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2008 Reinsurance Market Review: Near Misses Call for Caution is a global study of January 1, 2008
renewals. The report studies the trends and events that have shaped the reinsurance market in
2007 and the implications they have had for all risk bearers.

Each chapter reviews the different segments of the market, including renewal trends and
challenges that have arisen. This report explores both sides of the supply and demand equation,
measuring property-casualty risk against a well-capitalized market. We look at the role that
capital markets will play in supplying capital and making it flexible and productive. The Sector
and Segment Reviews chapter takes a closer look at specific geographical and segmental
aspects of the January 1, 2008 renewals around the world. Other chapters detail the influence
of rating agencies and regulators, including the impact of new requirements and the emergence
of reinsurance “hubs” in Zurich and Dublin.

For reinsurers, 2007 was deceptive. Though reinsurance losses were low, this is no time for
complacency. A few twists of fortune could have led the two Category 5 hurricanes that made
landfall to cause greater damage, not to mention several earthquakes that exceeded 7 on the
Richter scale. Record floods in the UK, Windstorm Kyrill and wildfires in California and Greece
reminded us that we are surrounded by risk, while the subprime mortgage crisis could have
been much more severe for the reinsurance industry.

In preparing this document, we engaged the services of our colleagues around the globe, and we
gratefully acknowledge their contributions. We also thank the organizations that graciously
allowed us to reproduce their material.

Each year that we publish this report, we endeavor to raise the bar, providing ever more insight-
ful research and adding meaningful value to the global reinsurance marketplace. We welcome
your comments and suggestions for future reports.

David Spiller
President and Chief Executive Officer
Guy Carpenter & Company, LLC

Foreword 1

Foreword
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2 Executive Summary

Cedents took advantage of a buyer’s market. Many 2008 renewals closed late as cedents held
out for lower rates in the continuing soft market. Reinsurers were rewarded not only with lower
rates, but often smaller lines. The absence of large catastrophe losses was a key factor in the
softening of reinsurance markets. Barring large catastrophe losses in 2008, the downward drift
in rates is expected to continue through 2008 and into 2009.

According to the Guy Carpenter World ROL Index, prices are down approximately 9 percent on
average worldwide. Conditions appear to be the direct result of excess supply, fueled by strong
profits and low losses. The situation could have been much different, though. Frequency of
catastrophes was high, but the industry was spared losses through several near misses.

Despite excess supply, capital market capacity continues to be attracted to the sector by the
lack of correlation with other sectors, volatility and low entry barriers. USD7 billion of publicly
disclosed issuances in 27 transactions made 2007 the most active year in the history of the
catastrophe bond market, setting a record for the third year in a row. This record volume
represented a 49 percent increase over the previous record performance of USD4.7 billion in
2006, and a 252 percent increase over the USD2 billion placed in 2005.

Capitalization of the Bermuda Reinsurance Composite increased by 20.4 percent in 2007 to
stand at USD129 billion at the end of 2007Q3 due to strong retained earnings. Consequently,
reinsurers returned USD9.4 billion to shareholders in 2007, up nearly 200 percent from 2006.
Buybacks abounded as well, particularly in Bermuda where more than USD2 billion in share
repurchases were executed. Another symptom of excess supply was consolidation, as some
Bermudians took positions in Lloyd’s.

The collapse of the subprime mortgage market did not impact reinsurers as deeply as might have
been anticipated. But, as the situation continues to develop, the full extent of the impact to rein-
surers — and other affected industries — is not likely to be evident until 2009. While analysts
expect the total damage resulting from the subprime mortgage meltdown to reach USD400
billion, Guy Carpenter estimates that the D&O impact will be a more modest USD3 billion.

Low and falling interest rates reduce incentive to engage in the sin of cash flow underwriting,
and the emphasis on managing capital is curbing reinsurers’ interests in taking on more
inadequately priced business. External capital may also help flatten the peaks and valleys of
the insurance cycle.

Executive
Summary
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3Near Misses, Plentiful Reminders: A Buyer’s Market

Cedents took advantage of a buyer’s market. Many 2008 renewals closed late as cedents held
out for lower rates in the continuing soft market. Reinsurers were rewarded not only with
lower rates, but often smaller lines. The absence of large catastrophe losses was a key factor
in the softening of reinsurance markets. Barring large catastrophe losses in 2008, the down-
ward drift in rates is expected to continue through 2008 and into 2009.

Market conditions may be deceptive. Though large reinsured losses were few, at least four
earthquakes exceeding 7 on the Richter scale struck during 2007, and two Category 5 hurri-
canes made landfall. A near miss for Japan was the Noto earthquake (6.9). Windstorm Kyrill in
Northern Europe, record floods in the United Kingdom, storms in Australia and wildfires in
California and Greece were all reminders that the world remains a perilous place for risk bearers.

On the property front, the rate on line (ROL) for property catastrophe reinsurance declined by
nine percent from January 1, 2007.

The rate of decrease on the Guy Carpenter & Company, LLC World ROL Index from the 2006
peak has so far been markedly slower than from the 1993 peak. This may result to some extent
from a more disciplined market than in the mid-1990s. However, the 1993 peak was more
extreme than that of 2006, reflecting the considerable distortion of the reinsurance marketplace
following the unexpectedly large losses from Hurricane Andrew in 1992. While Hurricane
Katrina was almost three times the size of Andrew, the widespread use of models has acclima-
tized insurers and reinsurers to the possibility of such a large loss.

Despite two years of decreases, the ROL index remains considerably above the trough of
1999/2000. This suggests that most reinsurers are still experiencing prices that are adequate, an
argument that is further strengthened by a long-term arithmetic trend toward lower ROLs as
cedents have been increasing retentions.

Comparable decreases to the catastrophe market were reported for the per risk property line.
Trends in this line are difficult to evaluate, since they are largely experience-driven, but further
signs of softening were evident from the expansion of ceding commissions for pro rata property
covers. There was little change to terms and conditions in the property sector, one major excep-
tion being the expansion of the area clause to cover California fire exposures.

Near Misses, Plentiful Reminders

A Buyer’s Market
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The picture was different for casualty, where rates have been soft for several years. For a num-
ber of lines, reinsurers are experiencing a compound decrease in premiums, with rate cuts at
the reinsurance level operating on a reduced base of primary premiums, reflecting declines in
price at the insurance level.

Headline price was the key driver for reinsurance buyers, followed by terms and conditions.
Financial security remained an important consideration in the selection of reinsurance counter-
parties. Meanwhile, the rollout of Enterprise Risk Management (ERM) grading and the further
evolution of the rating agencies’ capital models added to the list of items that reinsurers need
to consider.

A low level of reinsured losses, consequentially strong earnings and new entrants mean that
supply exceeds demand. With low barriers to entry, it is easier to deploy the resources of wider
capital markets to support insurance risk. Indeed, the development of Insurance Linked
Securities (ILS) and other investment vehicles allow for the direct transfer of risk to investors
without the intermediation of a reinsurer.

1 

The relatively low level of insured catastrophe losses played a direct role in bolstering reinsurers’
balance sheets. Supply exceeded demand, with some reinsurers seeking alternative ways to
deploy excess capital. But, it would be a mistake to overlook the variety of perils that could
strike. In 2007, there was no shortage of events. The fact that frequency trumped severity led to
balance sheet strength.

The special factors that led to a market squeeze for US property-catastrophe covers in the summer
of 2006 have lost their force. Modeling companies have made adjustments and increased hurdles
for capital adequacy required by the rating agencies have been addressed and priced in by cedents
and reinsurers.

Reinsurers face increased competition from cedents. The primary market in 2007 is reporting
combined ratios in the low 90s. Increased retained earnings and strong underwriting profitability
are motivating cedents to retain more net exposure.

Financial strength and near misses have had a positive effect. Reinsurers currently are generating
strong profits. The combined ratio for the top 10 reinsurers dipped below 90 percent last year and
rates of return are above Fortune 500 averages. Buoyant balance sheets have caused confidence to
increase among underwriters. As memories fade, the shock years of 2004 (Florida storms) and 2005
(Katrina, Rita, Wilma) begin to look more like exceptions than an emerging norm of catastrophic
storm activity.

US Terror Reinsurance Program Renewed

On December 18, the US Congress passed the Terrorism Risk Insurance Program
Reauthorization Act of 2007. The Act continues the existing federal terrorism reinsurance back-
stop program for seven years and drops the exclusion for domestic terrorism acts under the
current law. Strong consideration was given to including group life insurance, but it did not
make the final proposal.

4 Near Misses, Plentiful Reminders: Bulging Balance Sheets4

Bulging Balance Sheets

1
Securities or investments, as applicable, are offered in the United States through GC Securities, a division of MMC Securities Corp., a US registered   
broker-dealer and member FINRA/SIPC. Main Office: 1166 Avenue of the Americas, New York, NY 10036. Phone: (212) 345-5000. Advice on securities 
or investments in the European Union is provided through GC Securities Ltd., authorized and regulated by the Financial Services Authority. Reinsurance 
products are placed through qualified affiliates of Guy Carpenter.  MMC Securities Corp., GC Securities Ltd. and Guy Carpenter are affiliates owned by 
Marsh & McLennan Companies.
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Barring a major shock, we anticipate soft market conditions to prevail in most reinsurance
markets for a number of years. The soft market following the crisis of Hurricane Andrew in 1992
persisted for six years, and a protracted period without large losses will put further pressure on
prices and increase the temptation to chase market share.

The sector can expect to hear frequent exhortations to maintain underwriting discipline and
sound capital management. As premium declines are reported, reinsurers may pronounce the
shortfalls as a reflection of market discipline, but in many cases they could be rationalizations
for lost revenue due to price rather than volume cuts.

Nevertheless, there are some sound reasons to anticipate less of a boom-bust cycle in reinsurance
markets. The most basic change seems to be at the management level. Today’s reinsurance senior
managers are attuned more closely to the demands of their owners. Further, they appear to be
focusing more on generating above-average returns to shareholders instead of more traditional
goals such as increasing top-line revenue and market share.

Low and falling interest rates reduce the incentive to engage in the sin of cash flow underwriting,
and the emphasis on managing capital is curbing reinsurers’ interests in taking on more inade-
quately priced business. External capital may also help flatten the peaks and valleys of the
insurance cycle.

5Near Misses, Plentiful Reminders: Outlook

Outlook
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6 Catastrophes: Global Insured Losses

Reinsurers experienced continued relief in 2007. It was another relatively light year for catas-
trophe reinsurance losses, despite above-average hurricane activity. Weather-related events
remained the largest source of losses, with man-made catastrophes staying close to the
37-year annual average of USD4.8 billion. There were ample reminders around the world,
though. North Atlantic hurricanes are not the only natural perils facing reinsurers. The
storms’ effects on the reinsurance industry were muted, because many of them did not affect
densely populated, economically developed areas.

Swiss Re provisionally estimates insured catastrophe losses at USD25 billion for 2007, up from
USD16 billion in 2006.

2
The steady rise in the 10-year moving average of total catastrophe losses

has been arrested, standing at USD34 billion from 2005 to 2007. Another season of above-average
storm activity in the North Atlantic and the ever-present risk of a large earthquake in a high-value
area, though, make forecasting a perilous business.

Munich Re also reported an increase in the amount and frequency of catastrophe losses. The
reinsurer estimated insured losses of USD30 billion from catastrophes in 2007, up 100 percent from
2006. The number of events noted in 2007 increased by 12 percent to 950, the largest annual
amount since Munich Re began keeping records in 1974. Munich Re said the data endorsed its
insistence that risks should be underwritten consistently and written at adequate prices even in
years with comparatively low losses as in 2006. Munich Re warned that the market should “not be
misled by the absence of megacatastrophes in 2007.”

3

The largest single event of 2007 measured by insured losses was Windstorm Kyrill, which hit
Northern Europe and cost approximately USD5.9 billion, according to Swiss Re. The deadliest event
was Cyclone Sidr, which hit Bangladesh in November 2007 and caused more than 4,100 deaths.

Although the US was affected by news and picture-worthy natural events, reported catastrophe
losses are down from 2006. ISO Property Claims Service (ISO PCS), which tracks insured property
losses in the US, reported catastrophe losses of USD4.5 billion in the first nine months of 2007,
compared with USD6.1 billion in the first nine months of 2006. Allowing an estimated USD1.5
billion for the October California wildfires, full-year insured losses could total USD7.0 billion to
USD8 billion, compared with a 10-year average annual total of USD17.5 billion (with a standard
deviation of USD17.7 billion).

Catastrophes

Global Insured Losses

World Catastrophe Losses
(USD Billions)

Sources: Swiss Re, Guy Carpenter
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2
Swiss Re press release December 18, 2007.

3 Munich Re press release December 27, 2007.
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Most of the losses were weather-related, including tornados, hail, flooding and wind. The California
wildfires were, in fact, exacerbated by strong winds. Hurricane Humberto was the only hurricane to
land in the US, hitting Texas at Category 1 on September 13. It killed one person and caused
economic damage estimated by US National Oceanic and Atmospheric Administration (NOAA) of
USD500 million. ISO PCS did not declare the event to be a catastrophe, though, indicating that
insured losses were less than USD25 million. ISO PCS also announced its final estimate of losses for
Hurricane Katrina totaling USD41.1 billion compared with its first estimate of USD34.4 billion
issued on October 4, 2007.

4

The 2007 Atlantic hurricane season produced a total of 14 named storms. Six of the storms were
hurricanes, and two reached Category 5. Storm activity was consistent with most predictions. The
NOAA predicted 13 to 16 named storms for 2007, of which seven to nine would be hurricanes, with
three to five of Category 3 strength or higher. For the NOAA an average season consists of 11
named storms, with six hurricanes, including two major hurricanes.

5

This was the first year on record in which 40 percent of hurricanes reached Category 5 status. Also,
it was the only year in which two maximum strength storms struck land. Hurricane Dean hit the
Yucatan peninsula on August 21, after having tracked across the southern and central Caribbean; it
caused more than 40 deaths. Hurricane Felix struck Nicaragua on September 4, resulting in over
100 deaths. Although unscathed by the Category 5s which were steered south by high pressure over
Florida, the US did not escape completely. Hurricane Noel was the last of the named storms. Noel
killed at least 120 people as it passed over the Dominican Republic, Haiti and Cuba before turning
north eventually to come ashore on the east coast of Canada.

Risk Management Solutions (RMS) has affirmed its prediction of Atlantic land-falling hurricanes for
the period 2008 to 2012 with modeled medium-term hurricane activity rates in 2008 unchanged
from 2007. RMS expects average annual insured losses to be 40 percent higher than those predicted
by the long-term mean of hurricane activity for the Gulf Coast, Florida and the Southeast. For the
Mid-Atlantic and Northeast coastal regions, it is expected to be 25 percent to 30 percent higher.
Opinions as to the cause of the above-average activity were split between those arguing in favor of
natural oceanic circulation cycles and human-induced climate change.

6

7Catastrophes: Storms

ISO PCS Annual Catastrophe Losses
1992-2007
(USD Millions)

Source: Guy Carpenter & Company, LLC 
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ISO PCS press releases: October 4, 2005, April 25, 2007, July 10, 2007, October 11, 2007.

5
NOAA statement November 29, 2007.

6
RMS press release November 20, 2007.
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8 Catastrophes: Fires, Floods and Earthquakes

Elsewhere, in January 2007, Northwest and Central Europe was hit by Windstorm Kyrill, which
caused estimated damage in the range of EUR3 billion to EUR8 billion (USD4.4 billion to USD11.8
billion). Germany bore the brunt of the losses, where recoveries were made from first and some
second layers. UK losses did not attach as catastrophe programs, because attachment points were
generally set at EUR1.6 billion (USD2.4 billion). Powerful storms struck New South Wales, Australia
in June 2007, causing severe flooding in the Hunter Region. An estimated cost of AUD1.4 billion
(USD1.2 billion) resulted from 90,000 claims, making the storm the eighth most expensive in
Australia’s history.

7

In the summer of 2007, parts of the UK were inundated by rainfall that was the heaviest since
records began in 1914. In June, heavy rain caused severe pluvial and fluvial flooding in the north of
England. A month later parts of central England were subject to fluvial flooding, as water flowed
over the top of riverbanks. Damage has been estimated at USD6 billion, but only a relatively small
proportion of losses were ceded to reinsurers, as attachment points have climbed in recent years.
Also, the application of “hours clauses” classified the June and July floods as separate events.
Reinsurance programs may be reviewed to include the purchase of more sideways cover to mop up
frequency, and interest may increase in non-traditional covers such as catastrophe bonds, Industry
Loss Warranties (ILWs) and other weather derivatives to cap the severity peaks.

Southern California was afflicted by a series of wildfires in October 2007. More than 2,700 homes
were destroyed, and at least 14 people died. Vendor catastrophe model estimates of insured
damage range from USD0.9 billion to USD1.6 billion. Earlier in the year, extensive forest fires hit
Greece, resulting in more than 60 deaths. Arson was believed to be the cause, however the fires
occurred mainly in sparsely populated areas, containing the cost of losses.

There were frequent reminders that any day could be the start of the earthquake season. The city
of Tocopilla was struck by an earthquake of 7.7 magnitude at a depth of 37.3 miles on November
14, 2007. Casualties were light. Although many properties were damaged, AIR estimated insured
losses of USD80 million due to the sparse population, depth of the epicenter and low insurance
penetration.

8
Two weeks later, the Caribbean island of Martinique was shaken by a magnitude 7.4

earthquake. Damage to surrounding islands was expected to trigger claims against the Caribbean
Catastrophe Risk Insurance Facility set up earlier in 2007, though losses from Martinique were not
covered as the island is a French dependency and protected by the French state-owned reinsurer
CCR.

Fires, Floods and Earthquakes

DATE LOCATION MAGNITUDE

March Indonesia 6.4

March Japan 6.7

April Solomon Islands 8.1

April United Kingdom 4.0

July Japan 6.6

August Peru 8.0

September Indonesia 8.4

October New Zealand 6.8

October California 5.4

November Chile 7.7

November Martinique 7.4

December New Zealand 3.6

Notable Earthquakes in 2007

Source: US Geological Survey

7 
Guy Carpenter special report Australian East Storm 2007: Impact of East Coast Lows, October 2007.

8
AIR news alert November 14, 2007.
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9The Subprime Crisis: Crisis in Context

The collapse of the subprime mortgage market did not impact reinsurers as deeply as might
have been anticipated. But, as the situation continues to develop, the full extent of the impact to
reinsurers — and other affected industries — is not likely to be evident until 2009. While
analysts expect the total damage resulting from the subprime mortgage meltdown to reach
USD400 billion, Guy Carpenter estimates that the Directors and Officers (D&O) impact will be a
more modest USD3 billion.

Some have speculated that the credit crunch could impact reinsurers’ ability to pay claims following
a mega event. Frequently, reinsurers use short-term credit facilities to finance catastrophe losses,
avoiding more costly transactions (e.g., issuing stocks and bonds). Guy Carpenter believes there is
sufficient capacity in the financial markets to address such short-term needs. Long-term interest
rates are at historical lows, and prices are at record highs. By issuing bonds, for example, reinsurers
would be selling at close to peak values. With the current inversion of the yield curve, reinsurers are
likely to hold more short-term debt assets to benefit from current high returns, and thus have more
liquidity.

There was never any doubt that the subprime mortgage market collapse would have an insurance
impact. The question was one of extent. The collapse of the subprime mortgage market did not
impact reinsurers as deeply as anticipated. Conservative investment behavior insulated most rein-
surers from the crisis. While the total economic damage from the subprime mortgage crisis could
hit USD400 billion, the exposure on the asset side of the property-casualty insurance industry was
less than two percent, according to A.M. Best.

In the context of the US and global economies, the impact of the subprime mortgage crisis has been
contained. US global domestic product (GDP) is USD13 trillion, making the USD400 billion in total
potential subprime economic damage a mere three percent.

9
In fact, the fallout from the subprime

crisis is only one percent of the world’s estimated financial assets. Further, the crisis has not slowed
employment growth.

Even within the mortgage market, the effects have been manageable. Only 10 percent of all US
mortgages are characterized as subprime, USD100 billion out of USD1 trillion in mortgages.

10
But, the

subprime mortgages losses could be lower than USD100 billion as some recoveries from foreclosures
are expected.

The Subprime Crisis

Crisis in Context

Government Bond Yields: 10 Yrs

Source: Guy Carpenter & Company, LLC 
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10
Deutsche Bank.
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10 The Subprime Crisis: Claim Activity and D&O Loss Outlook for 2008

For insurers, Guy Carpenter estimates that D&O losses may reach USD3 billion through 2009. In
addition, financial guarantors are under considerable pressure, either in their roles as credit
guarantors or from their exposures as holders of assets tainted by the subprime debacle.

As expected, securities litigation has been filed by investors in the companies affected by the
credit market’s implosion. (Re)insurers of 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 ulti-
mately 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 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., USD3 billion), because most
reports have understated the D&O limits at risk and assume there will not be many claims
beyond what have been filed already. Insured losses could account for 30 percent to 35 percent
of D&O industry premium which is unlikely to reduce available reinsurance capacity or sub-
stantially impair (re)insurers’ results or balance sheets. A hardening of reinsurance pricing in
2008 seems unlikely, except for insurers who are overweight in the affected sectors (e.g., home-
builders, subprime lenders).

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 percent of its market value.
The net result, of course, was litigation, with various institutional shareholders filing lawsuits
against Northern Rock’s directors.

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 settlements, 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 percent of cases filed will be
dismissed. Estimated insured losses by industry are below with mortgage investment, regional
banks and residential construction companies likely to sustain the most damage.

Claim Activity and D&O Loss
Outlook for 2008
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11The Subprime Crisis: Loss Potential from Other Professional Liability Products

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 to 2006 the put/call average for the Chicago Board Options Exchange (CBOE) had an
average of approximately 150 percent. Through 2007, it grew by 13 percent to 170 percent.
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, for
example, saw its put/call ratio reach 461 percent 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 companies showing elevated put/call ratios. Looking forward, the companies with the
highest put/call ratio increases could be in for a tough year.

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 percent to 15 percent of more than 8,000 funds), their increased
interest in buying D&O 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 percent of all US residential loans. Assuming an average
insurance limit of USD300,000 for each company (the minimum required by Fannie Mae/Freddie
Mac), there would be almost USD16 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.

Loss Potential from Other
Professional Liability
Products
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12 The Subprime Crisis: Impact on Terms and Conditions

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.

Since 2004, the largest professional liability insurers have lowered their reinsurance purchasing
dramatically. As a group, the top ten buyers reinsure 60 percent 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 1,000
companies. It seems that most losses will be sustained by the 10 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.

Impact on Terms and
Conditions
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13Capital Market Activity

USD7 billion of publicly disclosed issuances made 2007 the most active year in the history of
the catastrophe bond market. Record-setting years are becoming commonplace; this is the
third consecutive year in which a new issuance record has been established. This record
volume represented a 49 percent increase over the previous record performance of USD4.7
billion in 2006, and a 252 percent increase over the USD2 billion placed in 2005. In 2007, 27
transactions were completed (also a new record), compared with 20 transactions closed
during 2006 and 10 transactions placed in 2005.

Since 1997, when the market began in earnest, 116 catastrophe bonds have been issued with
total risk limits of USD22.4 billion. When measured in terms of bond principal outstanding,
perhaps the most important measure for market size and risk-bearing capacity, 2007 also
showed strong growth. At year-end 2007, there was more than USD13.8 billion of outstanding
principal, representing a 62 percent increase over the 2006 year-end total of USD8.5 billion. This
is more.than 280 percent greater than the USD4.9 billion in capacity outstanding at year-end
2005.

Of the 27 publicly disclosed transactions that closed during 2007, 12 were from first time-sponsors
(among them several leading US insurers). This surpasses the previous record of seven transactions
brought to market by first-time sponsors in 2006. Sponsors’ continuing interest in capital market
solutions indicates a desire to invest in capacity sources that are perceived as insulated from the
vagaries of the traditional reinsurance market.

Capital Market Activity
11

Annual Number of Transactions
and Issue Size

Source: GC Securities Proprietary Database         0
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2007 First-Time Issuers:
Allstate, Arrow, Aspen, Brit, Chubb, East Japan Railway,

Glacier Re, Mitsui Sumitomo, Nephila, State Farm, Travelers

11
Securities or investments, as applicable, are offered in the United States through GC Securities, a division of MMC Securities Corp., a US registered    
broker-dealer and member FINRA/SIPC. Main Office: 1166 Avenue of the Americas, New York, NY 10036. Phone: (212) 345-5000. Advice on securities 
or investments in the European Union is provided through GC Securities Ltd., authorized and regulated by the Financial Services Authority. Reinsurance 
products are placed through qualified affiliates of Guy Carpenter.  MMC Securities Corp., GC Securities Ltd. and Guy Carpenter are affiliates owned by 
Marsh & McLennan Companies.
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14 Capital Market Activity

The catastrophe bond market returned to normal in 2007. Reinsurer-sponsored transactions
outpaced insurer-sponsored transactions 16 to 10, following an aberrant 2006. For the second
consecutive year and for only the second time since 2003, a “corporate” sponsor brought a
catastrophe bond to the market, albeit indirectly. Using Munich Re as a pass-through reinsurer,
East Japan Railway Company, a leading passenger railway company, sponsored Midori Ltd., a
USD260 million transaction which closed in October 2007. Nephila Capital, an offshore asset
manager focused on catastrophe risk, sponsored the USD310 million Gamut Re transaction
which employed Collateralized Debt Obligation (CDO) technology, also a first for the cat bond
market. The transaction funded Nephila’s ability to provide catastrophe risk protection to
cedents through reinsurance policies, ILWs and catastrophe bonds.

Catastrophe bond transaction size continued to increase in 2007 (with an average size of
USD260 million),

12
although this result is slightly skewed by State Farm’s USD1.1 billion Merna

Ltd. transaction. A fundamental increase in the typical transaction size is in motion. From 1997
to 2005, no transactions exceeded USD500 million. Since 2005, there have been five such trans-
actions, with two closing in 2006 and three in 2007. Through its Longpoint Re transaction,
Travelers sourced USD500 million of capacity for a single tranche of notes, marking the largest
single-tranche issuance in the history of the market.

Investor demand for catastrophe bonds surged in 2007, a reaction to the strong investment
returns earned during the hard market of 2006. Issues were frequently oversubscribed in 2007,
unlike 2006 in which undersubscribed or not completed issuances were common. Several
transactions were completed in 2007, some including small amounts of unmodeled risks or risks
that were modeled using tools proprietary to transaction sponsors. The current state of affairs,
with investor demand clearly outstripping supply, is consistent with the market’s general history,
with the exception of 2006.

≥ $50MM ≥ $100MM ≥ $200MM ≥ $300MM ≥ $400MM DEAL SIZE ($MM)
YEAR < $50MM < $100MM < $200MM < $300MM < $400MM < $500MM ≥ $500M AVERAGE MEDIAN 

1997 2 1 1 - 1 - - $126.6 $90.0

1998 3 3 1 - - 1 - $105.8 $63.1

1999 3 1 5 1 - - - $98.5 $100.00

2000 1 1 2 2 1 - - $126.6 $136.5

2001 - - 7 - - - - $138.1 $150.0

2002 1 1 2 2 1 - - $172.2 $175.0

2003 - - 3 2 1 1 - $247.1 $231.8

2004 - - 3 2 1 - - $190.5 $185.2

2005 - 3 3 1 2 1 - $199.1 $183.0

2006 - 3 8 5 2 - 2 $234.7 $175.0

2007 - 3 8 11 1 1 3 $259.1 $225.0

Total 10 17 45 26 9 4 5 $188.3 $150.0

Number of Transactions by Size

- Within any single year, takedowns from 
shelf offerings are consolidated and con-
sidered as one transaction.

- Takedowns from individual shelf offerings,
occuring in different years, are considered 
to be separate transactions in the year in 
which the takedowns are completed.

- Successor Program considered a single 
transaction.

Source: GC Securities Proprietary Database

12
For the purposes of our analysis, we have combined the total issuances for the various shelf offerings over the course of the entire year (e.g., the Class
“E” Notes of the Successor Hurricane Industry Ltd. offering had a total of five takedowns during 2006, which we have aggregated to arrive at a total 
issuance of USD120 million during the year).
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15Capital Market Activity

With respect to the perils and geographies securitized, US earthquake and hurricane perils
continued to dominate the market. During 2007, new issuance records were established for the
perils of US earthquakes and hurricanes, European windstorms and Japanese earthquakes and
typhoons. Further, 2007 extended the previous year’s precedent with the issuance of other “non-
peak” exposures, including Mediterranean and Latin American quake, additional issuances of
Australian wind/quake and for Mexican earthquake, which were issued perils in 2006 for the
first time. Finally, extreme mortality bonds are growing in importance for both insurers and
investors.

Extreme mortality bonds have a parametric trigger based on published national mortality data.
To date, the mortality rates for the United States, the United Kingdom, France, Germany, Italy,
China, Japan and Canada have been included in bond triggers. The population base for the
mortality indices is so large that a payout is extremely unlikely and expected only for pandemic,
widespread war or possibly terrorism on an unprecedented scale. Outstanding notional amounts
jumped in the last two years from USD762 million to USD1.6 billion based on Swiss Re’s Vita III,
AXA’s Osiris and Scottish Re’s Tartan placements. With substantial investor interest for this largely
uncorrelated risk, growth is expected to continue in 2008.

A collective sponsors’ view on market conditions was evident in 2007, with a dramatic increase
in the number of four- and five-year term bonds, further indicating a reversal from 2006. In
2007, there were three bonds issued with four-year terms and six bonds issued with five-year
terms. Sponsors sought to lock in perceived attractive pricing for a longer period of time.
Stretching the transaction term also improves efficiency of transaction costs, as one-time fixed
issuance expenses are amortized over a longer transaction life.

The range of transaction ratings (which are an indicator of the degree of risk transferred to the
capital markets) continued to expand during 2007. While the predominance of tranches contin-
ued to be awarded Standard & Poors (S&P) BB (or equivalent) ratings, there also was significant
activity for both more and less risky tranches. Nineteen S&P B-rated tranches were issued, the
second most active year for this rating category (2006 had 13 B-rated tranches). The 19 B-rated
tranches issued during 2007 represented over USD1.7 billion of risk capital, nearly a 272 percent
increase over the previous record of USD623 million which was established in 2006. At the other
end of the risk spectrum, six tranches and over USD1.3 billion of risk capital were issued with
ratings of A or above, including two tranches that received AAA ratings.

Reflecting the market dynamics mentioned above and the absence of major catastrophe events
in 2007, pricing in the catastrophe bond market tightened considerably. The subprime credit
crisis, which erupted during the latter half of the year (and continues to develop), validated the
“story” of the ILS asset class. While volatility increased and pricing generally decreased across
various asset classes with exposure to interest rates, mortgages and general financial and
economic conditions, cat bond prices were largely unaffected. This performance has further
stoked and broadened interest among asset managers as they seek to include an additional
diversifying element in their portfolios.
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16 Capital Market Activity: Sidecars Have Served Their Purpose

Guy Carpenter defines sidecars as reinsurance companies established for the sole purpose of
reinsuring the sponsor company. New sidecar creation grew rapidly in 2005, after Hurricane Katrina
devastated the capital levels of almost all property-catastrophe reinsurers, and retrocession
coverage from traditional reinsurers evaporated.

Retrocession, in particular, is a natural fit for capital markets. Reinsurers, who prefer not to
share information with competitors, can create self-contained vehicles (i.e., sidecars) that are
inherently transparent without divulging sponsor company information unnecessarily. Risk is
transferred without the need for disclosure required by a retrocession transaction. 2008 will
mark the third year of significant sidecar presence in the capital markets. For some, this also
will mark the end of a two- or three-year commitment to sidecars. Validus Re announced at the
end of December 2007 that it would not extend the use if its sidedcar, Petrel Re, beyond the
2007 underwriting year.

13
Reinsurers who are seeking growth may cut back on retrocession to

sidecars, but sidecars remain a flexible means of providing short-term capacity without excessive
disruption to balance sheets and are thus not likely to disappear entirely.

The creation of sidecars has contributed to the increase of capital market activity. With side-
cars, hedge funds can participate more easily in the non-correlated risk of retrocession. Hedge
funds, private equity funds and other alternative investment vehicles simply purchase sidecar
securities on the open market rather than having to create the securities themselves. The spon-
sor company handles all underwriting responsibilities, alleviating the hedge fund’s need to cre-
ate its own reinsurance infrastructure. Hedge fund capital flows into the market, and reinsurers
have temporary capacity that can be canceled at the end of the year without requiring a return
of capital.

Sidecars Have Served
Their Purpose

13
Validus Holdings Limited press release December 27, 2007.
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17Strong Capital Position of Insurers 

Strong capital positions show a softening market for reinsurers. The global reinsurance
industry’s capital increased to USD129 billion for the last quarter of 2007, up from USD124.5
billion at the end of 2006, as measured by the Guy Carpenter Global Reinsurance Composite.
Industry capital is 20.4 percent higher than at the end of 2005, a record year for catastrophe
losses at USD34 billion. The driver behind improved capitalization is retained earnings, at
USD59.3 billion at the end of the third quarter of 2007, up from USD52 billion at the end of
2006 and from USD40.5 at year-end 2005.

Capitalization, as measured by the Composite, has improved despite a substantial return of
capital to shareholders. Reinsurers returned USD9.4 billion to shareholders in 2007, an increase
of nearly 200 percent from USD3.2 billion in 2006. The return of capital is the direct result of
excesses caused by the soft market.

The Global Reinsurance Composite consists of the top 16 global reinsurers and represents over
80 percent of the industry’s premium. The Global Reinsurance Composite excludes Lloyd’s
because of its unique capital structure.

Strong Capital Position of Reinsurers

Total Capitalization
(USD Millions)

Source: Guy Carpenter & Company, LLC
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18 Bermuda

The Guy Carpenter Bermuda Composite has reported two years of record profits. The absence
of catastrophes substantial enough to trigger reinsurance payments has magnified results in
the catastrophe reinsurance capital of the world. The Bermuda composite is developed using
holding company data and includes Ace, XL and other Bermuda companies that underwrite
both insurance and reinsurance.

14

Premium volume increased by 1.2 percent from 2005 to 2006, reaching nearly USD60 billion,
according to the Bermuda Composite. The premium volume growth rate was slower than that of
2004 to 2005, but prices increased sharply and aggregate exposure declined in reaction to the
hurricanes of 2005. For the first nine months of 2007, premium volume of the Bermuda
Composite declined by 1.1 percent, still reflecting January 1 year-over-year price increases and
moderation of aggregate exposure. Combined ratios for the Bermuda Composite, which peaked
near 120 percent in 2005, dropped to 86.4 percent in 2006. The Bermuda Composite continued at
about the same level in 2007, with a reported combined ratio weighted average of 85.5 percent
for the first nine months.

Reinsurer profitability in 2007 appeared to have an inverse relationship with diversification.
Concentration, it seemed, boosted reinsurer performance, albeit at the price of increased volatility.
Bermuda companies that focused on property-catastrophe reinsurance had combined ratios in the
mid-60s. Reinsurers with diversified operations, on the other hand, recorded combined ratios
in the mid-80s. Reinsurers with books of businesses weighted heavily toward casualty had
combined ratios that reached from the high 80s to the low 90s. Nevertheless, the reaction of
many companies stung by large property catastrophe losses in 2005 has been to diversify in
order to stabilize earnings and balance sheets; a process that seems to have been actively
encouraged by the rating agencies. Some of the short-term, volatile catastrophe plays that have
been dropped by reinsurers have been picked up by the hedge funds providing collateralized
catastrophe covers and sidecar vehicles.

Bermuda

Bermuda Combined Ratio

Source: Guy Carpenter & Company, LLC 
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14
Guy Carpenter plans to publish more detail on Bermuda markets in early Spring 2008.
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Bermuda Combined Ratio
(USD Billions)

Source: Guy Carpenter & Company, LLC 

19Bermuda: Capitalization

Reinsurer capitalization grew through 2007, even after reinsurers returned USD3.6 billion to
shareholders through buybacks and dividends. At the end of 2007Q3, total capital reached
USD88 billion, up from USD82 billion (at year-end 2006). Organic growth from retained earnings
is responsible for increases in capitalization and benefits substantially from the market’s record
results.

After the 2007 storm season ended without heavy losses, most Bermuda reinsurers repurchased
shares. At the forefront of the repurchase trend is XL Capital, which executed a USD1 billion
buyback, partially offsetting capital raised earlier in the year from the conversion of Equity
Security Units and the issuance of preference shares. Arch Capital followed at USD400 million,
along with Everest Re (USD240 million), Renaissance Re (USD238 million), Axis Capital (USD183
million) and Partner Re (USD152 million). Wall Street may reward active capital management,
but the tension that reinsurers may face is the same that occurred in early 2005. Buybacks and
dividends provided a staple capital management strategy, but insured losses following
Hurricane Katrina drove reinsurers back to capital markets.

The return of capital to investors in 2007 again leads to the question “When is it right to return
excess capital?” The answers about amount and timing are always finely balanced. Two major
hurricanes (Category 5) made landfall and could have caused substantial damage. The crisis
in the subprime mortgage market — which has spread through credit markets in general — is
estimated to cause only USD3 billion in insured D&O losses at the time of writing, but it could
have been worse. Disasters were commonplace in 2007, and the balance sheets of Bermuda
reinsurers could have suffered.

Three macro conditions supported the return of capital to investors, despite the many near
misses of 2007. First, balance sheets were healthy as the market entered the hurricane season.
Secondly, excess capital appeared to be available to support reinsurers in the event of a catas-
trophe. Thirdly, the Federal Reserve Bank acted to provide liquidity to alleviate the credit crunch
in US credit markets. The liquidity eased pressure on the security of choice for reinsurers. If a
catastrophe did occur, rate increases tend to follow, which typically attracts new capital into the
market.

Capitalization
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20 Bermuda: Bermuda Class of ‘05 Diversifies

The class of 2005 continued to expand and diversify, mainly through acquisitions or creations of
Lloyd's syndicates. Montpelier formed syndicate 5151 and a management company in the US.
The US facility will write property facultative business on behalf of the syndicate. Flagstone
established a Swiss subsidiary. Validus acquired Talbot Underwriting Ltd in 2007, and Ariel
Holdings acquired Atrium Underwriting plc. Since Talbot supplies all of the capacity at its
syndicate, premium volume for Validus Holdings is expected to double.

Atrium, conversely, has a base of traditional names, and the managing agent controls approxi-
mately 25 percent of its capacity. Thus, Ariel’s overall premium level may increase but only to a
lesser degree. The moves by Montpelier, Flagstone, Validus and Ariel show variations on a typical
expansion strategy. A company initially forms in Bermuda and subsequently opens subsidiaries
in the US and London. With the purchase of a Lloyd’s syndicate, the Bermuda-based reinsurer
has instant use of Lloyd’s broad licenses throughout the world, as well as established acceptance
among buyers.

Bermuda Class of ’05 
Diversifies
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21Continental European Developments: European Sector Operating Performance

Europe experienced the most expensive natural disaster of the year. But, profits will remain
strong for 2007. Healthy balance sheets and a softening market were evidenced by several
capital management initiatives. Regulatory changes and tax considerations continued to
drive restructuring with reinsurance hubs emerging in Dublin and Switzerland.

Even after record profits in 2006, European reinsurers will show strong performances for 2007.
With premium rates softening, capital management strategies have been brought to the fore. In
March, Swiss Re announced plans to buy back shares worth up to CHF6 billion (USD5.3 billion)
over a three-year period. Munich Re announced in May that it would return more than EUR8
billion (USD10.9 billion) to shareholders by 2010. Finally, in December, newcomer PARIS RE
announced that it would return USD400 million to investors in the first quarter of 2008, assum-
ing that it could substitute subordinated debt on satisfactory terms. Hannover Re plans to use
capital released from the sale of its US specialty operations to increase non-life premium
retention. SCOR is focusing on the integration of Converium.

Although the uncertainty is causing considerable speculation, the subprime crisis is not expected
to have a significant impact on the major European reinsurers, particularly because of their
current capital strength. Investment exposures are relatively small. Swiss Re’s unexpected
announcement of a post-tax USD900 million mark-to-market write-down on two related credit
default swaps appears to be an isolated incident so far. The underwriting exposure from US
professional liability claims is more uncertain. Swiss Re states that it cut US casualty activities
by 20 percent in 2007, and Hannover Re has cut its US D&O book to less than USD100 million,
all of it claims-made. SCOR and PARIS RE are expected to escape largely unscathed.

The European Union Reinsurance Directive and Solvency II are driving major changes across
the European non-life reinsurance sector. Emerging themes include:

> Significant legal restructuring, as larger groups look to take advantage of newly introduced
“passporting” provisions

> The development of reinsurance underwriting “hubs” in relatively low tax domiciles within
the EU

> The likelihood of further consolidation, as reinsurers seek scale and diversification ahead of
the implementation of the new capital regime

> More active management of European run-off portfolios, as companies look to unlock capital
by taking advantage of increased freedom to transfer liabilities

> The European Commission’s challenge to the industry to demonstrate that the subscription
market model is not anti-competitive

Plans by SCOR (2005), XL Re (2006), PartnerRe (2007), Swiss Re (2007) and others to restructure
their European operations signify that external forces are shaping the industry. Under the
provisions of the Reinsurance Directive, effective December 10, 2007, a reinsurance company
authorized and domiciled in an EU member state is able to conduct business in any other
member state, either on a service basis or by establishing branch offices, simply by notifying
their home regulator.

Continental European Developments

European Sector Operating
Performance

Regulatory Change Drives
European Restructuring

Impact of the “Passporting”
Provisions
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22 Continental European Developments: Emergence of European “Hubs”

Rather than having to deal with the capital management and supervisory consequences of
operating relatively small, separately capitalized subsidiaries in several different countries,
larger European reinsurers can concentrate their resources in one operating company with a
branch network and submit to oversight by a single regulator. The number of legal entities with-
in Europe is thus likely to decline. Policyholders are expected to benefit from dealing with counter-
parties with larger balance sheets.

Passporting naturally leads to the decision of where to locate the primary operating company
(and underwriting branch offices). Both European reinsurers and those located elsewhere
(typically in Bermuda) evaluate geographic alternatives carefully when preparing to establish a
European platform. Factors that can influence the location decision include regulatory conditions,
local taxes, geographic proximity to the target client base and availability of qualified staff.

Ideally, reinsurers seek to combine favorable regulatory and fiscal environments for the operat-
ing company with branch offices located in important markets. To this end, Ireland has become
a domicile of choice, with among others, Axis, XL Re and Partner Re choosing Dublin. They
access markets in London or Continental Europe via underwriting offices in London or Zurich.
Dublin has moved to the forefront through the early adoption of the Reinsurance Directive, a
favorable corporate tax rate, responsive regulation and a well-qualified, English-speaking work-
force.

A reinsurance hub has also emerged in Zurich, primarily to support access to business in
Continental Europe. Switzerland is not a member of the EU or EEA, but it does adhere to most
EU internal market rules. The EU gives Swiss companies privileged access to its consumers.
While located favorably on the continent, the major advantage that the Swiss market has is
proactive regulation. The Swiss Solvency Test, introduced in 2006, was a precursor to Solvency
II. In general, the fiscal environment is attractive. Corporate tax rates range from 12 percent to
28 percent, negotiable with each Canton. The value-added tax (VAT) rate is the lowest in Europe
at 7.6 percent.

Zurich has also benefited from having a well-connected international business center able to
offer a quality of life that attracts a high-caliber workforce. The critical mass achieved to date is
likely to be self-reinforcing. Most reinsurers have elected to open branch offices in Switzerland
because operating companies domiciled in Switzerland cannot currently benefit from the pass-
porting provisions.

15 

Emergence of European
Reinsurance “Hubs”
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The inability to use passporting positions is one of the primary reasons for Swiss Re’s moving its European operations to Luxembourg.
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Reinsurance Start-Ups in Zurich

Source: Guy Carpenter & Company, LLC

23Continental European Developments: European Run-off – Destination London

The Reinsurance Directive has made it easier to move business portfolios within the EU. Increased
activity is expected in the run-off sector, as companies seek to unlock capital in preparation for
Solvency II. London seems positioned to become the world’s run-off hub. Through the use of
innovative risk transfer methods such as Part VII transfers and schemes of arrangement, London
markets have the expertise and experience to help run-off reinsurers operate most effectively. With
GBP200 billion (USD397 billion) of run-off liabilities on the continent, according to a recent survey
by PricewaterhouseCoopers,

16
Deutsche Rueck’s recent transfer of a GBP15 million (USD30 million)

portfolio from Dusseldorf to London is likely to be the beginning of a continuing trend.

The purpose of differential pricing is to maximize underwriting capacity while spreading risks
efficiently. The brokered reinsurance sector usually relies on respected leading markets to
establish terms and conditions. Following markets may then choose to subscribe. Premium
rates tend to be equalized at a level the market will bear. Perceived differences in credit quality
usually are reflected in granted access to business rather than explicit pricing.

The European Commission (EC) conducted an inquiry into competition in the marketplace. It
issued the final report in September 2007, concluding that “premium alignment” was not
intrinsic to the operation of subscription markets. The industry has been invited “either to
justify the business practices concerned from a competition law standpoint, or to reform them.”

17

The EC has indicated that it does not intend to apply its findings retroactively, and it will give
the industry every opportunity to respond. No timeframe has been determined yet.

The eventual impact of regulatory intervention in differential pricing is unclear. The future is
clouded further by the fact that it has the potential to affect the Lloyd’s market in particular.
S&P expects the trend toward differential pricing to accelerate. Swiss Re, for example, already
claims to have achieved preferred terms and conditions on around 25 percent of its non-life
portfolio.

18
Short-term consequences could include a reduction in available capacity, as reinsur-

ers lacking the infrastructure or desire to offer lead capacity withdraw or redeploy their capital.
S&P believes such a shift would create a more stable and efficient reinsurance sector in the
longer term, based on reduced pricing cycle amplitude and higher barriers to entry.

19

GROUP OPENED CURRENT STATUS

Transatlantic Re 1996 Subsidiary

Sirius 1997 Branch of Swedish company

PartnerRe 1998 Branch of Irish company

Axis Re 2003 Branch of Irish company

ACE 2004 Branch of UK company

Glacier Re 2004 Subsidiary

Arch Re 2006 Branch of Bermuda company

Aspen Re 2007 Branch of UK company

Flagstone Re 2007 Subsidiary

Montpelier Re 2007 Marketing office

PARIS RE 2007 Subsidiary

European Run-Off –
Destination London

Differential Pricing Ahead?

16
PricewaterhouseCoopers “Unlocking Value in Run-Off, a Survey of Discontinued Insurance Business in Europe,” February 2007.

17
Europa press release September 25, 2007.

18
Swiss Re presentation at the Standard & Poor’s London Symposium March 3, 2006.

19
Standard & Poor’s, “Differential Pricing Reinsurance: EC Findings Could Be a Blessing in Disguise, For Some” – October 2007.
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24 Lloyd’s: 2007 Interim Results

Pre-tax profit for the first half of 2007 rose by 34 percent to GBP1.8 billion (USD3.6 billion).
Given the absence of major losses, another record profit of approximately GBP4 billion
(USD7.9 billion) is anticipated for the full year. Corporate activity was buoyant with several
foreign acquisitions of Lloyd’s operations and the establishment of new syndicates.
Completion of the first phase of the Equitas/Berkshire transaction resulted in a boost for
Lloyd’s with reinstatement of its A+ rating from S&P.

Lloyd’s appetite for reinsurance business remains strong. The inward account for 2007 is expect-
ed to perform well, but a profit of around GBP1 billion (USD2 billion) would be needed to bring it
back into balance from 2001 to present.

Existing market participants benefit from a significant reduction in central charges for 2008,
and new investors continue to be attracted in record numbers. Although rates are clearly under
pressure, overall underwriting capacity is virtually unchanged for 2008, with de-emptions from
some of the larger players offset by start-ups. Given the recent devaluation of the US dollar,
effective capacity has actually increased.

Five managing agents changed hands during 2007, and recently reduced valuations in the listed
sector are driving further interest. Tokio Marine has announced a recommended cash offer for
Kiln. Ironshore recently approached Heritage (unsuccessfully). Demand is expected to come
mainly from cash-rich Bermudian players eager to diversify.

Lloyd’s will finally be able to draw a line under its contingent exposure to Equitas in 2008 if phase
two of the Equitas/Berkshire Hathaway transaction completes as planned by year-end. In what is
likely to be a high-profile case, court approval will be required to novate the associated liabili-
ties into a separate vehicle, the incentive to accept being the provision of up to USD1.3  billion
of additional reinsurance cover.

There have been no changes to the compulsory Realistic Disaster Scenarios for 2008, other than
indexing of industry loss levels. Lloyd’s is in the process of developing a UK Flood scenario,
which is expected to be in use from January 1, 2009.

Lloyd’s delivered a 34 percent increase in interim profits to GBP1.8 billion (USD3.6 billion) for
the first half of 2007. The favorable rating environment in 2006, moderate catastrophe losses,
GBP405 million (USD803 million) of prior year reserve releases and solid investment returns are
the major drivers of this performance.

Lloyd’s

GBP MILLIONS 2001 2002 2003 2004 2005 2006

Gross written premium 4,242 4,005 4,034 4,353 5,261 5,557

Pre-tax result (1,596) 689 291 177 (1,307) 802

Lloyd’s Reinsurance Results

Source: Lloyd’s

2007 Interim Results
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25Lloyd’s: 2007 Interim Results

The depreciation of the US dollar has impacted premium volumes. The underlying increase of
5 percent at the gross level did not keep pace with the 9 percent rise in opening market capacity.
The reserve releases stem mainly from the 2002 to 2004 period and are shown net of GBP75 million
(USD149 million) of deterioration on 2005 hurricane provisions. The catastrophe losses are related
mostly to the UK floods in June and Windstorm Kyrill, at GBP128 million (USD254 million) and
GBP77 million (USD153 million) respectively.

Mutually held central assets increased to almost GBP2.2 billion (USD4.4 billion) at June 30, 2007,
through limited additional liabilities for failed members and the successful issue of GBP500
million (USD991 million) of Tier 1 subordinated debt in June. Syndicate loans totaling GBP333
million (USD660 million) were subsequently repaid in July.

GBP MILLIONS H1 2006 H1 2007 % CHANGE 2006 FULL YEAR

Gross written premium 9,966 9,864 -1.0% 16,414 

Reinsurance ceded -2,406 -2,417 0.5% -3,213

Net written premium 7,560 7,447 -1.5% 13,201 

Net earned premium 6,067 6,424 5.9% 12,688 

Net claims incurred -3,288 -3,218 -2.1% -6,219

Net operating expenses -1,927 -2,110 9.5% -4,327

Underwriting result 852 1,096 28.6% 2,142

Investment return 571 830 45.4% 1,729

Other expenses -72 -119 65.3% -209

Pre-tax profit 1,351 1,807 33.8% 3,662 

Combined ratio 86.0% 82.9% -3.1% 83.1%

Net resources 11,565 13,437 16.2% 13,333 

Central assets 1,401 2,165 54.5% 1,454 

Lloyd’s 2007 Interim Accounts

Source: Guy Carpenter & Company, LLC

Combined Ratio: First Half 2007
vs. First Half 2006

Source: Lloyd’s
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26 Lloyd’s: Capacity Development

Amid much talk of rate softening, Lloyd’s has opened 2008 with virtually unchanged total
underwriting capacity of GBP16 billion (USD32 billion).

20
A full list of syndicate capacity can be

found in Appendix A:  Lloyd’s Full Syndicate Capacity. This is the first downturn to occur with
most of Lloyd’s leading businesses being listed enterprises. Amlin, Brit, Kiln, Hiscox and Beazley
all are cutting capacity or announcing share buybacks. It seems as though stock market
discipline is helping to reinforce the efforts of the Franchise Board. Catlin, on the other hand,
has warned against the dangers of returning capital too early, especially with the subprime
crisis possibly hampering future efforts to raise capital.

Six new syndicates were approved in 2007, including two run-off specialists. The GBP218.1 million
(USD426 million) initial combined stamp of the active operations has doubled to GBP433 million
(USD859 million) for 2008. Five more run-offs, with a combined stamp of GBP360 million (USD714
million), were authorized to begin underwriting from January 1. Two of these run-offs are sidecars
for existing syndicates. These limited tenancy arrangements are being encouraged indirectly by
Lloyd’s via an extra charge of 1.5 percent that applies to premiums ceded under qualifying quota
share arrangements.

Lloyd’s recognizes that this influx of new capacity comes at a time of rate softening but is keen
to encourage diversification and regeneration within the market. The vetting process is rigorous,
involving a detailed assessment of business plans, management, underwriting track record,
quality of financial backing and the contribution to the franchise.

Capacity Development

SYNDICATE BEGAN MANAGING AGENT MAIN CAPITAL PROVIDER 2007 2008 COMMENTS
CAPACITY* CAPACITY*

2112 1-Feb-07 Spectrum Bank of America 33.5 70.0 US specialty liability

4020 1-Apr-07 Ark Group Ark (Aquiline/Swiss Re) 114.2 190.0 Composite

5678 30-May-07 RITC Soros/Pine Street - - Formed to write RITC business, providing
capital as required

3010 1-Jul-07 Cathedral Alchemy Partners 20.0 30.0 Marine cargo and specie

5151 1-Jul-07 Spectrum Montpelier Re 47.0 143.0 Non-marine property, engineering, specialty 
casualty

5500 23-Jul-07 Capita CMGL CarVal 3.4 3.4 Formed to write the RITC business of 
Syndicate 0055

1274 1-Jan-08 Chaucer Antares (Lightyear/Wurtt/Chaucer) - 135.0 Assumed renewal rights to Wurtt UK's 
composite account

1910 1-Jan-08 Whittington Arrow (Goldman Sachs) - 65.0 Property reinsurance

1955 1-Jan-08 Whittington Barbican (Steel Partners/Carlson Capital) - 75.0 Casualty reinsurance, international property 
and treaty.

6104 1-Jan-08 Hiscox Names (limited tenancy) - 70.0 QS of Hiscox 0033 (partially replacing 
Panther Re)

6105 1-Jan-08 Ark Names (limited tenancy) - 15.0 7.8% QS of Ark 4020

Total 218.1 796.4

New Lloyd’s Syndicates
* GBP Millions

Source: Guy Carpenter & Company, LLC

20
Guy Carpenter & Company, LLC internal estimates.
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27Lloyd’s: Lloyd’s Overseas

New investors, particularly cash-rich Bermudian firms looking to diversify, find Lloyd’s
enhanced financial strength ratings and worldwide licensing standards attractive. New corpo-
rate members participating in new syndicates face higher Central Fund charges for the first
three years and an additional 20 percent capital loading. Consequently, acquiring an existing
Lloyd’s operation has become an attractive alternative. Valuations have declined since the
Validus/Talbot and Ariel/Atrium acquisitions last summer. Continued interest, particularly in
the listed sector, is reflected in Tokio Marine’s announcement of a recommended cash offer for
Kiln. In the non-listed sector, American Financial’s acquisition of 67 percent of Marketform is
subject to regulatory approval. Mergers within the market are possible, but considered much
less likely.

Lloyd’s has maintained pressure on authorities to develop a more favorable tax environment in
the UK. However, there have been few sign of progress. As a result, another Lloyd’s business –
Hardy – has announced its intention to re-domicile to Bermuda, taking advantage of the island’s
tax advantages and the capital benefits of operating at Lloyd’s at the same time.

Syndicates are increasingly being allowed to underwrite business overseas, usually via service
companies. Of course, operations must be conducted via a Lloyd’s managing agent based in
London. This allows underwriters to target business that has never reached Lloyd’s, and they
can cater more assertively to existing clients that want to tap local expertise. In emerging Asia
markets, this trend is particularly visible, as clients want access to underwriters who under-
stand their risks and know how to structure suitable covers.

Energy and marine risks are fueling Singapore’s efforts to establish itself as a regional insurance
hub for Asia. Lloyd’s sees this as an effective way to penetrate the region. The platform is grow-
ing quickly, with 14 managing agents expected to generate approximately USD250 million of
premium in 2008. Lloyd’s was permitted to establish an onshore reinsurance company in China
in March 2007. There are now four managing agents with physical presences in Shanghai. Seven
more participate via the RI3K platform.

Local Lloyd’s underwriters are facing competitive market conditions in Asia, despite the threat
of major natural catastrophes. Generally, they have to rely on expertise rather than price to
compete effectively. The Franchise Performance Directorate probably will have less influence
over underwriting in foreign hubs than it does in London, but this business still represents only
a small percentage of the overall total. Therefore, it is not considered a significant threat to the
market’s performance.

ACQUIRING PARTY ACQUIRED ENTITY SYNDICATE NUMBER DATE COMPLETED 2007 CAPACITY*

IAG Equity 0218/1208 08-Jan-07 426.0

Validus Talbot 1183 03-Jul-07 325.0

Ariel Atrium 0570/0609 30-Aug-07 340.0

Sagicor Gerling 1206 01-Sep-07 60.2

Munich Re Beaufort 0318 31-Dec-07 202.0

Tokio Marine Kiln 0308/0510/0557/0807 Q1 2008 991.0

Lloyd’s M&A Activity
* GBP Billions

Source: Guy Carpenter & Company, LLC

Lloyd’s Overseas
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28 Lloyd’s: Lloyd’s Overseas

The Lloyd’s reputation continues to carry substantial weight in emerging markets. In October
2007, the Brazilian regulator published proposed regulations for the local reinsurance market,
specifically addressing the possibility of Lloyd’s becoming an admitted reinsurer. Lloyd’s is likely
to begin operating on this basis during the first half of 2008 and may seek local reinsurer status
in the future.
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29Reinsurer ERM: Faster, Stronger, Higher

2007 was a watershed year for ERM in the insurance industry. The combination of regulatory,
rating agency and investor emphasis made ERM a priority for industry players of all sizes
worldwide.

As 2007 closed and the first wave of ERM has passed, insurers are taking stock while simultane-
ously trying to interpret signs as to what the true long-term requirements will be. Reinsurers,
though, may not be able to enjoy this luxury. Today’s requirements are too pressing. Peer bench-
marking, rating agency standards and investor demands have elevated the minimum ERM stan-
dard for reinsurers. Whether qualitative or quantitative, culture or controls, modeling or imple-
mentation, reinsurers must show significant capability today and investment in future advance-
ments just to keep pace.

Reinsurers are responding to the pressure of ERM. The number of Chief Risk Officers (CROs)
leading large risk management functions and the increased frequency and depth of communi-
cation about risk and capital are evidence of more demanding ERM standards. Most leading
players with established capital modeling efforts are now disclosing details of their results to
the investor community (e.g., Munich Re, Swiss Re and Endurance). Consequently, reinsurers are
becoming increasingly transparent in regard to their aggregate distributions of earnings, stated
risk tolerances and active capital management policies — all with the goal of increased capital
efficiency and improved risk-adjusted returns and, ultimately, a better market valuation.

The increased importance of ERM has also led many reinsurers to contribute original ERM
research to the marketplace’s body of knowledge. Along with professional organizations,
academic institutions, consultancies, intermediaries and ratings agencies, reinsurers
contributed to the large number of high-quality reports and seminars on ERM theory and
practice. Research in 2008 will focus on critical ERM implementation issues, including measure-
ment of diversification benefits, market value margins on reserves, integration of stress
scenarios, passing the “use test,” model validation and formulation of risk tolerances.

New reinsurers have used existing best practices across the industry as benchmarks for their
operations. What has resulted is industry-wide peer-driven continuous improvement in the use
of capital models, not to mention integration, testing and reporting. This trend shows no signs
of slowing in 2008.

Reinsurer ERM: Faster, Stronger, Higher

“Whether qualitative or quantitative, culture or controls,

modeling or implementation, reinsurers must show significant

capability today and investment in future advancements 

just to keep pace.”
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30 Rating Agencies: Global Reinsurance Market Outlooks

Rating activity was relatively quiet in 2007. The absence of major losses and the unfolding
subprime credit crisis focused the attention of the rating agencies elsewhere. Capital models
continued to evolve and the increasing emphasis on ERM continued. Changes to capital
adequacy models, an increased focus on enterprise risk and a movement towards principle-
based regulation, are among reinsurers’ incentives to manage capital more proactively as the
market downturn continues into 2008.

S&P’s new risk-based Insurance Capital adequacy Model (ICM) was run alongside its Capital
Asset Ratio (SPCAR) model through the end of 2007. ICM, which replaces the old model in 2008,
features a built-in credit for diversification and represents substantial increases to most premi-
um risk factors for the “A” level and above. Marine and aviation show the most significant
increases. Risk factors for equity assets and seriously mismatched asset-liability durations also
increased significantly. Other factors included reductions in capital charges, including property
reserves, short-term bonds and certain life and health reserves. An explicit charge equal to the
modeled aggregate one-in-250-year PML added to SPCAR in 2006 was carried over to the new
model, but this charge is now net of tax and does not vary by rating levels.

Overall, the new model should be somewhat positive for well-diversified composite groups and,
depending on nuances in risk profile, even some niche writers — including cat risk specialists —
may see a decline in required capital. This will not, however, necessarily result in rating increases in
2008 as other factors weigh heavily, including ERM impact on cycle management.

ERM assessments drove an increasing number of rating or outlook changes in 2007. All four
major rating agencies are looking at ERM processes more closely. S&P will begin a more detailed
“Phase II” of its ERM evaluations in 2008, which will include an evaluation of reinsurer internal
economic capital models with “strong” or “excellent” ERM. Companies that qualify for a Phase II
assessment should see further easing of capital requirements.

All four major rating agencies maintain a stable outlook on the sector going into 2008, citing
stronger balance sheets and the record profits earned in 2006 and 2007. The agencies also agree
on the threats facing the sector, including the underwriting cycle and a likely resumption of the
increased catastrophe activity experienced in recent years.

Rating Agencies

Global Reinsurance
Market Outlooks

A.M. BEST FITCH MOODY’S S&P

Outlook Stable Stable Stable Stable 

Strengths Adverse reserve Strong capital profiles, Strong balance sheets, “Enhanced ERM
development slowing, strong profitability greater transparency, should increase
strong OCF, increased focus on U/W discipline,”
replenished balance profitability strong capitalization
sheets

Threats Increased competition, Consolidation, growth in Volatility of cat lines, ERM not yet tested,
cedents retaining more capital market alternatives, declining rates and low barriers to entry, 
risk, catastrophic risk catastrophic risk, low barriers increased capacity, increase in frequency

to entry low barriers to entry and severity of
natural catastrophes

Rating Agencies’ Reinsurance
Sector Outlooks

Source: Guy Carpenter & Company, LLC
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31Rating Agencies: Regulatory Interest in Rating Agencies

The subprime credit crisis has focused attention on the credit rating agencies. Mass downgrades
of mortgage-backed securities (MBS) and CDOs have highlighted potential conflicts of interest
and raised questions about methodology. The event has added fuel to the fire for regulators in
Europe and the US, which have raised concerns over these issues following previous predictive
failures by the rating agencies such as Enron, WorldCom and Parmalat.

In the US, the SEC conducted investigations into MBS ratings. In June, the agencies were cleared
of collusion allegations. The EC established a voluntary code of conduct for rating agencies in
2006 to mitigate conflicts of interest, and, in January 2007, stated that the code was working.

Regulatory Interest in
Rating Agencies
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32 Regulation: Principle-Based Regulation

Principle-based regulation is becoming an issue in the US. The outcome is expected to give
higher rated reinsurers easier access to the US market. Significant changes have been
proposed by the Bermuda Monetary Authority (BMA) concerning the supervision and control
of insurers, particularly for the larger class 4 category.

Principle-based regulation is well established in Europe, but the subject remains controversial in
the US. The New York Insurance Department has proposed shifting from a rules-driven to a
principle-based approach in 2008. The Insurance Department expects the change to benefit
cedents through greater efficiency, faster approvals and lower reinsurance costs.

Under principle-based regulation, insurance and reinsurance companies follow general princi-
ples of prudent risk management, rather than follow a fixed set of specific rules. In the United
States, an industry task force proposed a new framework that would modernize reinsurance
regulation. Because this change would require the approval of 50 state legislatures, change is
not imminent. The proposed framework includes a new National Association of Insurance
Commissioners (NAIC) entity that would be called the Reinsurance Supervision Review Dept
(RSRD). The RSRD would assess regulatory equivalence and effectiveness. Also, it would deter-
mine the jurisdictions that may enter into mutual recognition agreements. The framework
would include a single state US regulator for US reinsurers and a single port of entry for non-US
reinsurers from an approved jurisdiction with minimum uniform standards to be developed.

Some of the outstanding issues to be addressed include:

> Appropriate collateral levels from zero to 100 percent

> Treatment of primary insurers with assumed reinsurance, including affiliated transactions

> Authority of cedent’s domestic regulator

> Mutual recognition requirements

Further, the Insurance Department has proposed a new system for collateral. According to the
proposal, the highest rated US and non-US reinsurance companies not authorized or accredited
to do business in New York would be treated the same as New York reinsurance companies.
This represents a significant change. Currently, a US or non-US reinsurance company that is not
authorized or accredited to operate in New York must post collateral equal to 100 percent of its
share of policyholder claims, even if the non-New York company has a top credit rating and is
financially strong. The existing requirement reduces the amount of reinsurance a reinsurer can
offer and adds the cost of posting the collateral. Companies authorized or accredited to do busi-
ness in New York, even if they are weaker financially, have no such requirement.

Under the proposed regulation, companies neither accredited nor authorized to do business in
New York will no longer have to post any collateral. Unaccredited or unauthorized companies that
are not as strong will have to post collateral on a sliding scale from 10 percent to 100 percent.

Regulation

Principle-Based Regulation

Collateral for Alien Reinsurers

EQUIVALENT RATING REQUIRED COLLATERAL FOR CREDIT

(% OF REINSURANCE RECOVERABLES)

AAA 0%

AA 10%

A 20%

BBB 50%

BB and below 100%

Proposed New York Insurance
Department Collateral
Requirements

Source: Guy Carpenter & Company, LLC
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33Regulation: Regulation in Bermuda

The Insurance Department is circulating a working draft of the proposed regulation to the
insurance industry and consumers. Then, it will go through the formal proposal process, which
includes publication in the New York State Register and a formal 45-day period for written
comments. The regulation would take effect July 1, 2008 for all reinsurance contracts made on
and after that date.

The BMA has proposed significant changes over the past two years to bolster its capability for
solvency oversight and supervision and control of insurers. Most of the new initiatives will focus
on monitoring class 4 insurers because of higher public profiles arising from their heavier involve-
ments in writing third-party business. These are Bermuda’s largest carriers, with minimum
capitalizations of USD100 million. The BMA introduced the changes primarily to keep capital
standards current with those of other regulatory bodies, including the International Association of
Insurance Supervisors (IAIS). Another important motive is reduced collateralization requirements
for Bermuda-based reinsurance recoverable balances in the US. The perceived effectiveness of the
regulatory regime in a reinsurer’s domicile is a key factor in that area.

The BMA has proposed that, beginning with year-end 2007, reinsurers at the legal entity level
file audited GAAP or IFRS financial statements to be publicly published via the BMA website.
The audited statements also will be filed with the annual statutory financial return. Further, an
updated Code of Conduct has been proposed, detailing the responsibilities of the Board of
Directors and senior management.

The introduction of a risk-based capital (RBC) approach is an important part of the proposal as
well. In many ways, the calculation is similar to the approach developed by the NAIC, but it
would better enable the BMA to determine an insurer’s capital solvency requirements based on
each insurer’s individual risk attributes. Also, it should enhance the oversight process by insti-
tuting “graduated intervention tools.”

The RBC proposal also includes statutory statement changes for 2007 that will accommodate
the calculation. Other disclosures would be included, such as operating results and loss trian-
gles for 24 predefined lines of business, a catastrophe risk charge based on a 99 percent TVaR
aggregate loss, reinsurance recoverables listed by reinsurer and A.M. Best rating category and
projected financial results for the following statutory financial year. In conjunction with the
RBC requirement, insurers would be required to conduct stress tests and extreme event sce-
nario simulations. A proposal is circulating that will enable an insurer to substitute its internal
model if the insurer can demonstrate that it is more accurate in determining the company’s
regulatory capital requirement.

While the Bermuda regulatory process will remain more dependent on outside auditors, princi-
pal representatives and loss reserve specialists than other jurisdictions (such as the US), the
BMA has conducted a limited number of on-site insurer reviews and is growing its staff to sup-
port increased volume.

There is no indication that the statutory return will be shared with the public. In addition, a
further concession to the privacy of regulated companies extends to the public disclosure of the
audited GAAP or IFRS statements, which may be suppressed if a company is concerned that the
disclosure would put it at a competitive disadvantage. In such cases, the BMA would only make
select portions of the filed information available on its website.

Regulation in Bermuda
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34 Sector and Segment Reviews: US Property

At US renewals for 2008, pricing was down, with the Guy Carpenter ROL Index declining by
10 percent. Following the difficult renewal of 2006, pricing has retreated from the peak rates
during the summer of 2006, reflecting the increased capital that has entered the global risk
transfer market and the relatively low level of catastrophes in 2006 and 2007. For the past
year, cat losses for the US are expected to be about USD7.5 billion, considerably lower than
the 10-year average of USD17.5 billion.

Market Dynamics

In simplest terms, the US renewal season at 1/1/2008 reflected a clash of market tactics
between reinsurers and cedents, and among the members of each group.

On the reinsurance side, the reinsurers recognized that the market would be soft and that rates
would go down by about 10 percent to 15 percent. Most risk bearers bowed to this reality, tend-
ing to quote reduced rates in a fairly narrow range. A few reinsurers, while accepting that the
market was softening, chose to take a hard line in negotiation and tried to quote at expiring
(and occasionally even at higher than expiring) rates. Reinsurers who adopted this approach
often ended up with reduced lines.

On the cedent side, insurers were also expecting price declines in a 10 percent to 15 percent
range. The majority of cedents pushed for reductions in this range. Not surprisingly, firm order
terms (FOT) on average were 16 percent below average quotes.

In a relatively small number of cases, cedents believed that they could do better than the
10 percent to 15 percent range decreases expected for the market. Based on certain factors
including reduced exposure and management pressure on expenses, insurers pushed for rate
reductions as high as 20 percent. When these cedents crossed paths with the hard line reinsur-
ers, the result was a difficult negotiation, leading in some cases to a reduction in signed lines
for incumbent leaders. However, in general, reinsurers were reluctant to give up their leadership
on the program.

Quotes in general were in a fairly narrow range about the mean.

Sector and Segment Reviews

US Property

United States ROL
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35Sector and Segment Reviews: US Property

In the chart above, we show quotes from reinsurers on specific programs. Looking first at the
extreme left-hand side, we see that Reinsurer A has always quoted below the average of the
programs in which it participates. At the other extreme, on the right-side we see that quotes from
Reinsurer FF are all above the average. For each reinsurer, the length of the line shows the highest
and lowest quote for each market as well as the average. The majority of quotes are in a fairly
reasonable range, indicating that the perceptions of supply and demand in this marketplace are
generally aligned.

At publication of this report, a number of programs have not been completed. This has led to a
number of small sample issues, where the paucity of information makes estimates based on small
samples unreliable, as variations in the norm by a single company can distort the real underlying
trends. To address this issue, we reviewed various categories of our data. We concluded that our data
on “super-regionals” carriers operating across a fairly wide region was representative of most trends.

In the following chart, we show the relationship between market ROLs and model-developed loss
on line. This allows for an examination of pricing on an apples-to-apples basis. The 2008 FOT have
moved away from the 2007 FOT line, indicating a reduction in the risk load charge to reinsurers.

Changes at the lower layers of programs were much more dramatic than at the top end of
programs.

Market Quoting Behavior

Source: Guy Carpenter & Company, LLC
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36 Sector and Segment Reviews: US Property

With little change in exposure (minimal changes in SPI, retentions and limits), premiums were
down by 13 percent. ROL was down by 13.2 percent. We calculated the change in premium, as
adjusted for portfolio changes. The net effect is 13 percent decline in adjusted premium, the
same result as that from unadjusted data.

Meteorology Professor William Grey of Colorado State University is projecting an above average
season of storm activity on the North Atlantic, with 13 named storms versus an average of 11.
Most telling is that he believes that there is a 60 percent chance that a major hurricane will
strike somewhere on the US Coastline.

Super-Regional Insurers
Average Change Year Over Year*
* Adjusted for exposure changes

Source: Guy Carpenter & Company, LLC
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AVERAGE PROBABILITY
COASTAL AREAS 2008 PROBABILITY FOR LAST CENTURY

Entire US Coastline 60% 52%

US East Coast including Florida Peninsula 37% 31%

Gulf Coast from the Florida Panhandle westward to Brownsville 36% 30%

Probabilities for at Least 1 Major
Hurricane (Category 3-4-5)
Landfall

Source: Dr. William Gray,
Colorado State University

Named Storms 13

Hurricanes 7

Intense Hurricanes 3

Hurricane Days 30

Intense Hurricane Days 6

Atlantic Basin Seasonal Hurricane
Forecast for 2008

Source: Dr. William Gray,
Colorado State University
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37Sector and Segment Reviews: US Casualty

Pricing for casualty business was down about 5 percent to 10 percent. Because many casualty
programs are loss-driven, though, there was a wide dispersion in pricing of individual programs.

Following four to five years of rate declines, there is some evidence in the market that rates are
moving closer to break even. At 2008 renewals, though, competition was strong. A number of
reinsurers were especially aggressive on pricing, as they sought to win market share. In particu-
lar, clash and catastrophe covers benefited from these trends.

Reinsurers quoted promptly and were eager to show responsiveness to cedent needs. A small
number of players held back from early commitments, as they struggled to discern the true
direction of the market.

Cedents were in no rush to complete programs in this buyers’ market.

The spread of quotes was around 10 percent to 15 percent. Particularly large ranges were
observed in areas of high market uncertainty, such as California workers compensation.

Workers Compensation

Working layers saw some price softening (decreases of 5 percent to 10 percent) as reinsurers
sought to maintain placements. The sector was impacted primarily by cedents’ desire to increase
retentions. Renewals proceeded well, as pre-renewal pricing targets generally were met.

Workers Compensation catastrophe capacity was readily available. Reinsurers were very aggres-
sive in their attempts to retain business, and rate on line reductions in the 20 percent range
were the norm. Reinsurers were quick to return quotes once information was received. For the
most part, brokers provided pricing direction to the reinsurers throughout the renewal. As a
result, pricing requirements were no surprise.

Increased retentions were considered by all clients. Most enacted moderate increases to reduce
the overall cost of reinsurance. The spread on quotes was tighter on large regional programs.
For smaller regionals and one-state programs, though, the spread ranged from 50 percent to 150
percent.

There was some increase in limits available for terror cover. Certain reinsurers allowed a rein-
statement for Terrorism for price considerations.

Aggressively priced programs were slower in getting placed, but eventually they did get placed.

Results in the primary Workers Compensation market have improved steadily over the last five
years. Cedents are increasing their retentions, and in some instances, they are not purchasing
reinsurance at all. Cedents are preparing for the inevitable loss in volume as primary pricing
declines. Thus, reducing reinsurance as a percentage of overall costs becomes important.

In 2008, cedents will likely place a greater focus on growth. Organic growth will be difficult to
achieve, so an increase in merger and acquisition activity is expected. Also, Workers
Compensation carriers are likely to make plans to enter new lines of business to support their
Workers Compensation franchises.

US Casualty
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Directors and Officers

Pricing for D&O reinsurance was mainly flat at renewals. Generally, the market was uniform,
with the spread between the highest and lowest quotes at 20 percent.

Reinsurers tried to limit subprime through exclusions and sub-limits, but most did not stick.
Risks that were particularly difficult to place included anything with financial institutions due
to questions about subprime losses or D&O in general. Huge rate decreases, now in their fourth
year, were the primary reason, despite the fact that SEC claim frequency is up more than 40
percent this year compared to last year.

Unlike most other reinsurance lines, the prime concern of cedents in the D&O line was security
rather than price.

Primary markets have softened, while the reinsurance market is stable. Financial institutions
are the exception, where modest hardening is occurring while reinsurers attempt to limit/price
that business effectively for the downside risk.

Excess Casualty and Umbrella

Rates appear to be declining in the Excess market, with greater declines for larger accounts and
lead layer umbrella. Higher layer pricing may be buoyed by strict adherence to minimum
premium guidelines.

Reinsurers are becoming increasingly receptive to smaller transactions with less balance. This
approach is seen as good risk diversification, as historical loss ratios for smaller books of busi-
ness are likely to float in a tighter band than the business of national stock companies.

Reinsurers with larger capacities are attempting to increase their positions on attractive
programs. Ceding commissions have increased in a number of cases, in recognition of favorable
accident year loss development.

There is a continued disconnect between cedent and reinsurer loss ratio picks. An accelerating
primary declining rate environment will likely challenge terms on quota share placements over
the next one or two anniversaries.

Cedents that can demonstrate superior exposure identification and rate monitoring are likely to
achieve better terms. Casualty terror reinsurance capacity is broadening, and the economic cost
to the cedents is improving.

Errors and Omissions (E&O)

Higher ceding commissions on proportional covers characterized the soft market for E&O
renewals. Further, terms and conditions were relaxed, including the removal of some exclusion-
ary language. In some cases, sub-limits by line were removed or adjusted to the client’s benefit.
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Client retentions generally increased. There was also some relaxation on exclusions or limita-
tions on the number of policies that could be written by line or at certain policy limits. On mar-
ket security, special termination clauses remain in place. Cedents continue to scrutinize their
reinsurer approved lists.

Reinsurers scrutinized lines of E&O business with actual or perceived sub-prime
exposure–namely mortgage brokers, mortgage bankers, certain real estate operations and finan-
cial institutions. There were some difficulties in placing covers for the large accounting firms,
actuarial consultants, large A&E project policies and investment banking E&O.

Reinsurance capacity is generally ample, with some additional capacity available in certain
lines of E&O business where capacity was light previously.

Reinsurers are applying increased scrutiny to changes in original rate levels. Also the markets
are awaiting the Supreme Court decision on the Stoneridge case, where current law restricts
suits against third parties in securities transactions.

Medical Malpractice

There was not much pressure on reinsurance rates at January renewals. Cedents generally stuck
to previously agreed premium proportion allocations between working and catastrophe layers.
The dollar value of reinsurance cessions seems to be following the contours of gross rate move-
ments. Cedents wanted quotes early this year, hoping to avoid the year-end press. Underwriters
generally obliged.

For claims, there is a general acceptance that while the severity trend is still experiencing mod-
est single-digit gains, the falloff in claims frequency is real and more than offsets severity gains.

In 2007, reinsurance terms written for startup companies formed in 2003 and later who
received initial three-year block programs continued to be reconciled.

The pace of mergers and acquisitions in this sector cooled in 2007, though there were some
notable exceptions. In 2008, acquirers may begin to take a closer look at acquisition targets,
especially among the risk retention groups formed in 2003. Modestly sized companies, while
marginally viable financially, may seek affiliations to amortize overhead expense. Such compa-
nies recognize that their growth is stymied. Several have been successful “incubators” of fresh
risk management, underwriting or claims concepts and may be attractive to consolidators for
both their expirations and their intellectual capital.

Little new capital was brought into the market for domestic reinsurance markets in 2007. The
Bermuda and London markets are watching, and to some extent stockpiling, talent. While there
was the usual activity at the margins in 2007, with a handful of single underwriters decamping
for other opportunities, there seems to have been no wholesale redeployment of global reinsur-
ance capital in or out of this sector. None is expected for 2008.

The select reintroduction of an occurrence trigger physician product by the commercial market
occurred in 2007. This was a competitive phenomenon not seen in most markets in more than
20 years. Occurrence trigger reinsurance capacity is expected to remain quite limited.
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By a variety of industry measures, medical malpractice in most of the sectors (physician, insti-
tutional, allied health and long-term care) has undergone considerable development from acci-
dent years 2003 to the present. With expected commercial pressures, underwriters are making
adjustments to earlier over-corrections. Generally, the line appears to have stabilized from an
orderly market standpoint. More rate pressures are affecting larger physician groups and larger
institutional risks. The relative rate of decline in rate strength appears modest when compared
with other “heavy” casualty lines. Aggregate 2008 ceded reinsurance premium is projected to
return to approximately 2004 levels.

The year 2008, however, could be a transitional year, as primary and reinsurance underwriters alike
grapple with notional effective rate changes etched in the 2001 to 2004 correction phase. Some
reinsurance underwriters talk about the specter of rotating off the bottom quarter of their ranked
portfolios at the next anniversary (or two) if the slide of gross rates continues accelerate.

Catastrophe Reinsurance

Catastrophe pricing decreased broadly at the January 1, 2008 renewal season. The largest
pricing relief was experienced on US Full Terrorism including Nuclear Biological and Chemical
(NBC) layers under a USD50 million exhaustion point. Double-digit rate decreases were experi-
enced across the board, with some as low as 30 percent. For layers in excess of USD50 million,
rate decreases averaged 9 percent with some as high as 14 percent. These trends were support-
ed by reinsurer appetites for authorizing larger lines. Overall, ex-NBC programs experienced
price reductions of up to 15 percent, although most were in the mid-single digits.

Group Life and AD&D Reinsurance

The group life and accident reinsurance market continues to be stable and competitive, with
reinsurers posting steady profits. Capacity has been relatively consistent, only growing with the
addition of a single group life reinsurer in the last year. A modest softening of rates over the
past 12 months, coupled with modest increases in retentions has led certain cedents to allocate
savings to catastrophe purchases.

Disability

Hardened pricing, terms and conditions remain in the disability reinsurance business. The cur-
rent group disability environment is a function of negative profitability trends that have
occurred over the last few years due to higher incidence, decreased terminations, lower invest-
ment income, churning of existing disability business, and limited reinsurance and retrocession
capacity.

Medical Reinsurance

The medical reinsurance market for excess of loss reinsurance has continued to grow over the
last year, while quota share capacity remained stable. Rate competition in the primary market
has contributed to erode margins for reinsurers supporting quota share programs, causing
many to withhold capacity at current margins. Reinsurance pricing in the excess of loss seg-
ment remains competitive but still rational. Excess of loss reinsurers are not as constrained by
original rates. Rate increases kept pace with the leveraged trend for excess of loss renewals.

US Life, Accident and Health
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Individual Life Reinsurance

Changes in pricing are somewhat difficult to determine as a result of the significant shift from
coinsurance to other products. In general, pricing seems stable, with renewal rates or
allowances consistent with previous contracts. Based on the recent contraction of the reinsur-
ance market together with new entrants and existing players eager for growth, we expect some
improvement in pricing over 2008. However, this improvement may not be realized uniformly
for all insurers, as increasingly important factors such as data quality and underwriting con-
trols will impact reinsurer pricing decisions. For the first time in several years, total capacity in
the market may be poised to increase.

Pandemic

The potential for losses resulting from pandemic influenza remains largely unchanged through
2007. Should a pandemic arise, the magnitude of the losses from mortality could vary widely
based on several factors, but primarily infectiousness, lethality, recognition and effectiveness of
countermeasures, including vaccine production. The most common benchmarks for the possi-
ble impact of a pandemic are the 1918 and 1957 flu outbreaks. A modern pandemic with
parameters similar to the 1957 outbreak could be expected to produce industry mortality losses
in the tens of billions of dollars for US insurers. Considering not only deaths, but also increased
health care expenses, a pandemic more similar to the 1918 outbreak could produce losses of
USD150 billion or more.

The casualty treaty reinsurance market is softening marginally in many areas. This mirrors the
position in the underlying insurance markets, where competition has increased following five
years of profitable underwriting in most classes. Nevertheless, rating quality remains signifi-
cantly higher than at the end of the last soft phase of the market cycle in 2001. For individual
treaties, better results over the last five years, have led to greater rate reduction, but difficult
lines are still subject to a tough rating environment. UK and France motor liability, in particular,
have experienced this trend. Past year decline in individual bodily injury claims has affected
reinsurers’ results badly; this is also the case for high-hazard product liability and professional
liability risks.

International Casualty

Casualty Reinsurance Pricing

Source: Guy Carpenter & Company, LLC
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Pricing

Professional Liability reinsurance pricing has continued to soften where justified by the under-
lying portfolio results. Reinsurers are identifying portfolios with an increased frequency of
claims and deterioration of results for corrective treatment. Ceding companies thus are being
persuaded to retain more (or all) of their business net, especially when underlying insurance
market terms and conditions are softening to a greater degree than the reinsurance market.
Reinsurers who are prepared to accept lower prices are expected to see more business offered.

General Liability portfolios without substantial US exposures are being renewed at stable to
marginally reduced rates, applied to underlying rates which are themselves reducing by 5 percent
to 25 percent. Effective decreases are between 5 percent and 30 percent. Underlying loss ratios,
despite the reduced rates, are expected to remain profitable.

Casualty Clash XL pricing is stable, but there was willingness to shave rates by around 10 percent
on the largest programs. Capacity was limited for treaties with product liability or professional
liability exposure where the price is less than 6 percent ROL. This minimum ROL reduces to
approximately 3.5 percent ROL on portfolios with less exposure.

Motor pricing is stable on unlimited layers. Working-level XL layers continue to experience rate
increases, but in the softening UK market, they are insufficient to match the increase in the
projected cost of losses to the layers. Price movements on lower to middle layers differ consider-
ably from territory to territory depending on local experience. Rating increases which match the
projected deteriorating frequency of mid-sized losses are leading to higher retentions with
cedents focusing their reinsurance purchase more on catastrophe-level losses.

Coverage Issue

For Motor Unlimited, the amount of unlimited capacity remains more than adequate for market
requirements. Some markets are even increasing their shares of unlimited covers. A trend
toward limiting sideways coverage on underlying layers is emerging as well.

The Target Risks focus remains on transparency. Cedents must be able to demonstrate risk
management control of these types of accounts. Automatic capacity up to EUR150 million
(USD221 million) per program is available, although reinsurers generally require a list of target
risk commitments. There are no significant new exclusions or coverage limitations, provided the
reinsurer has confidence in the cedent’s underwriting philosophy.

Pharmaceutical coverage is available. Munich Re, Partner Re, Hannover Re, Everest Re, QBE/
LIMIT, Aspen Re, ARK, Catlin, Arch Re and Berkshire Hathaway have indicated a willingness to
provide capacity for pharmaceutical exposures, subject to detailed exposure rating analysis.
Coverage is available only on a “claims-made” basis.

The market’s attitude to the Terrorism peril has relaxed slightly. Cedents must demonstrate
sufficient risk management control of terrorism exposures to reinsurers. A maximum annual
aggregate sub-limit will usually be applied.

The international casualty market has accepted the total exclusion of asbestos-related expo-
sures. It is possible for reinsurers to accept limited asbestos exposure under treaties e.g., with
respect to construction companies involved in demolition work. This is only possible if the
cedent demonstrates satisfactory underwriting controls.
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The market is seeking total exclusion of tobacco products, but Guy Carpenter continues to
negotiate write-backs for manufacturers of non-tobacco products, which can be integrated into
the tobacco end-product.

Swiss Re has moved to introduce exclusionary language under GTPL XL contracts pertaining to
Genetically Modified Organisms (GMO), but other reinsurers have yet to reflect such a move in
their underwriting criteria and specific exclusions have been avoided until now.

Electromagnetic Forces (EMF) exclusions have been successfully resisted to date, but reinsureds
should be prepared to expand upon their underwriting strategy and demonstrate that potential
exposures are being controlled and either excluded or sub-limited within original policy cover-
age. Treaty reinsurance capacity is unlikely to be available for mobile phone manufacturers.
This has not been an issue for reinsureds, as they have restricted their underlying exposures in
this sector already.

Silica remains a potential issue, but the international casualty market remains silent.
Reinsurers are not yet insisting upon the introduction of exclusions.

It is acknowledged that nano-enhanced products have major loss potential. But, in the absence
of any evidence of damage caused, the reinsurance market has not moved to exclude them.

Professional Liability exposure to the US is the main issue, particularly for D&O. ADR risks that
continue to be monitored strictly, and insured versus insured coverage is now commonly
provided throughout the world, with the exception of the US and US exposures.

Outside the US a great deal of Professional Liability/E&O business remains included in GTPL
treaties. For cedents, the tendency to add E&O business into their D&O treaties continues. This
action adds balance to treaties, especially if the portfolio contains the riskier lines such as
Financial Institution E&O, Large Lawyers, Large Accountants and Insurance Agents E&O. Prices
are holding firm on the more exposed portfolios, particularly where there is concern about
systemic exposure from the current subprime mortgage credit crisis.

Medical Malpractice capacity continues to be more limited than D&O or Professional Indemnity.
Reinsurance terms and pricing are holding steady. Severity of losses is increasing at a rate of
5 percent to 10 percent, while the frequency of losses on the original business continues to
reduce.

Capacity

Local branches of London- and Bermuda-based reinsurers in Continental Europe (notably in
Switzerland) and in Asia (notably in Singapore) are providing increased capacity for small- to
mid-sized risks. Larger industrial risks tend to be written at reinsurers’ head offices. The
substantial capacity that is available (automatic capacity of USD150 million plus a further
USD150 million of Facultative obligation/Facultative capacity) continues to be subject to rigor-
ous exposure rating controls that are keeping the market on a hard plateau.

Original insurance limits remain much lower on commercial and professional liability policies in
Asia and Continental Europe than in the US or UK. Consequently, there are no capacity issues in
these territories, except for the largest and most hazardous risks with US operational exposures.
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For property catastrophe, we estimate that rates declined by 5 percent to 7.5 percent, though
the headline rate movement in Europe represented a range of individual experiences.
Opportunities for reductions were affected by loss experience, most significantly on programs
hit by Windstorm Kyrill or UK floods. In some cases, reductions of greater than 20 percent were
achieved, while in others cedents with 2007 losses paid double-digit increases. In the most
severely affected cases, rate increases of up to 15 percent were imposed.

Capacity was generally plentiful for European programs, though there was some restriction of
windstorm capacity for reinsurers whose line sizes had to be translated back to US dollars at
unfavorable rates of exchange. This exchange rate movement had the effect of increasing US
dollar equivalent aggregates by up to 20 percent for some reinsurers, particularly those in
Bermuda. The consequent capacity constraint had a restraining effect on the degree of price
reduction available. Some new capacity entered the market, but it was not established early
enough and the typical line sizes were not significant enough, to affect pricing. Nevertheless,
the new capacity gave cedents a wider choice of following market with which to satisfy pro-
gram requirements.

Some cedents pressed hard for reductions, and significant blocks of capacity were available at
reductions greater than 10 percent. However for the larger, multi-territory, multi-peril programs,
price reductions of greater than 10 percent were not sustainable, given the associated large
capacity requirements. In many cases, reinsurers stood firm; cedents and their brokers seeking
large reductions had to judge the rate-to-capacity balance carefully.

Reinsurers based in Continental European continue to dominate the market. Multi-line relation-
ships are still important in Europe, and the indigenous markets are willing to consider a
cedent’s excess of loss treaties in light of the overall client relationship. The merger of Scor and
Converium created some opportunities for other reinsurers.

Europe

European Rate Change

Source: Guy Carpenter & Company, LLC
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The Bermudian market is now an important larger program player in Europe. Average quota-
tions were commercially realistic and consistent. The opening of local European offices by many
Bermudians indicates that their involvement in the region is expected to grow in the future,
encompassing a more diverse range of cedents and increasing competition in the market.

The London market continues to be more expensive to European cedents at the quoting stage.
Nevertheless, it continues to provide significant following capacity and the ability to provide
innovative products.

European Highlights

In Austria and Central and Eastern Europe, there was heavy pressure on pricing, even for
programs hit by Kyrill. Oversupply of capacity for core lines of business and very competitive
environment characterized the renewal.

The client focus in Belgium, Netherlands and Luxembourg was on increases in retention.
Increases were based on revised risk tolerance factors and budgetary constraints which lead to
greater demand for multi-peril aggregate solutions. The budgeted reinsurance cost is still a key
driver in the Benelux region and a degree of opportunistic buying is practiced. There was some
difficulty in finding lead markets willing to meet cedents’ price expectations, but once a leader
was found, firm orders were completed without significant problems.

Cedents in France pushed hard for material reductions with limited success. Firm order terms
and subsequent completion were consequently among the latest in the Europe. The inclusion of
terrorism coverage, in the form of GAREAT I and II, complicated the renewal process.

Loss experience in Germany during 2007, particularly from windstorm Kyrill, was a major factor
in determining renewal pricing. Per layer increases of up to 25 percent were seen, though overall
program increases tended to be closer to 15 percent for cedents with significant 2007 losses.
Otherwise, the general market moved for reductions.

Italy experienced a relatively quiet renewal in which cedents could get reasonable reductions.
Some model changes indicated a downward direction for PMLs and pricing. However, cedents
did not change program exhaustion points preferring to concentrate on maximizing price
decreases.

Portugal had a late but smooth renewal, with the market declining gently.

The renewal in Scandinavia was quite late. As in other territories, 2007 loss experience was the
key determining factor in renewal pricing negotiations. Once a leader was found whose price
met the cedent’s requirements, firm orders were completed without significant problems.

There is no standard Catastrophe market in Spain. Cedents were keen to explore many cost and
structure options before a firm order was given.

2007 flood and hail storm losses restricted cedents’ ability to secure large reductions in
Switzerland. Nonetheless, market pricing reduced, albeit to a limited extent.

A late UK renewal was characterized by more reinsurer discipline than anticipated. UK prices
were not affected substantially by the record summer floods as high attachment points kept
losses at bay for reinsurers.
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Rates declined by an estimated 10 percent to 15 percent on average throughout the Asia-Pacific
region. Competition was fierce in many territories with some reductions of more than 20 percent.
The picture was clouded, though, as large and rapid growth of original business in many Asia-
Pacific countries made price change data analysis more subjective than it is in mature markets.
Minimum property catastrophe ROL is also a less meaningful concept in many Asian territories
where ROLs of well under 1 percent frequently are possible.

Australia and New Zealand

Reinsurers seemed to expect modest price increases due to aggregate growth, loss activity in
2007 and a continuing softening of original rates. Conversely, cedents expected to renew at
expiring rates at worst, if not reductions of 5 percent to 10 percent. These contrasting views
created a tense renewal. Cedents were focused on obtaining the cheapest price at no worse
than expiring levels of capacity (because the security level of capacity is of regulatory signifi-
cance in Australia). At times, the concept of negotiation over technical underwriting seemed to
have been abandoned.

Quotations from reinsurers described a reasonable range of about 35 percent around the
average, with many of the major players tightly grouped around the mean. While reinsurer
behavior is difficult to generalize, some with locally domiciled offices were more willing to
negotiate on price than overseas competitors, particularly those in Bermuda. Nevertheless,
Bermuda is well represented in what is generally a diversified panel, which alongside the
London market, provides a substantial capacity.

The market was affected somewhat by the continuing tendency for multinational cedents to
include Australia and New Zealand as part of worldwide cover, thereby removing the need for
specific local protections.

Asia and Pacific Rim

Asia-Pacific Rate Change

* Excludes Japan and Korea which        
renew at April 1

Source: Guy Carpenter & Company, LLC
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China

The market showed notable signs of softening across all lines, on both proportional and excess
of loss treaties. In many cases, ROL reductions were achieved on excess of loss programs despite
material increases in exposure. The proportional market was easier than in recent years due to
improved results on original business. Large additional capacity requirements for property and
engineering proportional treaties were met by reinsurers without little apparent difficulty.
Overall, the market increased capacity by around 30 percent.

Local reinsurers appeared to be keen to expand market share. They took lead positions on occa-
sion. The large European reinsurers that have dominated the market experienced some decline
in market position due to local competition. But, they offered large following lines even where
lead positions were lost.

Taiwan

Like most of the world, Taiwan was a buyer’s market. Reinsurers’ desire to maintain share led to
aggressive price competition. Reinsurers offered prices efficiently at the quotation stage. For
second round quotations or price fine-tuning, some reinsurers held back until close to dead-
lines, especially large incumbent leaders. This delay was offset by a number of new quoting
reinsurers, mostly based in the region.

A wide spread of quotations was given. The quote range from lowest to highest was 70 percent.
Reinsurers were willing to reduce their prices by an additional 10 percent to 15 percent from
their first quotations, and there was some evidence that each reinsurer had decided which
clients to target. They were willing to be more flexible with targeted cedents. Few truly new
reinsurers entered the market. The London and Bermuda markets now play a tiny role in
this space.

Southeast Asia

Generally, rates were down across the region. At the quoting stage, there was a wide price
disparity among reinsurers. Quoting markets tended to be unpredictable. Some were quite
expensive on some programs while competitive on others. Apart from the regional programs on
which reinsurers tend to place more emphasis, most other programs’ quotes tended to be
released late in the season. Each program usually found a leader willing to give the cedents’
targeted price and capacity. Most of the business was placed with the local market or to local
subsidiaries of non-Asian reinsurers.

The Philippines was the only territory to buck the trend of price reductions. Price changes
ranged from -10 percent to +10 percent as catastrophe losses attached to some combined Cat
and Risk programs. The islands were struck inter alia in November 2007 by Category 2 Cyclone,
Mina (also named Mitag), and Tropical Storm Lando, which caused flooding, landslides and
numerous deaths.

There has been a considerable increase in the number of non-Asian reinsurers opening offices
in the region, especially Singapore. Some new entrants were able to access business, but in
general the extra capacity is merely adding to excess supply in the region.
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Prices at the January 1 renewal were down on average between 10 percent to 15 percent for
Latin American Catastrophe XL Covers (mainly non-wind exposed and excluding Mexico, which
renews mostly at July 1, 2008) and between 7.5 percent and 12.5 percent for Caribbean
Catastrophe XL Covers. Loss-free prices for Risk XLs were down on average between 5 percent
and 10 percent, with Pro Rata treaties remaining largely unchanged.

There were several catastrophe events in the region in 2007, but not of sufficient significance to
affect catastrophe rates in general. Catastrophes included: Peruvian Earthquake – August 2007,
Chilean Earthquake – November 2007, Mexican Floods – November 2007, Hurricane Dean –
August 2007 (Category 5) and Tropical Storms Noel – October 2007 and Olga – December 2007.

Underwriters quoted for programs in good time, as tight deadlines had been imposed for cedent
submissions. On average, firm order terms were between 5 percent and 15 percent below open-
ing quotation levels. Capacity was adequate, although tight pricing ensured that no programs
were significantly oversubscribed. Consequently, signings were straightforward, with Pro Rata
reinsurers receiving preferential positions. New entrants to the region included several new and
existing Lloyd’s syndicates.

Price remained the primary driver for cedents, though specific conditions were considered
important issues. The narrowing of exclusions in certain cases was apparent. Reinsurer security
was also emphasized, with the counterparty risk of some reinsurers being subject to greater
scrutiny than in previous years.

The January 2008 renewal for retrocession was quite late. Capacity was ample for those pre-
pared to pay the price demanded by retrocessionaires, in marked contrast to January 2007. The
late closure of deals and postponement of purchases to later in January 2008 indicated that
terms were either too high for or did not match buyer requirements. There was some move-
ment away from traditional sellers as buyers sought price reductions.

Catastrophe Treaty UNL

Sector pricing was generally flat-to-down in the absence of major losses. Some re-bundling of
business by line and territory occurred, as memories of the post-Katrina-Rita-Wilma hurricanes
panic faded and excess supply pressure bore down. Capacity was buoyant for buyers prepared
to accept offered terms and conditions. In many cases, though, attachment points were too high
for buyers. Many  retrocession purchases were also postponed as reinsurers waited to review
the composition of their inwards books before making buying decisions.

Product mismatch also had a slowing effect on the market. Sellers were positioning themselves
in the 1:10- to 1:50-year return period, while buyers, on the other hand, were required by rating
agencies (among other things) to show management of capital to a minimum of 1:100 years.
Most buyers managed 1:100 for wind and 1:250 for earthquake covers, reflecting concerns about
over-reliance on models and consequential PML failure. The loss window offered caused earn-
ings problems arising from high attachment points, as well as capital problems from the
relatively low exhaustion points, for buyers that rely too heavily on retrocession.

Latin America/Caribbean

Property Retrocession
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Capital markets provided further competition for the retro market. Informed capital market
players increasingly offered UNL and reinstatements where they had offered capped single-loss
covers in the past. Collateralization of the second event was a particular challenge for those
offering collateralized products. Catastrophe bonds also moved into lower, but higher priced
layers. In contrast, short-term opportunistic suppliers withdrew from the market, as evidenced
by the closure of some of the sidecars that proliferated in the post-Katrina shortage. Pricing
pressure on returns mounted, and other short investment opportunities arose, including the
subprime sector. Somewhat militating against non-traditional sellers was the continued impor-
tance for buyers of stable relationships with sellers.

Catastrophe Direct and Facultative (D&F)

Catastrophe D&F buyers remained reliant on the availability of retrocession to sustain their
positions in this class of business. Capacity was ample and increased, though mostly on Whole
Account and event bases rather than on a per-risk basis. Overall, attachment points remained
disciplined, and renewal markets held the line on pricing. The nature of the business produced
a price change spread of -10 percent to +30 percent. Some competitive pressure was manifest in
the renewed availability of worldwide covers and from new entrants trying to build positions in
the sector. Competition from the traditional capital markets was muted by the inherent difficul-
ty of D&F underwriting, unlike in the UNL treaty class where modeling is widespread and well-
established.

Industry Loss Warranties

For the 2008 renewal, US-exposed coverages bound for January 1 experienced a fall in pricing of at
least 10 percent from summer 2007 rates. Year-to-year, this amounts to an estimated 25 percent
decrease in rates for US Wind and 35 percent decline for US Earthquake since January 1, 2007.

Property Catastrophe
Retrocession ROL Index

Source: Guy Carpenter & Company, LLC
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50 Sector and Segment Reviews: Engineering

The volume of ILWs limit traded continued to increase through 2007, despite the reemergence
of so-called “traditional” capacity in the reinsurance/retrocession market. This was due in part
to the wider acceptance of ILW as a viable risk management instrument not only for protection
against major natural catastrophes, but also for providing short-term balance sheet protection,
as well as relieving rating agency and regulatory capital adequacy pressures.

A number of innovative ILW structures emerged in 2007. Most notable were aggregate protec-
tions whereby contracts are triggered when a predefined franchise from an aggregation of PCS
triggers has been breached.

21
These may be subject to minimum and maximum contributions

from any one event. The total aggregate bound in 2007 is estimated at USD6 billion, still heavily
weighted (80:20) toward US protections.

Demand for ILWs and other forms of index-linked instruments is expected to increase in 2008
as a result of falling rates and the major peril modeling companies continuing to forewarn of
increased hurricane activity. The market appears to be prepared to meet the growing demand,
but the nature of the suppliers may change. Rated entities may choose to deploy more capacity
to write UNL business, but the commitment from hedge funds and banks is likely to increase as
investors look to ILS/ILW trading as they continue to offer diversification and sufficient margins
for investors in the wake of the subprime crisis.

Original direct rates generally held up well compared to other classes. No major losses have
occurred to distort overall results. Treaty business, particularly Excess of Loss, is attractive to rein-
surers and analysts alike, as it is considered to be non-accumulative in contrast to standard
Property Risk and Catastrophe. Several UK insurance and reinsurance operations are trying to enter
this line for facultative and treaty business in 2008. A lack of experienced underwriters, especially
in London, may impede development. Further, the situation is expected to worsen as underwriters
retire and are not replaced.

Excess of Loss terms were slightly weaker in 2007, though to a lesser extent than other Property
classes. For reinsurance treaties, pro rata terms for 2008 are expected to remain fairly stable, with
reinsurers resisting pressure on commissions and limits. There also appears to be a new reluctance
to support start-up operations, adding to the difficulties for new entrants.

For direct underwriters, stiff competition is expected to continue in 2008 for annual business in the
UK and Europe. Despite the proposed new entrants, there is plenty of capacity. Competition exists
for smaller contract single projects. For numerous, large Middle and Far Eastern contracts, though,
rates and terms have withstood pressure from the general market. These contracts require sub-
stantial capacity and expertise. As a result, they remain the preserve of Zurich, Swiss Re, Munich
Re and Allianz. The largest UK construction contract awarded in 2007 was for the 2012 Olympic
Games, to be led by Royal & Sun Alliance and Munich Re.

Power and Operational business results have been steady, but they are expected to deteriorate due
to increasing competition in this class.

Credit

Against the odds, proportional terms continued to soften. The direct and indirect effects, both actu-
al and feared, of the subprime credit crunch (and the derivative losses arising from it) do not
appear to have hardened the market. The vintage results of the last five years and lack of major
catastrophe losses have ensured a continued abundance of capacity. Downward pressure on price
and increasing flexibility of terms and conditions thus prevail. Overall, cedents who pushed for
commission increases benefited by one percent on average. The relative softness has also allowed
cedents to switch from sliding scale to fixed commissions.

An ILW is a financial instrument

designed to protect (re)insurers from sig-

nificant defined events, typically natural

disasters. Payouts under these index-

based instruments are triggered when

the level of industry-wide insured losses

for a particular event exceeds some pre-

defined threshold. The trigger is usually

on a binary basis, i.e., once the threshold

is exceeded, the full limit of the ILW is

available for payment. Because the ILW

contract is a reinsurance contract, the

buyer must bear a retention and can

only recover the ILW limit to the extent

of its own losses from the trigger event.

However, the retention is normally small

and thus there is little risk of non-collec-

tion in the event of a trigger event

occurring.

Engineering

Credit Bond & Political Risk

21
Market loss estimates for specified catastrophes issued by ISO Property Claims Service (PCS).
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Non-proportional was much the same with the salient lack of losses resulting in the meeting of
even the most aggressive pricing demands. On a like-for-like basis, premium rates were margin-
ally lower. Because of the increase in underlying premium bases and massive increases in expo-
sure bases, the lower layers were approximately 20 percent (rate on exposure) cheaper than
expiring. Higher layers were less than 10 percent lower when rated on exposure. The related
sub-class of Structured Trade Credit was not as soft, although capacity was abundant — partic-
ularly when written in conjunction with PRI books.

As the three largest credit insurers account for nearly 80 percent of global premium, their
reinsurance programs tend to be bellwethers for the rest of the market. Following five years of
aggregate increases, increased or maintained retentions have added to the competition for price
and terms. All three majors extracted price reductions as a result. Regional variations exist,
though. In Spain, for example, some reinsurers have withdrawn support even from leading
positions because of below average results.

Non-US bonds

In general, pricing for both proportional and non-proportional was lower than in 2007.
Worldwide premium, on the other hand, is distributed across the bond industry, making it more
difficult to arrive at a market consensus. Downward pressure on price has resulted from supply
exceeding demand in conjunction with a noticeable absence of major losses in a well-supported
class. With a healthy outlook for construction (especially infrastructure projects) in developed
countries, increases in bond capacity demand are being met with no upward pressure on
pricing. Such abundant capacity has also enabled the placement of increasingly exotic bond
forms, many with long-term durations.

In Italy, a number of significant losses on 488 bonds from older underwriting years arose recent-
ly, but they are concentrated within a small number of insurers. Fears of a housing slowdown in
Spain and substantially reduced construction in the UK and US following the subprime debacle
are impacting capacity as well.

Political Risk

Two opposing forces are squeezing reinsurers’ country capacity. Regulatory pressure for
Individual Capital Allocation has reached almost punitive levels. However, this contrasts with
the reinsurers’ need to generate an acceptable return on capital. Relatively severe capacity
constraints have resulted, with some leading markets declining new business. Reinsurers’
aggregates, typically denominated in US dollars, have also declined in original currency equiva-
lents by virtue of the dollar’s slip in global currency markets. While there have been few market
losses (and the largest is anticipated to be returned in full), the relatively small capacity in this
class has kept pricing quite firm. Capacity thus has started to be pulled away from credit-relat-
ed classes (and bonds, to a lesser extent). This trend has not been significant enough to affect
price yet.

A few new players entered the market in 2007, including Renaissance Re in Bermuda. There was
a modest expansion of available capacity. The Lloyd’s market increased Personal Accident (PA)
underwriting capacity, particularly for direct and facultative business. The ARK 4020 syndicate
was a notable entrant. The European and Bermudian markets remained active, though the large
direct European reinsurers rarely support standalone PA catastrophe excess of loss covers,
preferring to offer such protection along with proportional reinsurance.

Personal Accident
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Pricing for international PA Cat XL in 2007 was pushed lower, by as much as 20 percent,
especially where low limits (less than USD20 million) were sought. For larger programs, though,
the reductions reached 10 percent, particularly where cedents could demonstrate lower per-
ceived ground accumulation risk through better information. Single territory risks, where there
is no perceived natural catastrophe exposure, were written for 1 percent ROL or less, including
cover for NBC perils, for example in some European countries and South Africa. The situation is
unlikely to change in the near future as long as capacity remains plentiful, results good and
there is no major market upheaval.

Minimum price issues still applied to US nationwide cedents for whom cover (including NBC)
could not be found at less than 3 percent ROL. For the larger cedents with significant exposure
to earthquake in California, top end pricing was higher.

22
Price changes for PA facultative

reinsurance have overall remained at around -5 percent during 2007 and are expected to
decrease similarly during 2008.

Capacity for NBC perils remains tight in US and UK, and so overall, there is no significant down-
ward pressure on pricing for this exposure. In Europe capacity is easier to secure, but additional
premium for inclusion of NBC can be as much as 100 percent. However, the London market has
seen smaller price loads, though typically on lower layers already paying double-digit rates on
line.

US nationwide capacity, especially including NBC, remains tight as much of this exposure is
retained net. There is a burgeoning ILW retro market that is particularly economical for (re)insurers
who reinsure their workers compensation catastrophe and personal accident catastrophe portfolios
together and can be third tier.

The PA retro market remained limited.

Pandemic remains a key concern for life companies. The possibility of securitizing this risk
emerged as a method of control and amelioration, but the price of protection through securiti-
zation has dampened many market participants’ interests. It is felt that there is some element
of denial about the actual exposures and balance sheet risks that may exist for this peril,
particularly in rapidly developing countries such as China and India.

Marine rates declined in the range of 5 percent to 10 percent, indicating soft pricing. Primary
underwriters are under intense competitive pressure, especially in the ocean cargo line. They
want their reinsurance underwriters to “share the pain” after two consecutive years of stellar
reinsurer profits. A number of cedents increased retentions to save on ceded premium. Capacity
was more than adequate for limits purchased, and four new reinsurers entered the market. No
reinsurers departed.

Pricing, followed by terms and conditions, topped cedents’ lists of concerns. Other issues included
“stock throughput” for cargo on the primary side, where cover is extended from factory to the final
customer. Cedents who have been providing “stock throughput” sought reinsurance cover for this
added exposure. Reinsurers, in general, are resisting this expansion of cover in their contracts.

As in some other lines, renewals were late. Clients expected improved pricing and terms, while
reinsurers wanted to hold the line.

Marine

22
A “significant” event in this case is one in which cedents could expect losses from a 10,000 life event in California.
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Appendix A: Lloyd’s Full Syndicate Capacity

PSEUDONYMSYNDICATE NUMBER
2007 CAPACITY
GBP MILLIONS

2008 PLANNED CAPACITY
GBP MILLIONS CHANGE

33 HIS 875.0 700.0 -20.0%

44 1.8 1.6

218 EMP 420.8 420.8 -

260 KGM 50.0 53.7 7.5%

308 KLS 14.7 13.3 -9.5%

318 MSP 201.8 201.8 -

382 110.0 110.0 -

386 DAC 339.9 339.9 -

435 325.0 250.0

457 260.0 260.0

510 KLN 735.0 588.0 -20.0%

557 KCS 120.1 120.1 -

570 ATR 125.3 125.3 -

609 AUW 215.5 215.5 -

623 AFB 163.9 154.2 -5.9%

727 SAM 73.8 73.8 -

779 CDL 38.0 30.0 -21.1%

780 ADV 150.6 135.0 -10.3%

807 SDM 120.5 120.5 -

958 GSC 249.4 249.4 -

1084 CSL 485.0 445.0 -8.2%

1176 MGD 27.5 27.5 -

1183 325.0 325.0

1200 HMA 260.0 325.5 25.2%

1206 60.2 100.5

1208 5.0 0.0 Ceasing

1209 230.0 230.0

1218 85.0 85.0

1221 140.0 123.0

1225 221.0 183.0

1231 46.0 54.0

1274 AUL - 135.0 New

1301 72.0 75.0

1400 125.0 125.0

1414 RTH 625.0 540.0 -13.6%

1861 120.0 82.0

1910 ARW - 65.0 New

1919 97.0 180.0

1955 Barbican - 75.0 Awaiting regulatory
approval
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Lloyd’s Full Syndicate Capacity (continued)

PSEUDONYMSYNDICATE NUMBER 2007 CAPACITY 2008 PLANNED CAPACITY CHANGE

1965 16.0 30.0

2001 1000.0 825.0

2003 1094.3 1094.3

2007 NVA 360.0 360.0 -

2010 MMX 300.0 300.0 -

2112 33.5 70.0

2121 ARG 89.4 112.5 25.9%

2243 - 30.0 New

2468 100.0 100.0

2488 400.0 330.0

2525 DLP 42.0 42.0 -

2526 AGD 31.8 31.8 -

2623 AFB 697.0 656.0 -5.9%

2791 MAP 460.0 400.0 -13.0%

2987 525.0 600.0

2999 780.0 745.0

3000 175.0 170.0

3010 20.0 30.0

3210 340.0 340.0

3245 HMA 55.0 -

3334 SCS 15.0 15.0 -

3820 65.0 75.0 15.4%

4000 73.0 73.0

4020 ARK 114.2 190.0

4040 ILM 53.9 80.1 48.5%

4242 83.6 83.6

4444 CNP 450.0 410.0

4455 24.5 24.5

4472 917.0 830.0

5000 260.0 230.0

5151 MRE 47.0 143.0 204.3%

5500 3.4 3.4

5820 44.0 42.0

6101 ARG 101.1 101.1 -

6102 ARG 54.6 54.6 -

6103 MAP 42.9 39.3 -

6104 - 70.0

6105 - 15.0

Total 16101.0 16383.0 16084.6 99.9%
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Appendix B: Rating Agency Updates

CURRENT A.M. BEST RTG*COMPANY
A.M. BEST RTG
AS OF 9/30/06 CURRENT S&P RTG* S&P RTG AS OF 9/30/06g = GROUP RATING

P = POSITIVE OUTLOOK
S = STABLE OUTLOOK
N = NEGATIVE OUTLOOK
CW = CREDIT WATCH

ACE Tempest Re A+ g S A+ g S A+ S A+ S

Aioi Ins A S A S A+ S A S

Amlin Bermuda A S A- S A S A S

Arch Re A S A- S A S A- S

Aspen Ins A S A- S A S A N

AXIS Specialty A S A S A P A S

Caisse Centrale de Reassurance A+ S A+ S AAA S AAA S

Converium AG A- g S B++ S NR (Not Rated) NR (Not Rated)

Deutsche Ruck NR-5 (Not Rated) NR-5 (Not Rated) A+ S A+ S

Endurance Specialty A S A- S A S A- P

Everest Re A+ g S A+ g S AA- S AA- S

Folksamerica Re A- S A- S A- S A- S

General Ins Corp of India A- S A S NR (Not Rated) NR (Not Rated)

General Re A++ g S A++ g S AAA S AAA S

Hannover Re A S A S AA- S AA- N

IRB - Brasil Resseguros NR-5 (Not Rated) NR-5 (Not Rated) NR (Not Rated) NR (Not Rated)

Korean Re A- P A- S A- S BBB+ S

Lloyd's A S A S A+ S A S

Mapfre Re A+ g S A+ g S AA S AA S

Mitsui Sumitomo Ins A+ S A+ S AA S AA- P

Munich Re A+ S A+ N AA- S A+ P

National Indemnity A++ g S A++ g S AAA S AAA S

Nipponkoa Ins A S A S A+ S A+ S

Odyssey America Re A g S A g S A- S A- CW N

Paris Re A- S NR (Not Rated) A- S NR (Not Rated)

Partner Re A+ g S A+ g S AA- S AA- N

Platinum Underwriters A g S A g S NR (Not Rated) NR (Not Rated)

QBE Re A g S A g S A+ S A+ S

Renaissance Re A+ S A u N AA- S A+ S

SCOR A- g S A- g S A- S A- S

Sompo Japan Ins A+ S A+ N AA- S AA- S

Swiss Re A+ gu N A+ g S AA- S AA- S

Toa Re A+ S A+ N A+ S AA- N

Tokio Marine & Nichido Fire Ins A++ S A++ S AA S AA- P

Transatlantic Re A+ p S A+ p S AA- N AA- S

XL Re A+ g N A+ g S A+ S A+ S

*Ratings as of December 30, 2007
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herein is based on sources we believe reliable, but we do not guarantee its accuracy, and it should be under-
stood 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 cannot be relied upon as such. This document is not intended to
recommend one reinsurer over another generally, or with respect to any particular placement or product.
Please consult your insurance/reinsurance advisors or legal counsel with respect to individual 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 obser-
vations based solely on our experience as reinsurance brokers and risk consultants, and may not be relied upon
as tax, accounting, 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 permission 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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