
There was never any doubt that the subprime mortgage market collapse would have an insurance
impact. The question was one of extent. While estimates vary from $1 billion to $3 billion, it looks
like the reality may settle at the upper end of the scale. The final answer will not come until 2008
or maybe even 2009, but history, litigation tendencies and capital markets point toward the worst
case scenario.

Background
In February 2007, New Century Financial shocked Wall Street. The nation’s second largest subprime
lender revealed that, because of loan portfolio losses, it would have to restate its financials. New
Century’s disclosure led to a bankruptcy filing a mere two months later and initiated a flood of reports
from financial institutions and real estate industry service providers in which loan portfolios were
impaired, earnings were decimated or solvency was threatened. This credit contagion has spread from
the real estate sector, short-circuiting the boom in leveraged buyouts (which was fueled by inexpensive
debt) and calling into question the way companies value investments that they thought were liquid.
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As expected, securities litigation has been filed by investors in the companies affected by the credit
market’s implosion. (Re)insurers of Directors and Officers (D&O), Professional Liability and Errors and
Omissions (E&O) lines in the United States and overseas are unsure of the impact that this litigation
ultimately will have on profitability. Because investors are still filing, new causes of action continue to
be discovered, and the list of potentially affected companies is likely to keep growing. Early reports
from insurance equities analysts have focused primarily on asset valuation, indicating that insurers’
balance sheets would be unaffected while ignoring the underwriting implications. The analyst commu-
nity is not unanimous in this rosy assessment. Some have suggested that the underwriting impact
could range from $1 billion to $3 billion, though the damage would be contained by an otherwise
benign loss environment. 

Current claim activity
The crisis could have been worse for insurers. Fortunately, the subprime market collapsed when there
were fewer securities class action suits than usual. When the dust settles, total insured losses are
likely to be at the top end of analyst estimates (i.e. $3 billion), because most reports have understated
the D&O limits at risk and assume there will not be many claims beyond what has been filed already.
Insured losses could account for 30% to 35% of D&O industry premium which is unlikely to reduce
available reinsurance capacity or substantially impair (re)insurers’ results or balance sheets. A hard-
ening of reinsurance pricing in 2008 seems unlikely, except for insurers who are overweight in the
affected sectors (e.g. homebuilders, subprime lenders).

Claim activity has occurred across all industries with most resulting from allegations of issuing materi-
ally false and misleading statements (based on securities class actions filed through mid-October).
Most of the credit crunch’s impact will affect the D&O product line, although E&O suits, ERISA
actions and other suits have been filed and could lead to further substantial insurance losses.

One reason why the impact is likely to be greater than it
appears is that investors may begin to file against companies
not involved in subprime lending but which felt the disruption
caused by the subprime mortgage market. For example,
Northern Rock–a United Kingdom mortgage lender not
involved in subprime markets–relied heavily on short-term
debt to fund its mortgage lending activities. But, the collapse
of the subprime market led to a general tightening of credit
that forced Northern Rock to seek emergency funding from
the Bank of England. This move led to the first run on a UK
bank in more than a century, and Northern Rock lost 90%
of its market value. The net result, of course, was litigation,
with various institutional shareholders filing lawsuits against
Northern Rock’s directors.
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Impact on professional liability insurers
According to an internal analysis by Guy Carpenter & Company, LLC (“Guy Carpenter”), insured D&O
losses could exceed $2 billion, based on an analysis of 701 companies in the industries most heavily
affected by the market for subprime credit. The market capitalization damage resulting from the 19
subprime shareholder class action filings ranges from 30% to 100%, with the average above 65%.

Guy Carpenter’s internal analysis considers a number of variables that will contribute to the ultimate
insured loss amount, including available limits and underlying claim allegations (e.g. securities law
violations, financial restatements). Securities class actions have historically been drivers of insured
loss in similar cases, which is why the estimates are focused on the D&O exposure.
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The range of potential insured D&O losses for this event is based on claim and stock activity in 2007.
Because of the direct correlation between market cap damages (i.e. stock drops) and eventual settle-
ments, we looked at how many firms might experience litigation at varying levels of market cap loss.
Then, to estimate severity, we used the market cap damage for non-insiders adjusted for loss
expenses on an individual company basis along with information on D&O insurance programs – with
the outcome capped at the insurance limit. Where actual insurance limits were not known, we used
sources including Marsh’s 2007 Financial Institutions Risk Benchmark Report. Furthermore, in our
calculation we assume 25% of cases filed will be dismissed.
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Minimum of Insurance limit

or

{Market Cap Damage x (100% - % held by insiders) x (100% + Loss Adjustment Expense %)}

Estimated insured losses by industry are below with mortgage investment, regional banks and residen-
tial construction companies likely to sustain the most damage.

D&O loss outlook for 2008
According to former Federal Reserve Chairman Alan Greenspan, “We aren’t through with this yet”.
Regarding the subprime financial crisis, Greenspan believes that there still could be an "Act II, in
which falling house prices feed into slower consumer spending.”  As a result, 2007 may have been
an incubation period, with the full ramifications for the D&O market to be realized fully in 2008. 

To understand the uncertainty heading into 2008, one can take a look at the ratio of the trading volume
of put options to call options (i.e. the “put/call” ratio). Typically used to gauge investor sentiment, a high
put/call ratio (i.e. high volume of puts compared to calls) signals bearish attitudes across Wall Street. 

From 2004 – 2006 the put/call average for the Chicago Board Options Exchange (CBOE) had an
average of approximately 150%. Through 2007, it grew by 13% to 170%. Companies directly involved
in litigation over subprime securities have even higher put/call ratios, particularly in the months leading
to a securities class action filing. Radian Group (below), for example, saw its put/call ratio reach 461%
in June 2007. A securities class action suit was filed the next month.

The CBOE put/call ratios for the entire market have been ramping up, and more importantly, for the
companies in affected industries.  Based on put/call increases and stock market volatility (among
other indicators), more shareholder class action filings appear likely for 2008, with at least 40 compa-
nies showing elevated put/call ratios. Looking forward, the companies with the highest put/call ratio
increases (in particular the top 10, below) could be in for a tough year.
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Loss potential from other professional liability products
More litigation is on the horizon for 2008. As E&O and other professional liability markets are fragmented,
it is difficult to estimate potential insured losses. The classes that appear to have the most exposure are
alternative investment funds (e.g. hedge funds, private equity funds), real estate agents and mortgage
brokers. While hedge funds historically have not been large purchasers of insurance (10% to 15% of
8,000+ funds), their increased interest in buying D&O and/or E&O, as well as the significant rate
hardening on existing funds, seems to indicate that attitudes are changing.

According to a 2004 study by Wholesale Access Mortgage Research & Consulting, Inc., there are
approximately 53,000 mortgage brokerage companies that employ an estimated 418,700 employees
and originate more than 50% of all US residential loans. Assuming an average insurance limit of
$300,000 for each company (the minimum required by Fannie Mae/Freddie Mac), there would be
almost $16 billion of insurance at stake.

The nature of the parties initiating litigation will impact the outcomes, particularly for real estate-related
classes like agents and mortgage brokers. Actions by individuals would represent higher claim frequency,
but lower ultimate insured losses, while class actions, in which plaintiff attorneys generally try to structure
a party of multiple claimants with similar grievances, represent a much larger potential insured loss,
despite a lower claim frequency. Class actions are most likely to be limited to the largest companies who
represent deep pockets to potential plaintiffs.

In the event that the credit issues persist and disputes increase, particularly in the residential real estate
market, insured losses to real estate agents and mortgage brokers could reach into the hundreds of
millions of dollars.

Effects on professional liability underwriting
Outside the companies with claims or those in the industries (e.g. homebuilders) most affected by the
credit crunch, insurance rates have not increased, and coverage has not decreased. Nonetheless, most
insurers have approached the crisis with a conservative posture, as some industries are exposed to
significant risk.
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(Re)insurers are viewing Side A D&O coverage as increasingly vulnerable to claims from the credit
crunch, despite the fact that traditionally it has been more profitable than other professional liability
products. The large investment banks, for instance, may have a “failure to supervise” exposure arising
from trading losses or debt-structuring (e.g. CDOs, CLOs). This exposure could lead to derivative
litigation that would impact their Side A policy forms, traditionally perceived as having less loss expo-
sure. A substantial portion of the insured limits exposed to this credit event are Side A in nature.
The plaintiffs’ ability to access these insurance policies could mushroom the insured loss.

Impact on reinsurance market, terms and conditions
Since 2004, the largest professional liability insurers have lowered their reinsurance purchasing
dramatically. As a group, the top ten buyers reinsure 60% less than they did just three years ago.

Middle market insurers are more heavily reinsured than their larger competitors. However, their
exposure is reduced by a lack of coverage concentration in financial institutions and Fortune 1000
companies. It seems that most losses will be sustained by the ten largest insurers–and that most
reinsurers will see no material adverse effect to their professional liability earnings. Ironically, this
event may prove to be positive for reinsurers if the potential for loss activity stems the tide of rate
decreases and reinforces the value of reinsurance to all ceding companies.
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Total Gross Capacity, Top 10 Insurers 250,000,000

2004 Reinsurance Capacity for Top 10 Insurers 128,750,000

Current Reinsurance Capacity for Top 10 Insurers 50,565,000

Change -61%
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Guy Carpenter & Company, LLC provides this report for general information only.  The information contained herein is
based on sources we believe reliable, but we do not guarantee its accuracy, and it should be understood to be general
insurance/reinsurance information only.  Guy Carpenter & Company, LLC makes no representations or warranties,
express or implied.  The information is not intended to be taken as advice with respect to any individual situation and can-
not be relied upon as such.  Please consult your insurance/reinsurance advisors or legal counsel with respect to individ-
ual coverage issues.

Readers are cautioned not to place undue reliance on any historical, current or forward-looking statements.  Guy
Carpenter & Company, LLC undertakes no obligation to update or revise publicly any historical, current or forward-looking
statements, whether as a result of new information, research, future events or otherwise.

Statements concerning, tax, accounting, legal or regulatory matters should be understood to be general observations
based solely on our experience as reinsurance brokers and risk consultants, and may not be relied upon as tax, account-
ing, legal or regulatory advice which we are not authorized to provide.  All such matters should be reviewed with your own
qualified advisors in these areas.

This document or any portion of the information it contains may not be copied or reproduced in any form without the per-
mission of Guy Carpenter & Company, LLC, except that clients of Guy Carpenter & Company, LLC need not obtain such
permission when using this report for their internal purposes.

The trademark and service marks contained herein are the property of their respective owners.
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