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Background

= Company Failures/Impairments/Downgrades
= Sarbanes / Oxley Act (2002)

= Severe Reserve Developments 2002-2004

Nov. 2003 S&P Article
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Words Used by Outsiders

“Actuaries are signing off on reserves that turn out to be
wildly inaccurate.”

“... {they have} scope to suppress the bad news.”

“Whether by naiveté or knavery ... reserve additions have
undermined confidence in estimates ...”
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Scrutiny and Criticism

Some of their points have merit, but ...

... there are problems with the reasoning
= Observation: “Reserves are developing adversely”

= Conclusion: “Actuaries are either stupid, are crooks, or
are both.”
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The Questions

= Are reserve developments a cause of, a symptom of, or a
lagging indicator of the industry’s problems?

= Is the SAO serving the industry properly?

= What is the role of actuarial practice?
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The Profession’s Response

2003 — AAA Response

2005 - CAS Task Force on Actuarial Credibility

Report to membership and other professional bodies
Focus is primarily on reserving issues and the SAO

2005 to Present - CPC / Others - Research
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Long Historical Look at Industry Data
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Analysis of Historical Data

= Reserve leverage has reduced considerably over the long-term
= Early in the 2000’s a sharp increase in reserving levels occurred
= Asbestos liabilities
= QOther Mass torts (construction defects, tobacco)
= Mold
= 9-11 liabilities

= Fortunately, capital levels caught-up shortly afterward

= Reserving leverage continues to be at relatively lower levels
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One-Year Development
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Analysis of Historical Developments

= $15BB over the past year for Top 30 groups as compared to $4.2BB
in 2007 and $3.5BB in 2006

= Overall industry developments have been trending more favorably
each year since 2003. 2008 showed a trend toward more adverse
results, but due to a particular reason.

= Massive upward developments earlier in the 2000’s, driven heavily
by A&E adjustments, fueled the scrutiny from industry observers
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Reserve Developments to Surplus

Based on number of companies

Less than Between Between Between Between Greater than
-10% 5% and -10% 0% and -5% 0% and 5% 5% and 10% 10%
1998 18.9% 13.9% 31.8% 21.3% 4.8% 9.3%
1999 15.1% 14.0% 32.1% 24.3% 5.4% 9.0%
2000 13.0% 11.8% 35.2% 24.5% 6.3% 9.2%
2001 12.4% 10.2% 28.0% 26.8% 7.1% 15.5%
2002 9.5% 8.1% 27.1% 29.0% 9.4% 16.8%
2003 9.2% 8.3% 29.6% 27.6% 9.6% 15.7%
2004 9.3% 12.1% 33.0% 28.0% 6.5% 11.1%
2005 9.2% 11.8% 29.2% 41.0% 2.9% 5.9%
2006 9.0% 12.3% 36.3% 34.4% 3.8% 4.2%
2007 13.5% 11.8% 34.7% 32.2% 2.9% 4.8%
2008 13.7% 14.5% 32.5% 31.3% 2.9% 5.2%
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Reserve Developments to Prior Reserves

Based on number of companies

Less than Between Between Between Between Greater than
-10% 5% and -10% 0% and-5% 0% and 5% 5% and 10% 10%
1998 33.7% 14.8% 18.9% 13.1% 5.7% 13.8%
1999 31.2% 13.1% 19.2% 17.6% 5.4% 13.5%
2000 29.9% 11.7% 20.5% 16.2% 7.0% 14.8%
2001 28.0% 9.3% 15.3% 17.5% 9.2% 20.7%
2002 25.0% 9.2% 12.4% 19.6% 10.2% 23.7%
2003 24.2% 8.6% 16.3% 19.3% 10.4% 21.1%
2004 26.7% 11.2% 18.9% 19.3% 9.0% 14.9%
2005 23.1% 13.5% 23.8% 25.6% 4.8% 9.3%
2006 26.4% 15.9% 27.5% 17.3% 4.7% 8.2%
2007 32.5% 15.3% 24.7% 14.1% 4.6% 8.8%
2008 32.9% 17.8% 22.6% 13.4% 4.5% 8.8%
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Historical Movements

= Since earlier in the decade, prevailing reserve movements
are more frequently to the favorable side

= 2008 adverse movements are not seen in the frequency
(number of companies) data. Implies a small number of
large movements.
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Company by Company Research

= We chose the Top 30 (“the Dirty 30”) -- The largest 30
companies in terms of the 1-Year Development statistic.

= Companies v Groups

= We looked at data on both levels
= Top 30 from this point is using Groups
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Top 30 Groups in 2008 One-Year Development
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Analysis of Top 30 Financial Data

= 3 Mutuals, 1 Reciprocal, 26 Stock Companies

= Massive influence from carriers which predominantly write
financial products / mortgage insurance

= 8 Groupsin Top 19
= S5o0fTop6

= $12.7BB of $14.9BB
= Two had PHS go negative

= Three other groups were large personal lines insurers which made
the list only due to their size (i.e., small percentages of prior PHS)
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Analysis of Top 30 Financial Data

= 2008 surplus fell across the industry due primarily to reduction in
asset values late in the year

= Most of the others (19) had developments from other more
traditional reserve sources (A&E, mass torts, reinsurance)

= 13 of the Top 30 Groups were “repeat offenders”
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Top M Groops in 2008 One-Year Development
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General Stats of Top 30 - SAO Data

= Professional Designations of AA’s for Top 30
= 23 Fellows
= 6 Associates
= 1 Other (permitted signer)

= Professional Affiliations of AA’s for Top 30
= 8 Employees
= 11 Actuaries from Audit Firm
= 11 Independents

= 3 of Top 30 changed AA before 2008
= 4 of Top 30 changed AA before 2007
= 23 remained with AA through the three years
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General Stats of Top 30 - SAO Data

= Risk of Material Adverse Deviation (RMAD) Disclosures

= 2008:
= 19 said there was a significant risk
= 11 said there was not
= 2 switched

= 2007:
= 17 said there was a significant risk
= 13 said there was not

= 2006:
= 9said there was a significant risk

= 19 said there was not
= 1 had no RMAD disclosure
= 1 discussed but did not take a clear position
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Beyond the Top 30

* Additional Research — Expanding the Field

— Add to the Top 30 the following;:
e Top 30 for Two-Year Development ($) Statistic
e Top 30 for One-Year to '07-PHS (Ratio) Statistic
e Top 30 for Two-Year to '06-PHS (Ratio) Statistic

— Eliminate overlaps

—  Result: 76 Groups
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Beyond the Top 30

= Changed in Appointed Actuary

= 2008: 11 of 76 noted changes

= 2007: 23 of 76 noted changes

NAVIGANT .

CONSULTING



Beyond the Top 30

= Risk of Material Adverse Deviation (RMAD) Disclosures

= 2008:
= 49 said there was a significant risk
= 17 said there was not
= 10 missing or N/A

= 2007:
= 46 said there was a significant risk
= 20 said there was not
= 10 missing or N/A

= 2006:
= 27 said there was a significant risk
= 19 said there was not
= 30 missing or N/A
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Historically

RMAD disclosure slow to show

50% had RMAD’s in 2002
* 67% had RMAD’s in 2003
e 83% had RMAD’s in 2004
e 70% had RMAD’s in 2005
e 71% had RMAD’s in 2006

?% had RMAD’s in 2007

74% had RMAD’s in 2008
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Beyond the Top 30

* Prevailing Materiality Standards

— % of PHS (36 of 76)
e 10% =18 SAO’s
e 15%= 6SAO’s
e 20%= 8SAO’s
e 25%=4SA0’s
e Other single SAO’s at 1%, 4%, 5%, and 30%
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Beyond the Top 30

* Prevailing Materiality Standards

— % of Net Reserves (12 of 76)
* 5%=2SA0’s
e 10%= 5SAQO’s
* 15%= 4SAQO’s
e 20%=1SA0

— Other Standards (13 of 76)

e 9 picked round figures mostly via judgment

e 1SAO used 50% of IBNR

e 3 others used RBC standard (difference to CAL)
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One-Year Development — relation to underwriting cycle
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Finally ...

Questions ... 7?7

Ideas for Further Research ... ?
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