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Conventional Wisdom, Example 1

“In the insurance industry so far this year, we have witnessed a
significant and rapid destruction of capital. We began the year
with an over-capitalized industry feeding a soft market. Since
then, natural catastrophes and financial market losses have
destroyed a great deal of this excess capital. Additionally,
downgrades and government ownership are impairing the ability of
a number of companies to operate in the same manner as they
have in the past, and this adds to industry capital pressures.
Moreover, the cost of debt and equity capital has soared for all
industries globally, including insurance, and this will be true for
some time to come. While all this is going on, insurance company
margins are under greater pressure as underwriting experience
deteriorates due to increased cats, soft market pricing, and
declining returns on investment portfolios.

In sum, the end of the soft market in insurance has arrived.”

Evan G. Greenberg, Chairman and CEO, ACE Limited, October 29, 2008
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Conventional Wisdom, Example 2

“The mid-year renewals, from what we’ve seen so far, will behave very
to what happened in Q1. Rates are still off; we saw that as we
looked into Q2. Capacity is still plentiful; while there have been an
inordinate amount of catastrophes that have occurred over the last
three months, none of them are going to really drive pricing in the
reinsurance segment, and we can expect to see the headwinds
continue throughout the year, absent any large catastrophes.”

Peter Zaffino, President and CEO, Guy Carpenter, May 4, 2010
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Conventional Wisdom, Example 3

“The recent cycle of major natural catastrophes is not expected to
materially alter the levels of capital available in the market.
Consequently, the general rating environment remains
competitive.”

Interim Management Statement, Jardine Lloyd Thomson Group plc,
April 28, 2011
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If excess capacity (= more surplus, = lower NWP/PHS ratios) prevents hard markets,
shouldn’t peak NWP/PHS ratios correspond to trough NWP growth rates?
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Surplus Growth Isn’t a Consistent Indicator
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Sometimes, surplus declines precede hard markets, and sometimes they don’t;
e.g., the 2008 surplus decline was the second-biggest drop in 40 years, and nothing.
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Economics Pre-101

Prices can only go up if
Demand increases (D,->D,), or  Supply decreases (S,->S,)

Source: Wikipedia
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Looking past the natural upward drift, PPA Liability seems to show a long-term
downward trend, while WC looks more cyclical.

Does Concentration Equal Causation?

Annual NWP Growth
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PPA Liability annual NWP growth volatility has been declining. WC, not so much.

5/12/2011




%

Unconventional Wisdom

“Markets don’t change because of capital. I've been
pounding the table about this for a long time, but the
only thing | have that’s in my favor are the facts. No
one seems to want to believe the facts, but you can go
back to 1974 and the facts have always said that there’s
always been plenty of capital; what’s changed is
people’s state of mind, and that is the fear that the
capital will erode, the losses are unexplainable,
unfathomable, and when that starts to happen, people
start to behave in a different way.”

William R. Berkley, Chairman and CEO, W.R. Berkley
Corporation, April 26, 2011
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Knowing When to Call it a Day
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Source: SNL

The longer the soft market lasts, the more M&A activity there is.
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Two Press Releases Dated Oct. 28, 2010

1) First Mercury Financial Corporation (NYSE: FMR) (“First Mercury” or
the “Company”) today announced results for the third quarter
ended September 30, 2010...During the three and nine months
ended September 30, 2010, there was $11.4 million of unfavorable
development of prior years’ net loss and loss adjustment expense
reserves due to adverse claims development principally in the
Company’s primary general liability and professional liability lines of
business.

2) Fairfax Financial Holdings Limited (TSX: FFH and FFH.U) and First
Mercury Financial Corporation (NYSE: FMR) today announced that
Fairfax and First Mercury have entered into a merger agreement
pursuant to which Fairfax will acquire all of the outstanding shares
of First Mercury common stock.

5/12/2011




Watch What Théy Say, Not What They Do
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Important Disclosures and Certifications

1, Meyer Shields, certify that the views expressed in this research report accurately reflect my personal
views about the subject securities or issuers; and I, Meyer Shields, certify that no part of my
compensation was, is, or will be directly or indirectly related to the specific recommendation or views
contained in this research report.

For our European Conflicts Management Policy go to the research page at www.stifel.com.

stifel, Nicolaus & Company, Inc.'s research analysts receive compensation that is based upon (among
other factors) Stifel Nicolaus' overall investment banking revenues.
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Additional Disclosures
Ourinvestment rating system is three tiered, defined as follows:

BUY -For U.S. securities we expect the stock to outperform the S&P 500 by more than 10% over the next 12 months. For
Canadian securities we expect the stock to outperform the S&P/TSX Composite Index by more than 10% over the next 12
months. For other non-U.S. securities we expect the stock to outperform the MSCI World Index by more than 10% over
the next 12 months. For yield-sensitive securities, we expect a total return in excess of 12% over the next 12 months for
U.S. securities as compared to the S&P 500, for Canadian securities as compared to the S&P/TSX Composite Index, and for
other non-U.S. securities as compared to the MSCI World Index.

HOLD -For U.S. securities we expect the stock to perform within 10% (plus or minus) of the S&P 500 over the next 12
months. For Canadian securities we expect the stock to perform within 10% (plus or minus) of the S&P/TSX Composite
Index. For other non-U.S. securities we expect the stock to perform within 10% (plus or minus) of the MSCI World

Index. A Hold rating is also used for yield-sensitive securities where we are comfortable with the safety of the dividend,
but believe that upside in the share price is limited.

SELL -For U.S. securities we expect the stock to underperform the S&P 500 by more than 10% over the next 12 months
and believe the stock could decline in value. For Canadian securities we expect the stock to underperform the S&P/TSX
Composite Index by more than 10% over the next 12 months and believe the stock could decline in value. For other non-
U.S. securities we expect the stock to underperform the MSCI World Index by more than 10% over the next 12 months
and believe the stock could decline in value.

Of the securities we rate, 49% are rated Buy, 49% are rated Hold, and 2% are rated Sell.

Within the last 12 months, Stifel, Nicolaus & Company, Inc. or an affliate has provided investment banking services for

33%, 20% and 13% of the companies whose shares are rated Buy, Hold and Sell, respectively. 5
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Additional Disclosures

Please visit the Research Page at wwwstifel.com for the current research disclosures applicable to the companies
mentioned in this publication that are within Stifel Nicolaus' coverage universe. For a discussion of risks to target price
please see our stand-alone company reports and notes for all Buy-rated stocks.

The information contained herein has been prepared from sources believed to be reliable but is not guaranteed by us and
is not a complete summary or statement of all available data, nor is it considered an offer to buy or sell any securities
referred to herein. Opinions expressed are subject to change without notice and do not take into account the particular
investment objectives, financial situation or needs of individual investors. Employees of Stifel, Nicolaus & Company, Inc. or
its affiliates may, at times, release written or oral commentary, technical analysis or trading strategies that differ from the
opinions expressed within. Past performance should not and cannot be viewed as an indicator of future performance.

stifel, Nicolaus & Company, Inc. is a multi-disciplined financial services firm that regularly seeks investment banking
assignments and compensation from issuers for services including, but not limited to, acting as an underwriter in an
offering or financial advisor in a merger or acquisition, or serving as a placement agent in private transactions. Moreover,
stifel Nicolaus and its affiliates and their respective shareholders, directors, officers and/or employees, may from time to
time have long or short positions in such securities or in options or other derivative instruments based thereon.

These materials have been approved by Stifel Nicolaus Limited and/or Thomas Weisel Partners International Ltd.,
authorized and regulated by the Financial Services Authority (UK), in connection with its distribution to professional
clients and eligible counterparties in the European Economic Area. (Stifel Nicolaus Limited home office: London +44 20
7557 6030.) No investments or services mentioned are available in the European Economic Area to retail clients or to
anyone in Canada other than a Designated Institution. This investment research report is classified as objective for the
purposes of the FSA rules. Please contact a Stifel Nicolaus entity in your jurisdiction if you require additional information.

5/12/2011

-3
Additional Disclosures

The use of information or data in this research report provided by or derived from Standard & Poor’s Financial Services,
LLC is © 2011, Standard & Poor’s Financial Services, LLC (“S&P"). Reproduction of Compustat data and/or information in
any form is prohibited except with the prior written permission of S&P. Because of the possibility of human or mechanical
error by S&P's sources, S&P or others, S&P does not guarantee the accuracy, adequacy, completeness or availability of any
information and is not responsible for any errors or omissions or for the results obtained from the use of such

information. S&P GIVES NO EXPRESS OR IMPLIED WARRANTIES, INCLUDING, BUT NOT LIMITED TO, ANY WARRANTIES OF
MERCHANTABILITY OR FITNESS FOR A PARTICULAR PURPOSE OR USE. In no event shall S&P be liable for any indirect,
special or consequential damages in connection with subscriber’s or others’ use of Compustat data and/or information
For recipient’s internal use only.

Additional Information Is Available Upon Request

2011 Stifel, Nicolaus & Company, Inc. One South Street Baltimore, MD 21202. All rights reserved.




