.M. Best data.
Source: AM. Best; Insurance Information Insiitute
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Reasons for US P/C Insurer s weumanc
Impairments, 1969-2008

Deficient Loss Reserves and Inadequate Pricing Are the Leading Cause

of Insurer Impairments, Underscoring the Importance of Discipline.
Investment Catastrophe Losses Play a Much Smaller Role

r Reinsurance Failure
Sig. Change in Business

Misc.

Investment

Problems 7.0% Deficient Loss Reserves/

In-adequate Pricing

Affiliate Impairment 7.9%

Catastrophe Losses
14.3%

Alleged Fraud Rapid Growth

Source: A.M. Best: 1969-2008 Impairment Review, Special Report, Apr. 6, 2008
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US Policyholder Surplus: e p—
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1975-2009:Q3* G

($ Billions)

$550 Surplus as of 9/30/09 was $490.8B, up from
$437.1B as of 3/31/09. Recent peak was $521.8

$500 4 as of 9/30/07. Surplus as of 9/30/09 is now only

$450 - 5.9% below 2007 peak; Crisis trough was as of

$400 3/31/09->16.2% below 2007 peak.
$350 -
$300 +
$250
$200 +

“Surplus” is a measure of
underwriting capacity. It is
$150 analogous to “Owners
Equity” or “Net Worth” in

$100 + 2
non-insurance
$50 organizations
$0

75 77 79 81 83 85 87 8 91 93 95 97 99 01 03 05 07 O09*

The Premium-to-Surplus Ratio Stood at $0.87:$1 as of

9/30/09, Up from Near Record Low of $0.85:$1 at Year-End 2007

* As of 9/30/09
Source: A.M. Best, ISO, Insurance Information Institute.

Global Reinsurance Capacity Shrank -

INFORMATION
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in 2008, Mostly Due to Investments

Global Reinsurance Capacity Source of Decline

$370 Realized
$360 Capital
Losses

$350
$330
$310 $300
Change in Hurricanes
$290 Unrealized
Capital Losses
$270

2007 2008

Global Reinsurance Capacity
Fell by an Estimated 17% in 2008

Source: AonBenfield Reinsurance Market Outlook 2009; Insurance Information Institute. 65
Policyholder Surplus, it
2006:Q4-2009:Q3 il

Capacity as of 9/30/09
($ Billions) Capacity Peaked at was just 5.9% below the
$521.8 as of 9/30/07 2007 peak and will
5210 likely set a new record
% $517.9 $515.6 in 2010
$512.8 505.0

$540
$520
$500
$480
$460
$440
$420
$400
$380

06:Q4 07:Q1 07:Q2 07:Q3 07:Q4 08:Q1 08:Q2 08:Q3 08:Q4 09:Q1 09:Q2 09:Q3
Declines Since 2007:Q3 Peak

08:Q2: -$16.6B (-3.2%)  09:Q1: -$84.7B (-16.2%)
08:Q3: -$43.3B (-8.3%)  09:Q2: -$58.8B (-11.2%)
08:Q4: -$66.2B (-12.9%)  09:Q3: -$31.8B (-5.9%)

Source: IS0, AM Best.




Ratio of Insured Loss to Surplus for e r—
Largest Capital Events Since 1989* T

(Percent) The Financial Crisis at its
Peak Ranks as the Largest
18% “Capital Event” Over
the Past 20+ Years 16.2%
15% 1 13.8%
12% -
9% -
6% -
3% -
0% -
6/30/1989 6/30/1992 12/31/93  6/30/01 Sept. 6/30/04 6/30/05 Financial
Hurricane Hurricane Northridge 11 Attacks Florida Hurricane Crisis as of
Hugo Andrew Earthquake Hurricanes Katrina 3/31/09**

* Ratio is for end-of-quarter surplus immediately prior to event. Date shown is end of quarter prior to event
** Date of maximum capital erosion; As of 9/30/09 (latest available) ratio = 5.9%
Source: PCS; Insurance Information Institute
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Investment Performance

Weak Investment Results
Are a Main Cause of Low Profits

Property/Casualty Insurance Industry i
Investment Gain: 1994-2009: Q3! g

($ Billions)

94 95 96 97 98 99 00 01 02 03 04 O05* 06 07
Investment Gains Fell by 51% In 2008 Due to Lower Yields,

08 09:Q3

Poor Equity Market Conditions. Through Three Quarters in 2009,
Write-downs Were Offset by Unrealized Capital Gains

* Investment gains consist primarily of interest, stock dividends and realized capital gains and losses.
* 2005 figure includes special one-time dividend of $3.28.
Sources: ISO; Insurance Information Institute.




P/C Insurer Net Realized P e

INFORMATION

Capital Gains, 1990-2009:Q3 s

($ Billions)

$20

90 91 92 93 94 95 96 97 98 99 00 01 02 03 04 05 06 07 0809Q3

Realized Capital Losses Hit a Record $19.8 Billion in 2008 Due to Asset Price
Turmoil, a $27.7 Billion Drop vs. 2007, and Down $3.25B More Through

Q3:2009. This is a Main Cause of 2008/2009's Large Drop in Profits and ROE

Sources: AM. Best, ISO, Insurance Information Institute.

Bond Yields Are Still Quite Low e r—
Compared to Pre-Crisis Levels e
6%
4820 496% S04% 496% ,oo0 4000, 4.88% 500% 4.93% 5.00% 519%
5%
55%

4% Treasury yields for 5-yr notes
are slightly higher than they

361%
were 14 months ago. Still

3% quite depressed (2.30%!) 05%
relative to pre-crisis yields.

30%
29%
20135% — Pre-Crisis (July 2007)
1% 81% Year-end 2008
132% ~— Month-end Feb 2010
0%

im 3M &M 1y 2y 3y 5Y 7Y 1oy 20v 30Y

Stock Dividend Cuts Will Further Pressure Investment Income

‘Sources: Board of Governors of the United States Federal Reserve Bank at
Jus estic-finance/debt

i_historical_main shim! ; Insurance Information Institute.

Distribution of P/C Insurance Industry’s =-:uu

Investment Portfolio L

= Invested assets totaled Bonds
$1.214 trillion as of 12/31/08

68.4%
W Insurers are generally

conservatively invested, with
more than 2/3 of assets
invested in bonds as of

12/31/08
= Only gbout 15% of assets Other 6:1%
were invested in common stock
as of 12/31/08 Preferred Stock 4,4
Real Estate 0.9% Common
® Even the most conservative of Cash and Stock
portfolios was hit hard in 2008 Short-term

Investments

Sources: NAIC; Insurance Information Insitute research.
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Catastrophic Loss —
Catastrophe Losses Trends
Are Trending Adversely

reeE iNsuRANCE
INFORMATION

US Insured Catastrophe Losses .

. $100 Billion CAT Year is
($$1230|“'0ns) Coming Eventually S

o
=1
S
=
s

2000s: A Decade of Disaster

$100
- 2000s: $193B (up 117%) Were Down
] 48% though
1990s: $898 03 from.

$60 $21.1B 2008
$40
$20
$0

90 91 92 93 94 95 96 97 98 99 00 01 02 03 04 05 06 07 08 09*20??

8

@

2009 CAT Losses Were Less than Half of 2008.
2005 Was by Far the Worst Year Ever for Insured Catastrophe

Losses in the Decade of the 2000s Were More than Double the 1990s,
But the Worst Has Yet to Come

*2009 figure is Munich Re estimate.
Note: 2001 figure includes $20.38 for 9/11 losses reported through 12/31/01. Includes only business and personal
property claims, business interruption and auto claims. Non-prop/Bl losses = $12.28,

‘Sources: Property Claims Service/ISO; Insurance Information Institute.

Natural Catastrophe Losses - -
in the U.S. 2009 TR

Fatalities Estimated Estimated

As of January Overall Losses Insured Losses

2010 (US $m) (US $m)
Tropical 8 Minor Minor
Cyclones
Severe 21 13,710 9,625
Thunderstorms
Winter Storms 70 1600 770>
Wildfires 6 280 185
Floods 22 1,600 232

Sources: (unmarked) - MR NatCatSERVICE,
*-Property Claims Services (PCS)




Top 12 Most Costly Disasters e p—
in US History T

(Insured Losses, 2008, $ Billions)

Insurance Event and 3rd Most Expensive
Hurricane in US History Arising from
About 1.35MM Claims
$228 $238

$113 $113 $125

s62 $7.3 $81 $85

$42 $52

Jeame Frances Rita  Hugo han  Charey Wima Notthridge ke 911 Andrew Katiina
(2004) (2004) (2005) (1989) (2004) (2004) (2005) (1994) (2008) Atacks (1992) (2005)
(2001)

8 of the 12 Most Expensive Disasters in US History
Have Occurred Since 20

*PCS estimate as of August 1, 2009,
Sources: PCS; Insurance Information Institute inflation adjustments.
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Total Value of Insured Coastal Exposure ‘i

(2007, $ Billions)

Alabama - In 2007, 5 New England States had a

Georgia h Combined Estimated $1.5 Trillion Coastal

Exposure--More than Any State Except
Florida and New York

New Hampshire

Mississippi

Rhode Island
Maryland

$0 $500 $1,000 $1,500 $2,000 $2,500 $3,000

‘Source: AIR Worldwide:
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Five Challenges

Facing P-C Insurers
in the Next 5-6 Years




raeE iNsURANCE

G Protecting Capital ([ o

® Black Swan: Surplus losses (mainly asset value losses) were larger
and occurred more quickly than was believed possible

¥ In 6 calendar quarters surplus dropped over 16% ($858) from
9/30/07 peak (a bigger capital hit than KRW in 2005)
+ Luckily for the industry, at the same time as the financial
crisis/recession, it suffered only one major CAT event
(Ike), unlike 2004-05 but this could have happened
B Most of the surplus loss has now been rebuilt, but now some equity
analysts are again saying the P/C industry has “excess surplus”

. They’re calling for stock buy-backs, strategic acquisitions,

® It Could Have Been Worse: During the Great Depression (1929—
1933) PHS fell 37%, Assets fell 28% and Net Written Premiums fell
by 35%. It took until 1939-40 before these key measures returned to
their 1929 peaks

Bottom Line: We Should not Dismiss our Fresh Appreciation for the

Vulnerability of the Capital We Have.

reeE iNsuRANCE

e Reloading Capital After “Capital Event” (B

m P/C insurers had come to believe that large amounts of capital
can be raised quickly and cheaply after major events (9/11,
Katrina)

+ This assumption was incorrect during and immediately after
the financial crisis

B The cost of capital can rise sharply (relative to “risk-free” rates),
reflecting both scarcity, increasing volatility, and heightened
investor risk aversion

m Possible consequences of a failure to “reload”: Insolvencies,
forced mergers, calls for government aid, requests to relax capital
requirements

Implications: P/C (re)insurers need to develop detailed contingency plans

to raise fresh capital and/or generate it internally. Problems raising
capital in a difficult environment were a reality for some life insurers.

RN INSURANCE

a Years of Low Investment Earnings ([ oo

Low interest rates, risk aversion toward equities and many
categories of fixed income securities lock in a multi-year trajectory
toward ever lower investment gains

Fed actions in Treasury markets keep yields low

Many insurers have not adjusted to this new investment paradigm of
a sustained period of low investment gains

Regulators will not readily accept it; many will reject it

Implication 1: Industry must be prepared to operate in environment
with investment earnings accounting for a smaller fraction of profits

Implication 2: Implies underwriting discipline of a magnitude not
witnessed in this industry in more than 30 years. Yet to manifest
itself.

® Lessons from the period 1920-1975 need to be relearned




e The Return of Terrorism Risk R

m Rising perception that the U.S. is vulnerable to terrorism

= The thwarted Christmas Day attack by the “underwear bomber”
reminded us that al Qaeda is still intent on bringing terror to the
u.s.

= Al Qaeda might step up its terrorist efforts in response to the
surge in Afghanistan

= Media reports on newly-discovered terrorist groups, such as
“al Qaeda in the Arabian Peninsula”

m We will see increased anti-terror efforts
= full-body scans at airports
m Efforts by the government to appear more vigilant, prepared
M Reports on new anti-terror coordination efforts

® The trial of 9/11 suspects will focus media attention on
terrorism and terrorists, possibly for several years

Bottom Line: Buyers and producers will likely have
new discussions about terrorism coverage

52
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e The Re-Emerging Tort Threat ik

= No tort reform (or protection of recent reforms) is forthcoming
from the current Congress or Administration

m Erosion of recent reforms is a certainty (already happening)

B Innumerable legislative initiatives will create opportunities to
undermine existing reforms and develop new theories and
channels of liability

¥ Torts twice the overall rate of inflation

® Influence personal and commercial lines, esp. auto liability
m Historically extremely costly to p/c insurance industry

B |eads to reserve deficiency, rate pressure

Bottom Line: Tort “crisis” is on the horizon and will be

recognized as such by 2012-2014

Insurance Information Institute Online:

WWW.111.0rg

Thank you for your time
and your attention!




