William Slair

Commercial P& C Underwriters

Assuming and Initiating Coverage of Four Commercial Insurers

Cash flow is a leading indicator. As a leading indicator of commercial insurance
results (i.e., earnings and returns), cash flow provides a significant advantage in
understanding when to buy and sell the stocks. Cash flow reflects current day eco-
nomics of property-and-casualty (P&C) results and provides the best indications of
near- and long-term prospects. The leading nature of cash flow inherently bridges
the natural lag between revenue and cost recognition in the insurance business. This
report includes a new and unique valuation measure for P&C stocks that is based
on future cash flows. The price-to-cash-flow ratio, or P/CF (stock price to average
four-year operating cash flow), has a high correlation with future returns, which sug-
gests it is a relatively good predictor of movements in P&C stocks.

Eight years of soft P&C pricing have resulted in deteriorating cash flow. The
industry is in the early stages of an inflection period. Cash flow, however, has
deteriorated materially in the last four years (2007 to 2010) and is half the level
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observed in 2006. In the next two to three years, we expect it to drop by another $61.92 (52-Wk.: $él-$62;
25% at a minimum.
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Stocks appear expensive on price-to-cash-flow metric. Currently, the selected
group of commercial P&C stocks appear to be overvalued, based on our cash flow
analysis. Declining cash flow, combined with stable to moderately rising stock prices,
means that the stocks are expensive on a historical basis. On average, the stocks
are trading at a cash multiple nearly 30% higher than their five-year median and
1.5 standard deviations above their 10-year median. The stocks look appropriately
valued on a price-to-book basis (average of 1.2 times). However, the potential for
returns on equity (ROES) to move to 8%-9% suggests valuations could slide further.

Recommend caution in near term. We would stay away from most of the commer-
cial insurance stocks, based on declining fundamentals. We are initiating coverage
of Chubb and assuming coverage of HCC with Underperform ratings. Exposure to
long-tail liability lines could cause a greater negative swing in cash flow and ultimately
lower ROEs. We are initiating coverage of RLI and Travelers with Market Perform
ratings, based on less proportional long-tail casualty exposure at these companies.
However, ROEs for RLI and Travelers will also likely decline over the next two years.

Positive and negative catalysts that could alter investment outlook. Potential
negative catalysts for the stocks we rate Underperform include evidence of increas-
ing claim activity and further declines in cash flow. A potential positive catalyst for
our Market Perform ratings would be an early turn in the commercial P&C cycle.
However, if this occurred, the majority of the upside for the underwriters would likely
occur three to five years after the pricing turn.
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Investment Thesis

Summary

The commercial P&C cycle is nearing a trough after seven years of declining prices, provid-
ing a dilemma for investors. The stocks look inexpensive, but fundamentals (i.e., earnings
and ROE) will likely deteriorate further. The questions are: 1) For how long will fundamental
metrics continue to deteriorate? 2) How far will they deteriorate? 3) How will we know when
they have hit bottom? The lagging nature of the industry’s fundamentals, with cost of goods
sold dragging for 5 to 10 years after the year of occurrence, adds significant complexity to
zeroing in on when the true bottom will occur for commercial insurers.

The answer to this riddle is simple—follow the cash. Cash trends provide a relatively clear
picture of where industry and company fundamentals are going, particularly during periods
of inflections in the insurance marketplace. This basic concept has been encapsulated in our
cash flow index, which we have used for almost a decade to understand changes in industry
pricing behavior; cash flow has proved to be an accurate benchmark of changes in industry
pricing. (We track the cash flow trends on a quarterly basis.) Our index comprises 22 of the
larger publicly traded commercial insurers, and we believe it is a good indicator for predicting
the beginning and end of the commercial P&C premium rate cycle. Historical data shows that
cash flow drops before pricing improvement and increases before pricing declines.

This report takes the cash flow concept one step farther. We use underlying premium and
loss trend data estimates to derive future cash flow projections to examine companies’ cur-
rent valuation levels. This allows us to differentiate how each commercial insurer will perform
as it moves into the trough of the cycle. The concept is relatively simple: We believe that
insurers with declining cash flow should experience declining returns; the trend in cash flow
tends to lead returns, particularly during inflections. Therefore, we developed and tested a
price-to-cash-flow valuation methodology (insurance investors have long relied on a price-
to-book-value multiple). The price-to-cash-flow metric is based on average operating cash
flow over a four-year period—the previous year, current year, and the two years following.
The calculation includes past and future cash flow to acknowledge that valuations are based
on past performance and investor expectations of future trends. We compiled and exam-
ined price-to-cash-flow data for 10 key commercial insurance stocks over a 15-year period.
The data conclusively showed that stock performance reacts to changes in cash flow on a
consistent basis. Thus, we believe this valuation methodology provides a clear picture as
to when investors should buy and sell commercial insurance stocks. Based on this metric,
stocks currently look overvalued on a historical basis. We would stay away from most of
the commercial insurance stocks, based on deteriorating fundamentals.

Valuation Methodology

Similar to the price-to-earnings metric, the price-to-cash-flow measure allows investors to
gauge relative stock valuation, based on the expected financial performance. The mea-
sure has a high correlation with future returns, suggesting it is a relatively good predictor
of movements in P&C stocks. This measure works because cash flow accurately reflects
acceleration or deceleration in financial momentum. Cash reacts ahead of earnings and
ROE and thus signals early on when to buy and sell stocks. If investors wait for material
changes in reported measures, it is often too late to realize the majority of the price move-
ment in the stocks.
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Figure 1
10 Commercial Property and Casualty Insurers
Dispersion in Price-to-Cash-Flow Versus One-Year Stock Performance
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Cash flow and related valuations are particularly helpful at industry inflections. The P&C
industry is cyclical, with material swings in economics and earnings. From peak to trough, it
is not unusual for P&C insurers’ ROE to decline by 15 to 20 points. Unfortunately, material
changes in ROE lag changes in economics—i.e., the business becomes unprofitable, but
it takes several years to actually show the extent of the deterioration, as incurred losses
catch up to the paid trend. Earnings and ROE both have a relatively low level of transpar-
ency, due to statutory accounting and how changes in reserves affect financial statements,
mainly because losses that affect the income statement are based on lagging estimates.
This does not mean that GAAP income statements are wrong, but it suggests the material
changes in loss patterns are revealed at a relatively slow rate. We therefore believe that
cash flow is a better detector of true underlying performance. Operating cash flow is based
on paid losses (versus incurred losses), which are far tougher to mask or adjust.

Current Industry Conditions

The industry is in the early stages of an inflection period. Declining cash flows suggest that
the P&C industry is in the fifth or sixth inning of a cyclical slide—and that slide is gaining
momentum. The peak of the last underwriting cycle was 2004. From 2004 to 2006, cash
flow was relatively stable, declining by an average of only 5% annually. Cash flow, however,
deteriorated materially in the last four years (2007 to 2010) and is down to half the level
observed in 2006. In the next two to three years, we expect it to drop by another 25% due
to continued pressure on pricing and rising accident-year loss ratios.

The deterioration reflects roughly 50% lower prices for most commercial P&C products since
their peak in 2004, combined with a degree of increasing claims activity. In contrast, the
traditional barometer, ROE, would suggest that returns have moderated, but are relatively
healthy and stable. Consensus ROE estimates range from 10% to 13% for 2012 and 2013,
which are stable with 2010 levels.
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Table 1
Commercial P&C Insurers
Cash Flow Valuation Comparison

Cash Flow Valuation Earnings Valuation Book Valuation
Cash Flow Cash Flow ; Number of Std. Current
Current  Per Share  Per Share Price to Cash 2006-2010 Current Valuation — Deviations From EPS EPS Current Book Price to
Company Ticker Price 2011 2012 Flow" Median vs. 5-Year Median  10-Year Median 2012E PE 2011 PE 2012 Value Book
The Chubb Corporation CB U . 9.2%
HCC Insurance HCC U $31.50 $3.25 $3.23 9.2x 5.7x 60% 2.6 $2.66  $2.78 11.8x  11.3x $28.99 1.1x 8.7%
RLI Corp. RLI M $61.92 $6.64 $5.70 10.6x 9.1x 16% 15 $4.19 $4.40 14.8x 14.1x $38.52 1.6x 10.9%
The Travelers Companies’ TRV M $58.38 $5.79 $7.47 8.6x 7.8x 10% 0.5 $4.25  $6.10 13.7x 9.6x $59.91 1.0x 10.4%
Average 9.4x 7.5x 29% 15 13.0x 11.7x 1.2x 10%
Median 9.3x 7.5x 23% 15 12.8x 11.6x 1.1x 10%

* Price-to-cash-flow based on current price divided by four-year cash flow: t=-1, 0, 1, 2
2 Travelers data only goes back through 2002
Source: William Blair & Company, L.L.C. estimates
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Assuming and Initiating Coverage on Four Top Franchises in the Commercial P&C
Industry

We would stay away from most of the commercial insurance stocks, based on deteriorating
fundamentals. Declining cash flow, combined with stable to moderately rising stock prices,
means that the stocks are expensive on a historical basis. On average, these stocks are
trading at a 9.4-times price-to-cash-flow multiple, which is at the higher end of the histori-
cal range. Our 15-year study shows that when commercial insurers are trading more than
1 standard deviation above their historical median, the stocks tend to underperform. The
group is trading at an average market-to-book-value multiple of 1.2 times, which suggests
the stocks are appropriately valued. However, given that we expect returns on equity to
decline to 8%-9% over the next several years, the market-to-book multiple has the potential
to slide from current levels.

We are initiating coverage of Chubb and assuming coverage of HCC with Underperform
ratings. Exposure to long-tail liability lines could cause a greater negative swing in cash flow
for these companies. In addition, these stocks are trading at cash flow multiples materially
above their recent median ranges. Negative catalysts for the stocks will be increasing paid
losses, particularly in liability lines, and lack of evidence of a near-term turn in the com-
mercial pricing cycle.

We are initiating coverage of RLI and Travelers with Market Perform ratings, based on their
having less proportional long-tail casualty exposure and balanced business mixes. However,
we believe returns at these companies will also likely decline over the next two years.

Potential positive catalysts for the group include a turn in the commercial line pricing cycle;
however, we do not anticipate that occurring until at least 2013, and the majority of stock
returns tend to lag several years behind cycle inflection points.

The Chubb Corporation—Underperform rating. Core operating cash flow has declined
by 40% from 2006 to 2010 and we expect it to decline by another 25% through 2012. Going
forward, we expect the deterioration already seen in cash flow to become more visible in
operating results. We expect the calendar-year loss ratio to increase—from 58% in 2010 to
an estimated 63% in 2012. Our forecast has operating earnings per share sliding from $5.90
in 2010 to $5.30 in 2012 ($0.54 below consensus). Higher catastrophes or less favorable
development have the potential to reduce 2012 EPS even further.

Chubb’s cash flow multiple suggests that the stock is overvalued. The stock is trading at
9.4 times cash flow, which is a 30% premium to its five-year median cash flow multiple.
The stock has increased from $50 per share in 2006 to $60 per share in 2010, while cash
flow per share has declined from $8.35 to $7.31. On a historical basis, Chubb’s cash flow
multiple is 1.5 standard deviations above its 10-year median multiple—our historical study
shows that stocks tend to have negative returns in the subsequent year after the multiple
is more than 1 standard deviation above the median.
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Figure 2
The Chubb Corporation
Price Per Share and Operating Cash Flow Per Share 2004-2010
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HCC Insurance Holdings, Inc.—Underperform rating. Cash flow per share has declined
from $6.21 in 2007 to $3.64 in 2010, and we forecast the slide to continue in 2012 to $3.23.
Paid losses, a major determinant of cash flow, should continue to increase, reflecting de-
teriorating results in recent accident years. Return on equity (ROE), which lags cash flow,
should also decline. We expect ROE to drop from 11% in 2010 to 8% in 2013, reflecting
lower profitability in current accident years. Our 2012 and 2013 operating earnings per share
estimates of $2.78 and $2.68 are 12% below consensus.

The stock is trading at 9.2 times average four year operating cash flow, a 60% premium
to historical valuation levels. Our 15-year cash flow valuation study shows that stocks
underperform when the cash flow multiple is materially above the median. HCC appears
adequately valued on a market-to-book basis at a multiple of 1.1 times. This compares with
a current peer average of 1.2 times. On the surface, this valuation seems appropriate given
that ROEs have averaged 11% in the last two years. However, since ROEs are forecast to
decline to 8% by 2013, the price-to-book ratio could slide even further.

Figure 3
HCC Insurance Holdings, Inc.
Price Per Share and Operating Cash Flow Per Share 2005-2010
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RLI Corp.—Market Perform rating. We forecast operating earnings per share to be to
$4.19 in 2011 and $4.40 in 2012; however, this could be conservative, depending on how
reserves develop over the next two years. Our estimates assume return on equity around
11% and that book value per share will grow from $37 to $44 over the next three years.
Organic premium growth could exceed our estimates, particularly with the recent Contrac-
tors Bonding and Insurance Company (CBIC) acquisition.

RLI is trading at 10.6 times its four-year cash flow. While slightly above its historical me-
dian trading average, the stock looks like a relative value compared with its peer group.
However, a valuation in line with historical levels suggests that upside will likely be limited
in the near term.

The Travelers Companies, Inc.—Market Perform rating. We forecast operating earnings
per share of $4.25in 2011 and $6.10 in 2012; however, this could be conservative depending
on how reserves develop over the next two years. Our estimates assume return on equity
of 7.3% for 2011 and 10.4% for 2012.

Travelers is the most attractively valued among the group, although we believe upside will be
limited in the near term. The stock is the only one with a price-to-cash-flow (P/CF) multiple
below its five-year median. Travelers’ P/CF multiple of 8.6 times is 10% above its five-year
median of 7.8 times. In comparison, the other three stocks are trading at an average of 35%
above their respective five-year medians. Typically, the valuation needs to move below the
historic median before the potential for positive returns materially improves.

Potential Positive Catalyst for Commercial P&C Stocks: Short-Term Move on Future
Cycle Turn

Commercial insurance stocks could appreciate on prospects of a turn in the commercial line
pricing cycle. The market typically has “head fakes,” or false cycle turns—and we may even
be experiencing one now. Some market proponents believe that the high level of recent
catastrophe losses could provide momentum for an overall turn in the commercial pricing
cycle. We see this as highly unlikely—the commercial market is mainly liability-oriented and
the reinsurers have much less influence on core commercial lines than several decades
ago. Even when the cycle turns, which we believe could happen in 2013 or 2014, most of
the stock returns for underwriters will occur three to four years later, as ROEs lag the cycle
upturn. The majority of the stocks’ appreciation related to the last favorable underwriting
cycle occurred in 2002 to 2005. This was effectively three years after the hard market had
begun. The stocks would likely move in late 2012 or early 2013 if there were a turn, but
then would be flat for several years until the higher prices actually began to translate into
higher return on equity. Our view is there is no need to take the risk on the early side, since
investors will have plenty of time to take advantage of upside.
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Figure 4
10 Commercial Property and Casualty Insurers
Cumulative Stock Performance During Previous Cycle Turn (2000-2009)
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Merits of Cash Flow Analysis

Relationship Between Pricing and Cash Flow

The major factor driving commercial P&C stocks and valuations is the industry pricing cycle.
Pricing levels, along with changes in terms and conditions, determine premium growth and
underwriting margins, which in turn are the major drivers of cash flow and ultimately earnings.
The P&C pricing cycle is dictated by competitive levels within the industry. Pricing tends to
go down (the market softens) when the industry has too much capital and insurers push
down premium rates in an attempt to grow market share. Prices go up (the market hardens)
when insurance capital is contracting and insurers are forced to raise prices to stem losses
and increase returns. In the last three decades, the downcycles have been elongated and
upcycles were relatively short. Since 1980, the only two hard markets existed from 1984
to 1986 and from 2000 to 2003. However, returns can be significant during these periods.
Commercial insurance stocks were up by an average of 20% per year during the last upturn
in the pricing cycle, as measured by the 10 companies in our historical study.

Cash flow moves ahead of the pricing cycle, which can help investors get a better sense
for inflection points. On an industrywide basis, aggregate cash flow levels decline materially
12 to 18 months before premiums increase. We use an index of the largest publicly traded
commercial insurers, whose cash flow trends we track on a quarterly basis. Historical data
shows that cash flow levels drop before pricing improvement and increase before pricing
declines. The key ratio to examine is cash flow as a percentage of premiums. Ratios above
25% tend to lead to a softening market, and ratios below 10% indicate the potential for a
hardening market. In our opinion, there is typically a 12- to 18-month lag from when cash
flow passes the inflection point until premiums begin to change direction.
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Figure 5
Commercial P&C Insurers
Change in Commercial Insurance Prices, 2000-2010
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The current down cycle started in 2004; the industry is in the middle of the eighth year of
declining prices. This reduction in prices is having a material impact on commercial insurer
cash flows. The fourth quarter 2010 data from our cash flow index showed a significant
deterioration in cash flow trends. The best barometer is looking at the cash flow ratio (cash
flow as a percent of premiums) on an average trailing-four-quarter basis. This helps take
out seasonal bias, which is significant in the business. The average cash flow ratio declined
from a fourth quarter 2009 level of 18% all the way down to 13% at fourth quarter 2010
and compares with 16% in third quarter 2010. This suggests a favorable turn in the cycle
is possible by 2013 or 2014.

Figure 6
Commercial P&C Insurers
Cash Flow Versus Premium Changes - 22 Commercial Companies
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The trend also holds true on a company-specific basis, where shifts in cash flow signal
changes in financial momentum. Cash flow declines significantly at the end of the soft cycle
and then recovers quickly as pricing improves. In contrast, earnings and ROE measures
tend to be lagging indicators of performance. In the cycle upturns, ROE takes three to four
years after pricing turns before returning to historical average levels and four to six years
to reach peak levels. It is not uncommon for commercial insurers to report ROE below 5%
or even a negative return in the first or second year of an upturn.

The last cycle is a good example: 1999 was the bottom of the cycle and pricing turned
positive in 2000. On average, cash flow for our 10 index companies declined from $2.64
in 1997 to $1.36 in 1998 and $0.13 in 1999, and then grew to $1.81 in 2000 and $3.56 in
2001. In contrast, ROE was relatively flat in 1999 and 2000 and then dropped from 6% in
2000 to -1% in 2001. Average ROEs did not pick up until 2004 and then peaked in 2006.
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Figure 7
10 Commercial Property and Casualty Insurers
Cash Flow as Leading Indicator Versus ROE
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Cash Flow Is a Leading Indicator of Future Results

Cash flow is a leading indicator of commercial insurance results (i.e., earnings and returns)
and thus provides a significant advantage in understanding when to buy and sell the stocks.
Cash flow reflects current-day economics of P&C results and provides the best indications
of near- and long-term prospects. In contrast, reported earnings are oriented toward trailing
results. The leading nature of cash flow inherently reflects the natural lag between the revenue
and cost recognition in the insurance business. Claim losses are the moving average of prior
and current underwriting years (accident years). Reported EPS tend to reflect the average
and are generally more reactive when underwriting trends are reaching inflection points.

Cash flow, in contrast to reported earnings, is mainly driven by paid losses. Paid losses more
closely reflect the current economics of the insurer for the following reasons.

1. Paid losses on prior years reflect a moving average of the past, but the trend is leading
compared with incurred losses.

2. Paidlosses for the most part are not subjectively estimated, but reflect actual payments.

3. Paid losses on recent accident years provide a strong indication of the current loss
trends, as they are not inhibited by prior-year results.
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Figure 8
Commercial P&C Insurers
Paid and Incurred Loss Ratios—22 Commercial Companies
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In addition, cash flow is predictable and lends itself to future forecasts. The main determi-
nant of P&C cash flow is paid claim losses. Premiums, investment income, and expenses
are also significant components, but these are more stable over time. Paid losses follow
relatively defined patterns (e.g., two years after an underwriting year has been booked,
paid claims typically pay out within a certain range). The majority of the paid losses for the
current calendar year (for example, 2010) are derived from the current accident year plus
the three to five prior accident years (i.e., 2006-2010). Given that P&C companies provide
10 years of data on each accident year, paid losses and therefore cash flow estimates have
the potential to be relatively accurate.

Table 2
Insurance Industry
Paid Loss Ratios by Accident Year (%)

Accident 12 24 36 48 60 72 84 96 108 120
Year Months | Months | Months | Months | Months | Months | Months | Months | Months | Months
2001 35.72 53.30 62.36 67.92 71.19 73.01 74.68 75.71 76.43 76.88
2002 30.53 44.83 52.11 56.89 60.10 62.02 63.53 64.30 64.87
2003 27.48 40.07 46.14 50.26 52.91 54.81 55.76 56.44
2004 26.42 38.90 44.36 48.16 50.59 52.18 52.83
2005 28.04 41.99 48.19 52.38 54.84 56.23
2006 25.58 37.39 43.17 47.00 49.27
2007 26.89 40.83 47.48 51.65
2008 31.95 48.10 54.99
2009 30.51 44.63
2010 30.95

Source: SNL

Cash Flow Projections

Cash flow is determined mainly by premiums, expenses, net investment income, and paid
losses. The major difference between cash flow and earnings is paid versus incurred losses.
Earnings are based on incurred losses. Calendar losses are losses incurred by an insurance
company by payments of claims, revaluations of claims already in the company’s books,
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and any negative or positive changes in loss reserves in a particular calendar year. Paid
losses are the portion of the incurred losses actually paid out by the insurer. Importantly, the
paid loss calculation on our cash flow does not include reserve development from current
or prior years. However, it includes an estimate for future paid losses on existing underwrit-
ing years. Therefore, the major difference in cash flow per share and reported earnings per
share is reserve development (i.e., a lagging trend), versus estimate of future paid losses
(i.e., a leading trend). The difference becomes more significant when underwriting trends
are shifting, as the paid loss trend reacts more quickly.

To project cash flow, we use operating cash flow provided from operating activities, as de-
fined under GAAP, as our base. For all historical years, this number is taken directly from
10-Qs and 10-Ks. We analyzed each line item and created a model to project cash flows
for upcoming fiscal years. One stark difference between our model and what is shown in a
10-K is that we calculate operating cash flow from the ground up, while the 10-K discloses
adjustments to net earnings to get to cash. The core items for cash flow are shown in table 3.

There are some differences from actual cash. For example, we use incurred instead of paid
underwriting and other expense and taxes. Using the amount incurred for these items is
easier for data modeling purposes, and the paid number generally is not materially differ-
ent from the incurred amount over the course of a year. What this core operating cash flow
number represents is the cash received from net written premiums, net investment income,
and other operating income, minus paid losses, expenses, and taxes.

To get to total operating cash flow, as is reported in GAAP statements, other adjustments such
as agency balances, premiums receivable, prepaid reinsurance premiums, accrued expenses
and other liabilities are included. This other adjustments bucket can be volatile at times, so
it is important to not only look at the total operating cash flow, but also the core operating
cash flow. The section “Derivation of Operating Cash Flow” includes a detailed example.

Table 3
Commercial P&C Insurers
Modeled Core Items for Cash Flow

Net Written Premiums
- Paid Losses
Incurred Underwriting and Other Expense
Depreciation and Amortization
Interest Expense

+

+ Net Investment Income

+ Other Operating Income

- Incurred Taxes

= Core Operating Cash Flow
+ Other Adjustments

Total Operating Cash Flow

Source: William Blair & Company, L.L.C.
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Price-to-Cash-Flow Valuation Metric

Summary

Trends in cash flow are good predictors of movements in commercial P&C stocks. Our
analysis shows that shifts in cash flow are significantly correlated to future stock returns. In
addition, cash flow has proved to be a better predictive measure than ROE- and earnings-
based measures. The price-to-cash-flow metric can be used to analyze general commer-
cial insurance market conditions, as well as to identify ideal entry and exit strategies for
individual stocks.

Methodology

We use a price-to-cash-flow (P/CF) valuation metric as the measure to predict future stock
performance. Our historical analysis shows that this measure indicates when to buy or sell
insurance stocks. Our methodology is based on back-testing P/CF ratios for 15 years using
10 midsize to large commercial insurers. The ratio we are focused on is based on average
cash flow over a four-year period—the previous year, current year, and the two years follow-
ing. The calculation includes past and future cash flow to acknowledge that valuations are
based on past performance and investor expectations of future trends. The period included
in the analysis spans from 1993 to 2010, with 15 total four-year periods within that time
frame. For example, if one were to examine the ratio in 2005, the average four-year cash
flow would be calculated by using the cash flow from 2004, 2005, 2006, and 2007. When
examining the ratios today, we use historical cash flow for 2010 and our estimated cash
flow for the remainder of 2011, and for 2012 and 2013.

To aggregate an industry valuation study from the results of 10 diverse commercial P&C
insurers, we looked at each stock separately, versus its own historical performance. For
example, for HCC, we took a median and standard deviation for the 15 readings of P/CF that
we had created, based on the methodology described above. Each year, or observation, is
then placed on a distribution curve based on the number of standard deviations the obser-
vation is away from the 15-year mean. By “standardizing” the P/CF ratio into a measure of
the dispersion around the median, instead of an absolute multiple, we are able to compare
companies and effectively aggregate the 10 companies in the universe to look at trends
across the industry. Thus, while our industry-aggregated data can help make suggestions
about whether the industry is looking over- or undervalued currently, the underlying model
relies heavily on how each individual stock is performing, versus its own historical average.

Results From Historical Back-Testing

We then compared these values for price-to-average-four-year-cash-flow ratios to the stock’s
performance over the following 12 months, to gauge how predictive the level of the P/CF
ratio was in identifying periods of outperformance and underperformance for commercial
P&C insurers. Figure 9 shows the average performance for the following 12 months when
a stock’s valuation, using the P/CF ratio, falls into certain dispersion patterns around the
median. This figure represents 150 observations across the 10-stock universe (10 stocks,
each for 15 periods).
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Figure 9
10 Commercial Property and Casualty Insurers
Dispersion in Price-to-Cash-Flow Versus One-Year Stock Performance
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Source: William Blair & Company, L.L.C.

The results show that when the P/CF ratio is greater than one standard deviation below
the median P/CF ratio, the average return for the next year is 25%. When it is more than
one standard deviation above the median P/CF ratio, returns have averaged -5% for the
following year. The number of standard deviations above or below the median is inversely
correlated with the performance of the stock, thus the correlation is negative. For example,
based on our data set, if a stock was trading at a P/CF valuation lower than the median
value, one would expect the performance level for that stock to be positive. The overall cor-
relation for the index is -0.49, which indicates a fairly strong negative relationship between
the two variables we are examining. On an individual stock basis, the correlations range
from -0.65 (RLI) to -0.39 (Harleysville Group). For each company, the inverse relationship
holds between P/CF and performance, but it is stronger for certain stocks than for others,
given certain idiosyncratic factors that have occurred historically for individual equities.

This methodology can also be used to help sort the most-attractive stocks in the industry.
Table 4, on the following page, shows the stocks in our commercial P&C insurance universe,
in descending order by year, based on P/CF valuation methodology. The values listed are
the number of standard deviations each stock is away from its own median P/CF value,
during each calendar year.
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Table 4
10 Commercial Property and Casualty Insurers
Commercial Universe Sorted by Decreasing Price-to-Cash-Flow Ratio

Stock
Vost Position 1994 1995 1996 1997 1998 1999 2001 2002 2004 2005
Over\(/):Iued 1 NAVG CNAF HCC WRB NAVG HGIC HGIC HGIC HGIC HGIC MKL RLI  CINF  RLI RLI
g 2 CB NAVG CNAF MKL HCC MKL CNAF CNAF CNAF MKL HGIC CINF RLI MKL  MKL
.‘5 3 CB WRB NAVG CINF  SIGI SIGI CB CB MKL NAVG NAVG CINF MKL CINF WRB
E 4 WRB HCC WRB SIGI CINF WRB HCC CINF NAVG HCC RLI HGIC HGIC HGIC HGIC
g 5 SIGI  SIGI RLI  HGIC WRB CNAF SIGI HCC HCC SIGI CINF SIGI HGIC WRB CB
'% 6 HGIC CB SIGI NAVG CNAF CB MKL SIGI SIGI WRB SIGI WRB HGIC CB SIGI
% 7 CNAF  RLI CINF HCC MKL CINF WRB MKL WRB RLI  WRB NAVG HCC SIGI NAVG
? 8 MKL  MKL CB CNAF RLI HCC CINF WRB CINF CINF HCC HCC NAVG NAVG CNAF
' 9 CINF  HGIC MKL CB CB NAVG NAVG NAVG RLI CNAF CNAF CNAF CB CNAF CINF
Most 10 RLI CINF  HGIC RLI HGIC RLI RLI RLI CB CB CB CB CNAF HCC HcCC

Undervalued

Source: William Blair & Company, L.L.C.

Table 5
10 Commercial Property and Casualty Insurers
Price-to-Cash-Flow Ratio—Number of Standard Deviations From Historical Median by Company

Stock

Vost Position 1994 1995 1997 1999 2003 2004 2005
Overvalued 1 1.15x 0.84x 2.13x 2.84x 292x 2.01x 1.84x 1.90x 0.68x -0.03x -0.16x 0.20x 0.70x 1.16x 1.68x
c 2 0.00x 0.81x 1.37x 2.70x 2.42x 1.99x 1.37x 1.37x -0.12x -0.41x -0.26x 0.00x 0.68x 0.97x 0.91x
.‘§ 3 0.00x 0.70x 1.33x 2.57x 2.19x 1.53x 1.02x 0.16x -0.43x -0.47x -0.40x 0.00x 0.38x 0.88x 0.65x
f 4 -0.01x 0.56x 0.70x 2.56x 1.51x 1.42x 0.70x 0.11x -0.45x -0.66x -0.41x -0.11x 0.00x 0.43x 0.62x
g 5 -0.39x -0.17x 0.70x 2.08x 1.49x 1.37x 0.59x 0.06x -0.50x -0.67x -0.49x -0.27x 0.00x 0.35x  0.13x
'g 6 -0.59x -0.32x 0.47x 1.52x 1.37x 1.16x 0.34x -0.11x -0.56x -0.84x -0.50x -0.28x 0.00x 0.12x 0.13x
§ 7 -0.64x -0.46x 0.03x 1.52x 1.37x 0.76x -0.01x -0.23x -0.76x -0.91x -0.67x -0.35x -0.25x 0.04x 0.07x
3 8 -0.72x -0.51x -0.04x 1.37x 1.13x 0.66x -0.03x -0.42x -0.79x -0.95x -0.69x -0.56x -0.27x 0.00x 0.00x
9 -1.11x  -0.61x -0.21x 1.34x 0.47x 0.22x -0.41x -0.45x -1.15x -1.00x -1.10x -0.83x -0.34x -0.17x -0.10x
Undzs,zued 10 -140x -0.79x -0.53x 1.17x -0.17x 0.00x -0.83x -1.02x -150x -1.90x -1.62x -1.11x -0.45x -0.24x -0.24x

Note: Matches ticker list from Table 4
Source: William Blair & Company, L.L.C.

Based on the ordering presented above, we can then take a look at how the one-year
returns compare along the P/CF scale. Though the trend is not perfect, over the course of
the 15 years, stocks toward the bottom of the table, or those deemed most undervalued
based on the P/CF ratio, tend to modestly outperform those at the top of the table, which is
what we would expect. So, while this relative comparison is not absolute in every year, we
believe it can be used as a guide to help parse out which commercial P&C insurers look
relatively attractive.
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Table 6
10 Commercial Property and Casualty Insurers
One-Year Performance Based on Decreasing Price-to-Cash-Flow Ratio

Avg.
Performance
Stock for Each
Position 1996 1997 1999 2000 2001 2002 2003 2005 2006 2007 2008 Position
Most
Overvalued 26% 11% 13% -13%
c 2 19%  -14% 17% -12%  -6% 1%
o
g 3 3% 23% -1%
©
> 4 12%
'S
o
o 5 7%
g
'2 6 16% 10%
o
g 7 19% -25% 27% 14% 11% 0% 13%
[=]
H 8 35% 19% 27% -3% -17% 22% -4% 11% 11% 11% 34% -16% 12%
v
9 33% 35% -13% -14% 14% 11% 22% 23% 3% -19% 12%
Most
Undervalued 10 30% 4%  26% 8% 31% 1% 13% 27% 8% -7% 5%

Note: Green shade is better performance, red shade is worse performance. Colors based on sliding scale from best to worst.
Note: Matches ticker list from Table 4
Source: William Blair & Company, L.L.C.

Based on that same chart, it also becomes clear that during certain years, all stocks, re-
gardless of their relative valuation versus their competitors, move in the same direction.
That again brings up the issue of aggregating by industry versus examining the data on
an individual company basis. While this tool can be used to draw conclusions across the
industry and to compare stocks against each other, the main valuation method is versus the
stock’s own historical metrics; that will be the clearest way to determine future performance
levels for each individual company. In table 7, this issue is laid out: During years when the
aggregated industry P/CF is far below its median P/CF level, all of the stocks perform well
(highlighted in green). In years when the overall P/CF is far above its median P/CF level,
the stocks tend to perform fairly poorly (highlighted in red).

Table 7
10 Commercial Property and Casualty Insurers
Performance by Year at Industry Level

Stock
Position 1994 1995 1996 1997 1998 1999 2001 2002 2003 2004 2005 2006

Most Overvalued

<--- Decreasing P/CF Valuation

Most Undervalued

Average Valuation Level -0.37x 0.01x 0.60x 1.47x 1.97x 1.11x 0.46x 0.14x -0.56x -0.78x -0.63x -0.33x 0.04x 0.35x 0.39x

Average Return 8%  22% 26% -3% 4% 3%  -10%  -7%

Source: William Blair & Company, L.L.C.
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Comparison to Other Valuation Techniques

We believe the P/CF ratio is an effective tool for valuing commercial insurance stocks. We
examined price-to-current-book-value and price-to-forward-earnings ratios as alternative
valuation metrics, to distinguish how valuable other commonly cited ratios were in predict-
ing future stock appreciation. We used the same universe of companies over the same
time frame.

Figure 10
10 Commercial Property and Casualty Insurers
Comparison of Valuation Techniques
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Source: William Blair & Company, L.L.C.

Figure 10 illustrates how our study found that P/CF has been a better predictor of one-year
stock returns for 10 commercial insurers than P/BV and P/E. When the P/CF ratio was
more than 1 standard deviation below the historical median, the average one-year stock
performance was 25%. This compares with 5% for P/E and 17% for P/BV. When the ratio
was 0.5-1.0 standard deviations below the median, P/CF showed an average one-year
stock performance of 20% compared with 18% for P/E, and 9% for P/BV. When the ratios
were 1 standard deviation above the median, P/CF showed a -5% return, compared with
-6% for P/E and -1% for P/BV.

The lower predictability of P/E and P/BV ratios on stock returns reflects again the lagging
nature of both book value and ROE. Book value has proved to be a valuable metric histori-
cally for valuing insurance stocks, but it tends to work better over a longer period.

How to Use the P/CF Ratio to Value Stock

Correlation, or predictive capability, is particularly significant during pricing cycle inflections.
Given that cash flow tends to be a leading indicator for P&C insurance stocks, the P/CF
measure is an essential tool to inform investing decisions for commercial insurers during
turns in the pricing cycle.

The cash trends we modeled highlighted opportune times to buy and sell insurance stocks
during the last transition from a soft market to a hard market over a six-year time frame,
and are depicted in figure 12, on page 20. The correlation from 2000 to 2006 P/CF ratio and
one-year-forward returns was -0.57, stronger than the overall 15-year average of -0.49. P/CF
levels averaged 0.3 standard deviations above the median in 2000 and 2001, suggesting it
was a good time to remain out of commercial insurance stocks. Average one year forward
returns were 1% during that time frame, with only half the stocks in the universe showing
any positive returns over the following two years. The average P/CF ratio began declining
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in 2002 to 0.56 standard deviations below the median, and remained below the median
through 2006. Subsequent one-year forward returns, starting in 2002, averaged roughly
18% annually through 2006.

The correlation for P/BV and one-year-forward returns was only -0.16 during the same
period. In 2000, a low market-to-book-value multiple was suggesting a good buying period,
although the stocks did not have good returns until 2003. In addition, the methodology
suggested the stocks were overvalued by 2004, missing the additional two years of gains
that occurred after that sell signal. By buying based on P/BV ratios, investors would have
missed the majority of the gains in the most recent cycle turn.

Figure 11
10 Commercial Property and Casualty Insurers
Cumulative Performance During Last Market Cycle by Trading Strategy
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Source: William Blair & Company, L.L.C.

On an individual stock basis, the trends are even stronger. Chubb is a good example; from
1994 to 2008, the four-year P/CF ratio ranged from a low of 3.4 times to a high of 9.6 times.
The 15-year median was 7.0 times, with a standard deviation of 2.0 times. When underwriting
results were weakening, from 1994 to 2000, the measure averaged 8.0 times, or roughly 0.5
standard deviations above the median, and when underwriting results began to strengthen
from 2002 to 2005, the measure averaged 4.1 times, or 1.3 standard deviations below the
median. If one used a buy and hold strategy from 1994 to 2008, the annualized return would
be 6%. However, using a simplified strategy of selling the stock when the P/CF ratio was
greater than the 0.5 standard deviations above the historical median (1997) and buying the
stock when the P/CF ratio was greater than 0.5 standard deviations below the median (2002)
would have produced annual returns of 13%.
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Figure 12
The Chubb Corporation
Historical Price-to-Cash-Flow Ratio
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Figure 13
The Chubb Corporation
Current Year Stock Performance
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Derivation of Operating Cash Flow

The key to projecting forward cash flow is forecasting future paid losses. Most of the items
listed in table 3 are available in any standard earnings model, except paid losses. Paid
losses do not directly tie to either GAAP earnings or non-GAAP earnings, so they are not
modeled with any kind of frequency in the investment community. We used schedule P paid
and reported triangles to project accident-year paid loss ratios at subsequent reporting pe-
riods to then sum to a calendar-year amount. The reported schedule P triangles were also
analyzed and reserve picks were made to determine the redundancy/deficiency of the cur-
rent loss reserves to help model how much will actually be paid out on the current incurred
loss reserve. The chain ladder method was the primary method of projecting individual
paid losses by accident year; however, manual adjustments were made when taking into
account the reported triangle as well as macro industry trends. For companies that cede a
significant portion of their premium to Bermuda/international, the historical calendar-year
statutory paid loss ratio was back-tested with the GAAP paid loss ratio, and if there were
major differences, an adjustment was made to the selected statutory paid loss ratio for
projected years to make it consistent with GAAP (all items we model for cash flow are on
a GAAP basis). Since all the other items come directly from the earnings model, once the
paid losses are projected, the core operating cash flow is left.

The other cash flow adjustments are modeled based on judgment and three- to five-year
averages. These are different for each company and are taken into account when compar-
ing one company’s cash flow versus another. Summing the core operating cash flow and
the other adjustments, we arrive at total operating cash flow.

Table 8, on the following page, shows how the paid loss projections for Chubb Corporation
were selected. First, the paid loss triangle was analyzed (along with reported triangle and
various metrics such as paid/incurred ratio) and link ratios were selected based on one-,
three-, and five-year (without high/low) averages. These selected link ratios were then
applied to the most recently reported paid loss ratios to get the projected cumulative paid
loss ratios at each reporting date. The shaded area in the paid loss ratio section of the
table contains the paid loss ratio projection for calendar 2011. The incremental differences
between the numbers in the shaded cells and the previous reporting date were multiplied
by the earned premium to get a total paid loss. Furthermore, prior-year paid loss was esti-
mated for calendar 2011, and this was added to the total paid loss for calendar 2011. The
statutory paid losses are then divided by projected statutory earned premium for 2011 to
get the statutory paid loss ratio.
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Table 8
The Chubb Corporation
Paid Loss Projection

Accident Year 2002 2003 2004 2005 2006

Statutory Earned Premium 5,704,294 6,933,211 8,688,110 9,862,966 | 10,258,243 | 9,955,080 9,767,292 9,554,389 9,227,142 8,930,685
Accident Year 2011E 2012E 2013E 2014E

Statutory Earned Premium 9,185,307 9,355,105 9,637,456 9,926,579

Paid Loss Link Ratios

Accident Years 108-120

2001 1.804 1.402 1.154 1.131 1.048 1.044 1.031 1.021 1.014

2002 1.944 1.298 1.190 1.102 1.086 1.052 1.020 1.016

2003 1.725 1.259 1.178 1.092 1.067 1.032 1.024

2004 1.750 1.230 1.152 1.086 1.041 1.025

2005 1.826 1.267 1.145 1.068 1.060

2006 1.848 1.286 1.146 1.101

2007 1.799 1.232 1.150

2008 1.676 1.195

2009 1.764
Paid Loss Development 108-120 Tail Factor
Selected 1.782 1.242 1.150 1.120 1.070 1.034 1.025 1.018 1.014 1.089
Developed to Ultimate 3.636 2.040 1.643 1.428 1.275 1.192 1.152 1.124 1.104 1.089

Paid Loss Ratios
12 Months | 24 Months | 36 Months | 48 Months | 60 Months | 72 Months | 84 Months | 96 Months | 108 Months | 120 Months
21.3% 38.5% 54.0% 62.3% 70.5% 73.8% 77.1% 79.5% 81.1% 82.2%
2002 15.0% 29.2% 37.9% 45.1% 49.7% 54.0% 56.8% 57.9% 58.9%

Accident Years

2003 14.4% 24.8% 31.3% 36.8% 40.2% 42.9% 44.3% 45.4%
2004 13.6% 23.8% 29.2% 33.7% 36.6% 38.1% 39.0%
2005 13.5% 24.7% 31.3% 35.8% 38.3% 40.6%

2006 12.0% 22.2% 28.5% 32.7% 36.0%
2007 13.5% 24.3% 29.9% 34.4%
2008 18.7% 31.3% 37.4%

2009 14.1%
2010 18.4%
2011E

24.8%

Accident Year

2011E CY Inc. Paid Ratio 0.8% 0.8% 1.0% 1.4% 2.5% 4.1% 5.6% 7.2% 14.4% 19.0%

| Multiplied by Earned Premium | 56,929 70,839 94,826 143,098 250,807 402,905 537,099 662,811 1,286,162 1,745,208 |

2011E Prior Year Paid Loss 361,980

2011 Paid Loss Projection

Calendar Year

Statutory Paid Losses 5,612,665
Statutory Paid Loss Ratio 61.1%

Sources: SNL, company reports, and William Blair & Company, L.L.C.

Table 9 shows the calculation of operating cash flow from 2009 to 2012E. All of the line items
in this exhibit are taken from the GAAP earnings model, with the exception of the paid loss
ratio, which was calculated above. Following the equation from table 3, we calculated the
core operating cash flow and total operating cash flow. We project Chubb to have a declin-
ing cash flow and declining cash flow per share through 2012. The cash flow per share is
not declining at the same rate as operating cash flow, due to a large number of projected
share buybacks. This declining cash flow should affect ROE going forward, as the higher
rate of paid losses leads to declining reserve releases and higher incurred loss ratio picks.

Adam Klauber 312.364.8232 -22-




WILLIAM BLAIR & COMPANY, L.L.C.

Table 9
The Chubb Corporation
Operating Cash Flow 2009-2012
(dollars in thousands)

Line Item 2009 2010 2011E 2012E
Net Written Premiums ($000) $11,077,000  $11,236,000 $11,539,750 $11,747,980
Net Premiums Earned $11,331,000 $11,215,000 $11,534,750 $11,747,980
GAAP Paid Loss $6,006,000 $6,354,000 $7,048,288 $7,454,116

Paid Loss Ratio 53.0% 56.7% 61.1% 63.5%
Underwriting & Other Expense $3,499,000 $3,549,000 $3,666,707 $3,758,241

Underwriting & Other Expense Ratio 30.9% 31.6% 31.8% 32.0%
Interest Expense $248,000 $248,000 $243,000 $250,000
Net Investment Income $1,549,000 $1,558,000 $1,533,084 $1,592,523
Depreciation and Amortization (Cash Flow) $69,000 $63,000 $63,000 $63,000
Other Revenues $13,000 $13,000 $13,390 $13,792
Foreign Currency Adjustment $369,000 -$30,000
Taxes $779,000 $814,000 $613,838 $545,373
Core Operating Cash Flow $1,807,000 $1,935,000 $1,577,390 $1,409,565
Core Operating Cash Flow Per Share $5,118.98 $6,016.79 $5,462.82 $5,227.87
Total Cash Flow Adjustments $259,000 $447,000 $231,400 $231,400
Total Operating Cash Flow $2,435,000 $2,352,000 $1,808,790 $1,640,965
Total Cash Flow Per Share $6,898.02 $7,313.43 $6,264.21 $6,086.10
Average Shares Outstanding 353 322 289 270
Sources: SNL, company reports, and William Blair & Company, L.L.C.

Price-to-Cash-Flow Valuation Methodology and Back Testing

Hypothesis

We believe that investors should be valuing commercial P&C insurance companies using a
P/CF ratio, rather than other conventional valuation metrics like P/BV and P/E. We believe
that cash flow is a leading indicator, and it better reflects the health of the company than a
metric like book value. By modeling cash flow two years out, we should be able to accurately
predict stock prices, before the upside is reflected in book value or earnings.

Summary

Our cash flow valuation methodology shows how investors have implicitly valued insurance
cash flow streams on a historical and current basis. The method averages past and future
cash flows for a set time, dividing by average shares outstanding, and then compares the

result with current valuation.

P/CF Ratio =

Figure 14

Commercial P&C Insurers
Price-to-Cash-Flow Ratio Calculation

Po

CF, + CFo + CF,; + CF,

Source: William Blair & Company, L.L.C.

Where P, = Average Price During Current Year
Where T = Current Year
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The calculation includes past and future cash flow to acknowledge that valuations are based
on both past results and investor expectations of future trends.

Definition of Operating Cash Flow Per Share

Cash flow is determined mainly by premiums, expenses, net investment income, and paid
losses. The major difference between cash flow and earnings is paid versus incurred losses.
Earnings are based on incurred losses. To project cash flow, we started with operating cash
flow provided from operating activities, as defined under GAAP, as our base. For all histori-
cal years, this number is taken directly from 10-Qs and 10-Ks. We analyzed each line item
and created a model to project cash flows for upcoming fiscal years. One stark difference
between our model and a 10-K is that we calculate operating cash flow from the ground
up, while the 10-K discloses adjustments to net earnings to get to cash. We then divide by
the average number of diluted shares outstanding to get to our cash flow per share figure.
The core items that go into the calculation for operating cash flow are shown in table 10.

Table 10
Commercial P&C Insurers
Modeled Core Items for Cash Flow

Net Written Premiums
- Paid Losses
- Incurred Underwriting & Other Expense
+ Depreciation and Amortization
- Interest Expense

+ Net Investment Income

+ Other Operating Income

- Incurred Taxes

= Core Operating Cash Flow
+ Other Adjustments

Total Operating Cash Flow

Source: William Blair & Company, L.L.C.

Sample

The historical sample for this study comprised 10 publicly traded commercial property-and-
casualty companies that have been public since 1990 and have had relatively consistent
insurance-oriented operations during the past 20 years (i.e., results do not include material
non-insurance operations).

Table 11
10 Commercial Property and Casualty Insurers
Insurance Companies Included in Historical Analysis
Company Ticker Current Price Market Cap ($M)

The Chubb Corporation CB $62.61 $18,269
Cincinnati Financial Corp. CINF $29.18 $4,727
CNA Financial Corporation CNA $29.05 $8,047
HCC Insurance Holdings, Inc. HCC $31.50 $3,583
Harleysville Group Inc. HGIC $31.17 $839
Markel Corp. MKL $396.81 $3,880
Navigators Group Inc. NAVG $47.00 $814
RLI Corp. RLI $61.92 $1,286
Selective Insurance Group Inc. SIGI $16.27 $864
W.R. Berkley Corporation WRB $32.44 $4,540
Source: SNL
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Data Collected

To test the theory, we compiled cash flow, ROE, operating earnings, average shares outstand-
ing, and price per share for each of the companies in the sample over the 15 periods in the
study. To study the data across multiple companies, we wanted to be able to examine the
data on a relative basis. We employed the use of a median and standard deviation so that
we could look at how a stock was valued versus its own historical levels. There were two
reasons for using the relative valuation approach, as opposed to a more-absolute, numeri-
cal approach. First, we recognize that all stocks have different growth trajectories, different
capital structures, and different historical levels for success, so the baseline valuations will
not be the same across all stocks. Thus, by examining each stock versus its own historical
median valuation level and standard deviation, one gets a better sense for its current valu-
ation level than by simply looking at the absolute multiple that it is trading at.

The second reason for using a relative valuation metric is so that we can aggregate the
valuation metrics across the 10 different stocks in our commercial P&C insurance universe,
and still come up with a methodology that can be applied to the industry as a whole.

The reason we chose to use a median, instead of a straight average, was our attempt to
mitigate—as much as possible—the presence of outlier statistics within the data. For in-
stance, if a company had negative cash flow figures for a year, the P/CF ratio would basically
be irrelevant. To solve this problem, we examined the data set for outliers that registered
more than 3 standard deviations away from the median, either positively or negatively, and
recorded those figures at the 3 standard deviation mark. We believe cleaning the data is
critical to providing the best possible source for evaluating our hypothesis. All of the steps
described above were used for each valuation metric tested: P/E, P/CF, and P/BV. We also
undertook a similar approach for performance metrics, to ensure that outliers did not affect
the overall validity of the study.

Time Frame

To adequately back test our hypothesis regarding the valuation of commercial insurance
companies, we examined data across multiple insurance pricing cycles and multiple stock
market cycles. We chose the period between 1993 and 2010 for the study, as that is the
period with the most-reliable data for the companies we had chosen.

An integral part of the methodology that we are putting forward revolves around the fact that
the P/CF ratio is not only a current valuation metric, but also incorporates the past and future
projections. The ratio we are focused on is based on average cash flow over a four-year
period including the previous year, current year, and the two years following. So within the
period chosen, 1993-2010, there are a total of 15 four-year periods that we are using for the
analysis. For example, if one were to examine the ratio in 2005, the average-four-year cash
flow would be calculated by using the cash flow from 2004, 2005, 2006, and 2007. When
we examine the ratios today, we are using historical cash flow for 2010 and our estimated
cash flow for 2011, 2012, and 2013.

We chose a four-year period because it seemed to best pick up the trends and changes
going on in the marketplace. We knew at the outset that any valuation metric would have
to be forward looking, so it was clear that there must be forecasting of at least one to two
years forward. We tested different lengths of time for each series, but the data results sug-
gested that four-year cash flow was the most-appropriate metric.

As we are projecting forward cash flows, we believe one-year forward returns are the most-
powerful comparison to see how effective the valuation tool is at predicting performance. Con-
sidering that the insurance market is cyclical, and the cycles tend to be somewhat prolonged
(the current “soft” market has lasted nearly seven years now), it is important to discover the
inflection points as early as possible, as stocks tend to have big moves quickly afterwards.
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. Financial |
The ChUbb Corporatlon Property & Casualty Insurance
Initiating Coverage With an Underperform Rating Stock Rating: Underperform
Company Profile: Core Growth
Top-tier specialty P&C insurer with strong brand identity. The Chubb | sympol: CB (NYSE)
Corporation functions as a property-and-casualty (P&C) insurance holding Price: $62.61 (52-Wk.: $49-$66)
company that underwrites and sells insurance across personal, commercial, "\:/!afk?tYVa'Ug (g‘"-)i 5 $18r2b70
f . f . IScal Year end: ecembper
and spef:lalty insurance segments. Chubb has h|st0r|_cally b_een a strong Long-Term EPS Growth Rate: 10%
underwriter and has one of the most revered brands in the industry, par- Dividend Yield: 2.5%
ticularly in personal insurance.
Significant exposure to cyclically weak casualty markets. Chubb hasa | Estimates 2010A 20ME 2012E
relatively sizable exposure to the deeply cyclical casualty market, particu- EPS $5.90 $5.40 $5.30
larly in professional liability. Professional lines, workers’ compensation, and BVPS $48.29 $53.70 $57.85
other casualty lines compose more than half of premiums and, importantly, | CFPS $7.31 $6.26 $6.09
ROE 12.2% 10.1% 9.2%

roughly $15 billion of the $20 billion in total reserves. Professional liability
has experienced significant price declines in the last decade and has the | vajuation

potential for a negative swing in profitability. Chubb’s professional liability | FY P/E 10.6x 11.6x 11.8x
results are beginning to show some cracks, and we expect paid loss ratios | FYP/B 13x 12x  1Ix
and profitability to deteriorate over the next three years. PICF(yn — 94x  94x NA

Declining cash flow suggests materially lower core earnings power. Trading Data

Core operating cash flow has declined by 40% from 2006 to 2010 and we Elt‘)ifte(;?;tﬁanding (mil.) ;gg
expect it to de_cllng by another 25%_ through 2012. Going forward,.vx./e eX- | average 'Da“y Volume (mil) 20
pect the deterioration already seen in cash flow to become more visible in

operating results. We expect the calendar-year loss ratio to increase—from
58% in 2010 to an estimated 63% in 2012. Our forecast has earnings per
share sliding from $5.90 in 2010 to $5.30 in 2012 ($0.54 below consensus).
Higher catastrophes or lower development have the potential to reduce
2012 EPS even further.

Price-to-cash-flow valuation suggests the stock is overvalued. The
stock is trading at 9.4 times cash flow, which is a 30% premium to its five-
year median cash flow multiple. The stock has increased from $50 per share
in 2006 to $60 per share in 2010 while cash flow per share has declined
from $8.35 to $7.31. Chubb’s cash flow multiple is 1.5 standard deviations
above its 10-year median multiple. Our historical study shows that stocks
tend to have negative returns when the multiple is more than 1 standard
deviation above the median. The market-to-book-value multiple (1.2 times)
also has the potential to decline as the ROE moves toward 8%.

Catalysts that could prompt us to be more positive on the stock in-
clude an early-cycle turn or a potential acquisition. It appears that a turn
in the cycle is at least on the horizon. However, the majority of the stock
appreciation related to the last favorable underwriting cycle took place in
2002-2005, effectively three years after the hard market had begun. Also,
the company’s strong brand position makes it an attractive acquisition target,
but we do not believe that event is likely in the near term.

The Chubb Corporation is a top-tier P&C insurance holding company that
underwrites and sells insurance across personal, commercial, and specialty
insurance segments.

Adam Klauber 312.364.8232 -26-



WILLIAM BLAIR & COMPANY, L.L.C.

Introduction

We are initiating coverage of The Chubb Corporation with an Underperform rating and Core
Growth company profile. Chubb has historically been a strong underwriter and has one
of the best brands in all of P&C insurance, particularly in its personal insurance segment.
Over the past 15 years, the company has maintained a combined ratio under the industry
average and has operated with a strong underwriting profit since 2004. However, exposure
to the commercial underwriting cycle, a near-term headwind that is hurting underwriters
industrywide, should depress returns for the near future. Chubb, in particular, has large
casualty and professional liability books, which is translating into higher paid loss ratios and
declining levels of cash flow. This deterioration should become more visible in operating
earnings over the next two years.

Given that the stock is trading at the upper end of its historical cash flow multiple range,
future returns will likely be disappointing. The stock has become more expensive in the last
several years, as the shares have appreciated while cash flow had declined. The result is
that Chubb’s cash flow multiple has increased from an average of 7.2 times in 2007 and
2008 to a current value of 9.4 times. The cash flow multiple of 9.4 times suggests returns
will be flat to negative for the next few years. On a market-to-book basis, the stock appears
appropriately valued at 1.2 times given an average 2009 to 2010 returns on equity of 13%.
However, we expect returns on equity to decline to 8% over the next several years, which
should translate into lower market-to-book multiples. Negative catalysts for the stock will
be increasing paid losses, particularly in liability lines, and lack of evidence of a near-term
turn in the commercial pricing cycle.

Investment Highlights

One of the Few Good Brands in Insurance

Chubb has one of the few recognizable brands in the P&C insurance industry. The overall
property-and-casualty market is large, but highly fragmented and defined by commodity-
oriented products. Only a few companies have developed a true brand, including Allstate,
Geico, and State Farm. Chubb is unusual in that it has developed a strong brand in both
personal lines and the commercial insurance segment. Hartford and Travelers have also
developed an element of brand, but not to the same extent as Chubb. Chubb’s personal
lines brand is truly unique within the industry. The name has become almost synonymous
with higher-end home insurance; the Chubb Masterpiece policy covers a significant portion
of this market. Unlike a company such as Geico, Chubb has established its brand without
heavy spending on advertising. Geico typically spends more than 5% of its annual expenses
on advertising; Chubb spends less than half that amount. The company has built its pres-
ence in the high-end market through unique policy design and a sterling reputation for claim
service. One of the benefits of a strong brand is Chubb’s ability to charge a premium price
for its homeowners’ product. Chubb’s pricing is often 10% or more above the next highest
competitor. Allstate and State Farm, the industry titans, do not have this capability and typi-
cally must price in line with the market. The ultimate benefits for Chubb’s brand strength show
up in higher profit margins over time. Table 12, on the following page, shows that Chubb’s
homeowners’ loss ratio over the last five years has beaten the industry average by 16%.
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Table 12
The Chubb Corporation
Statutory Loss and Loss Adjustment Expense (LAE) Ratio for Homeowners’ Line

2010 Direct Premiums Market Share Loss Ratio
Rank Company Written ($000) (%) 2008 2009 2010 Average
1 [State Farm Mutl Automobile Ins (SNL P&C Group) $15,672,281 219 63.1 694 99.2 832 792 78.8
2 |Alistate Corp. (SNL P&C Group) $6,865,832 9.6 520 66.1 946 782 816 74.5
3 |Zurich Financial Services Ltd (SNL P&C Group) $4,703,100 6.6 56.3 642 865 67.7 657 68.1
4 |Liberty Mutual Holding Co. (SNL P&C Group) $3,729,987 5.2 59.1 602 835 733 722 69.7
5 |Travelers Cos (SNL P&C Group) $3,295,031 4.6 414 499 653 56.1 69.3 56.4
6 USAA Insurance Group (SNL P&C Group) $3,175,416 4.4 520 620 894 69.1 73.0 69.1
7 |Nationwide Mutual Group (SNL P&C Group) $2,832,201 4.0 53.7 60.1 852 748 758 69.9
8 |Chubb Corp. (SNL P&C Group) $1,763,926 2.5 445 49.5 55.6 50.7 69.8 54.0
9 |American Family Mutual Ins Co. (SNL P&C Group) $1,514,843 2.1 NA 918 NA 817 861 86.5
10 |Citizens Property Ins Corp. $1,156,647 1.6 NA NA NA NA NA NA
|Group Average | 52.7 637 824 705 747 | 688 |
Source: SNL

Chubb also has a good name in the long-tailed casualty business and the professional liability
segment, in particular. The company’s stronger-than-average balance sheet and conservative
reputation give it a good presence with both large and middle-market corporate customers.
Chubb has an AA rating from Standard & Poor’s and an “A+” rating from A.M. Best. This
strength plays well in the long-tailed lines of business, where customers are concerned with
an insurer’s ability to pay claims up to 10 years in the future, or even longer. However, unlike
the homeowners’ business, it is unclear if the brand translates into premium pricing for the
commercial insurance business. Most commercial markets are heavily competitive, with a
large number of insurers lining up to compete for a given risk. In addition, the brokers in the
commercial markets tend to have incentive to obtain the best price. As shown in table 13,
Chubb’s other liability loss ratio is more in line with the industry average.

Table 13
The Chubb Corporation
Statutory Loss and LAE Ratio for Other Liability

2010 Direct Premiums Market Share Loss Ratio
Rank Company Written ($000) (%) 2008 2009 Average
1 |American International Group (SNL P&C Group) $7,036,951 14.2 73.8 73.0 80.3 93.6 131.1 90.4
2 |Zurich Financial Services Ltd (SNL P&C Group) $3,059,397 6.2 96.6 NA 84.9 98.2 73.9 88.4
3 |Travelers Cos (SNL P&C Group) $2,969,486 6.0 80.3 76.9 55.9 58.6 57.3 65.8
4 |Chubb Corp. (SNL P&C Group) $2,702,255 5.5 75.7 69.7 68.6 66.8 66.1 69.4
5 |ACE Ltd. (SNL P&C Group) $2,605,703 58 65.0 88.1 58.9 74.6 89.9 5.3
6 |CNA Financial Corp. (SNL P&C Group) $2,322,862 4.7 76.4 869 769 782 818 80.0
7 Liberty Mutual Holding Co. (SNL P&C Group) $2,196,430 4.4 73.0 87.9 56.4 89.3 81.6 77.6
8 |XL Group plc (SNL P&C Group) $1,383,778 2.8 535 62.0 55.4 83.4 77.4 66.3
9 |Nationwide Mutual Group (SNL P&C Group) $1,364,516 2.8 65.5 67.5 62.5 71.9 58.2 65.1
10 |W.R. Berkley Corp. (SNL P&C Group) $947,297 1.9 59.8 54.2 63.1 53.3 58.5 57.8
[Group Average | 720 740 663 768 776 | 73.6

Source: SNL

Historically One of the Better Underwriters

Chubb has historically been one of most consistent among larger commercial multiline in-
surers. Overall, Chub does not have a “swing for the fences” mentality. Results have been
helped by its conservative strategy and management philosophy. Chubb tends to grow
organically, but does not overreach for growth. Over the last six years, Chubb has averaged
a premium decline of 2%, slightly worse than its peers’ average.

Adam Klauber 312.364.8232 -28 -



WILLIAM BLAIR & COMPANY, L.L.C.

Table 14
The Chubb Corporation
Gross Premiums Written—Annual Percentage Change

Ticker 2005 2006 2007 2008 2009 2010 Average

ACE 3% 2% 8% 4% 1% 2% 3%

CB 2% 2% 2% 3% 6% 1% -2%
CINF 2% 3% 1% 3% -4% 2% 0%
CNA 12% 1% 3% 5% 5% -4% -5%
HCC 2% 6% -6% -3% 3% -6% -3%
TRV 21% -3% 2% 0% -1% 1% 3%
WRB 13% 0% 5%  -10%  -5% 0% -1%

Peer Average | 3% A% 1% 3% 2% 1% -1%
Sources: SNL and Thompson

The other factor affecting Chubb’s long-term growth is that for the most part, the company avoids
acquisitions. It is one of the few larger public insurers that has not made a major acquisition
in the last 20 years. The Executive Risk deal in 1999, which complemented its already-large
professional liability book, represented less than 10% of previous premium levels.

Figure 15
The Chubb Corporation
Net Premiums Written

(in millions)
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Sources: SNL, company reports, and William Blair & Company, L.L.C.

Chubb has stayed with its core markets for the last two decades, a unique characteristic for a
commercial insurer. This perseverance has resulted in strong customer relationships, as Chubb
does not typically move in and out of product lines, has better-than-average underwriting data,
and has developed a good knowledge of the market. In contrast, many of its peers move in and
out of markets as they stretch for growth or attempt to revamp corporate strategy. The result
of the stable strategy and long-term focus on core markets is superior long-term underwriting
profitability. Chubb’s 5-, 10-, and 15-year combined ratios are below its peer averages.

Table 15
The Chubb Corporation
Average GAAP Combined Ratio Peer Comparison

10-Year

15-Year

ACE Limited
Cincinnati Financial Corporation
CNA Financial Corporation
HCC Insurance Corporation
Travelers Companies, Inc.
W.R. Berkley Corporation

[The Chubb Corporation [ 88.3 86.9 95.0 98.6 |
[Group Average [ 92.9 91.8 97.6 99.3 |
Source: SNL
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Investment Risks

Large Exposure to Cyclically Soft Casualty Markets, and the Professional Liability
Segment in Particular

Longer-tail casualty tends to be more underpriced in a soft market, as the profit realization
lag is the longest. During the last soft cycle, casualty lines had average adverse development
of more than 25% for four years between 1999 and 2002, which is a sign that the business

was drastically underpriced when it was originally written.

Accident

Year

12

24

36

48

Table 16
Insurance Industry
Other Liability: Claims Made Incurred Loss Ratio Development

60

Months Months Months Months Months

72
Months

84
Months

96 108
Months Months

120
Months

Adverse
Development

1999 68.4% 70.1% 79.4% 875% 94.0% 97.1% 102.7% 106.9% 107.4% 108.9% 40.5%
2000 71.1% 69.5% 759% 83.2% 92.8% 102.4% 106.9% 108.1% 110.0% 110.2% 39.1%
2001 742% 74.8% 82.3% 92.6% 102.8% 104.6% 105.1% 105.7% 106.6% 105.7% 31.5%
2002 68.9% 68.7% 77.8% 88.6% 92.9% 94.6% 94.8% 94.1% 93.9% 24.9%
2003 66.3% 63.9% 64.7% 64.4% 64.6% 64.6% 64.7% 64.8% -1.5%
2004 65.9% 58.2% 55.6% 53.9% 49.3% 47.2% 46.9% -19.0%
2005 63.1% 57.7% 55.7% 51.0% 481% 47.1% -16.1%
2006 64.2% 63.3% 59.6% 55.6% 53.4% -10.8%
Source: SNL

Chubb has a relatively sizable exposure to these deeply cyclical lines. Professional lines,
workers’ compensation, and other casualty lines constitute more than half of premiums and,
importantly, roughly $15 billion of $20 billion in total reserves.
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Sources: SNL and William Blair & Company, L.L.C.

Figure 16
The Chubb Corporation
Reserve Analysis by Line of Business

2010 Net Written Premiums 2010 Reserves

All Other Lines

Private Auto '\

Other Liability,

30% Workers’

Comp
Marine Lines 13%
2% \
Commercial . T
Multiperil Other Liability

)
Homeowners’ e

Multiperil, 18%

10%

Commercial

Multiperil, 15% Homeowners’

Multiperil
3%

Professional liability trends are of concern for the industry and for Chubb, the second-largest
competitor in the market. Professional liability has experienced the most significant price
declines in the last decade and has the potential for a negative swing in profitability. After
experiencing significant hardening after the tech bubble losses of 1999 to 2000, market pric-
ing has declined since 2004, with the soft market currently in its eighth year. On average,
pricing is down by 40% since 2004. Reduced market pricing was predicated on a decline in
claim activity. Legislative changes and several major court decisions made it harder to get
class-action status, which effectively raised the bar for securities related lawsuits.
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On the surface, professional liability loss ratios remain palatable on a historical ba-
sis. Calendar-year loss ratios are averaging in the 70% range for 2008 to 2010 on an
industrywide basis, well below historical highs. The pendulum, however, appears to be
swinging in the other direction. In addition to claims from the financial crisis, the orienta-
tion of claims is also changing:

« Focus has moved from frequency to severity. The plaintiff bar is focused on the larger
security class action cases with better chance of success. This has resulted in higher
average defense costs. On an anecdotal basis, there are a number of cases where the
legal costs alone have exhausted the first layer of coverage.

e The nature of the claims has shifted. Securities class-action lawsuits of larger public
companies remain significant, but employment practices liability insurance (EPLI) claims
in particular have jumped to high levels. In addition, the small to midsize professional
liability market, once viewed as a safe haven, has seen a dramatic increase in filed
claims. This market was particularly hard-hit during the recession, with bankruptcies
and fraud moving unprecedented levels of activity in middle-market companies.

* New areas are popping up. Mergers and acquisitions have become an area of focus
for the plaintiff lawyers. Given that M&A has picked up in recent years, this is an area
to watch.

Chubb is one of largest competitors in the professional liability market, with $2.4 billion of
premiums and $7.4 billion of reserves. The company has a well-diversified book with a good
contingent of small- to middle-market clients. Chubb is one of the few insurers to compete
in primary lines, but it also goes up to other layers. Executive Risk, which was more of an
excess player and middle-market competitor, augmented the company’s diversification.
Chubb takes large lines being primarily in the first layer; the average size of its lines for
public company risks tends to be over $10 million (before reinsurance). The company has
been more conservative in recent years. For example, the unit moved away from healthcare-
related risks. However, given its size and presence in most market segments, we expect
Chubb to accrue its share of losses in financial services from the recent financial crisis, the
growing rash of claims from the middle-market segment (EPLI and other), and an increasing
level of claims related to merger-and-acquisition activity.

Chubb’s professional liability results are beginning to show some cracks, and we expect seg-
ment profitability to deteriorate materially over the next three years. For example, the paid loss
ratio for 36 months in the other liability line went from 17% in 2004 and 2005 (i.e., before the
crisis) to 26.5% in 2008, which is a key year because it was in the middle of the crisis. Our ex-
pectation is that the paid loss ratio trend will continue to rise in this line over the next two years.

Table 17
The Chubb Corporation
Paid Loss Ratios (%) by Accident Year—Other Liability: Claims Made
Paid Losses (Schedule P, Part 3)/Net Premiums Earned (Schedule P, Part 1)

Accident 12 24 36 48 60 72 84 96 108 120
Year Months Months Months Months Months Months Months Months Months Months
2001 5.74 21.49 | 37.91 | 56.26 | 75.80 | 83.20 | 90.05 | 95.75 | 100.67 | 103.87
2002 3.84 2297 | 46.35 | 67.11 | 80.04 | 94.32 | 103.70 | 107.75 | 110.95
2003 2.16 1052 | 21.33 | 33.78 | 41.24 | 49.55 | 53.95 | 57.36
2004 1.59 9.16 16.51 | 25.82 | 31.36 | 34.53 | 36.77
2005 1.57 7.99 18.47 | 26.24 | 30.88 | 35.52
2006 1.83 10.83 | 23.60 | 32.48 | 40.63
2007 1.79 10.19 | 22.01 | 31.05
2008 4.26 13.87 | 26.51
2009 2.11 11.40
2010 3.25
Source: SNL

Adam Klauber 312.364.8232 -31-



WILLIAM BLAIR & COMPANY, L.L.C.

Declining Cash Flow Suggests Materially Lower Core Earnings Power

Core operating cash flow has declined by 40% from 2006 to 2010 and we expect it to de-
cline by another 25% through 2012. Lower cash flow has primarily been a result of declining
prices, reflecting that the property-and-casualty market downshifted into the soft portion of
the competitive cycle. This decline has to date manifested itself in the form of higher paid
losses, which jumped from 49% in 2006 to 57% 2010.

Our forecast calls for cash flow per share to decline from $7.31 in 2010 to $6.09 in 2012.
The key to our forecast is that we expect relative paid losses to continue to rise and for the
trend to even accelerate into 2012. Our forecast assumes that paid losses rise from 57%
in 2010 to 64% in 2012, before stabilizing around that level. Underlying our forecast is the
assumption that the P&C market will remain soft until at least 2013, suggesting premium
growth will be limited to the low-single-digit range in the near term. Our forecast assumes
Chubb’s premiums written will grow by an average of 3% annually from 2010 to 2012.

Table 18
The Chubb Corporation
Cash Flow Projections 2009-2012
(dollars in thousands except per share data and share count)

Line ltem 2009 2010 2011E 2012E
Net Written Premiums 11,077,000 11,236,000 11,539,750 11,747,980
Paid Loss 6,006,000 6,354,000 7,048,288 7,454,116

Paid Losses as % of Earned Premium 53.0% 56.7% 61.1% 63.5%
Underwriting & Other Expense 3,499,000 3,549,000 3,666,707 3,758,241
Interest Expense 248,000 248,000 243,000 250,000
Net Investment Income 1,549,000 1,558,000 1,533,084 1,592,523
Depreciation and Amortization 69,000 63,000 63,000 63,000
Other Revenues 13,000 13,000 13,390 13,792
Taxes 779,000 814,000 613,838 545,373
Core Operating Cash Flow 2,176,000 1,905,000 1,577,390 1,409,565
Core Operating Cash Flow Per Share $6.16 $5.92 $5.46 $5.23
Total Cash Flow Adjustments 259,000 447,000 231,400 231,400
Total Cash Flow 2,435,000 2,352,000 1,808,790 1,640,965
Total Cash Flow Per Share $6.90 $7.31 $6.26 $6.09
Average Shares Outstanding (millions) 353 322 289 270
Average Operating ROE 14% 12% 10% 9%
Sources: SNL, company reports, and William Blair & Company, L.L.C.

The deterioration has not been nearly as visible in reported results. In that same period,
operating earnings have only decreased by 20%, and the calendar-year loss ratio is only up
3%, from 55% to 58%. Catastrophes in 2010 were 4 loss ratio points higher than in 2006,
which affects both paid losses and calendar-year incurred losses. For the calendar-year
loss ratio, increasing catastrophe losses account for all of the increase from 2006 to 2010.
The impact on paid losses is less straightforward, as the 2006 paid loss ratio likely includes
2005 catastrophes. On balance, if catastrophe losses are factored in, the disparity between
paid and calendar year actually widens.
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Figure 17
The Chubb Corporation
Paid Versus Calendar-Year Incurred Loss Ratio Trends
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: SNL, company reports, and William Blair & Company, L.L.C.

Going forward, we expect the deterioration already seen in cash flow to more heavily affect
operating results. Our estimates forecast that operating earnings per share will come down
from $5.90 in 2010 to $5.30 in 2012, a figure that assumes catastrophe losses will be $0.35
less in 2012 than in 2010. The key is that we expect the calendar-year loss ratio to increase
from 58% to 63%, which is supported by the already big jump in the paid loss ratio, as paid
losses tend to lead incurred losses. Similarly, cash flow per share tends to lead earnings
per share due to the distinction between paid and incurred losses.
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Figure 18
The Chubb Corporation
Operating Cash Flow Per Share Versus GAAP Operating EPS
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Sources: SNL and William Blair & Company, L.L.C.
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The major factor pushing up future calendar-year loss ratios is that we believe accident-year
loss ratio should continue to rise. Our forecast assumes that noncatastrophe accident-year
loss ratios move from 59% in 2010 to 62% in 2012. The higher accident-year loss ratio is
a function of continued declines in pricing; pricing was down 5% in 2010 and is expected
to be down 2% to 4% in 2011 and 2012. In addition, claims activity is picking up after a be-
nign period during the recession. The exception is professional liability claim activity, which
was high between 2007 and 2009 due to the financial crisis. As discussed above, this area
has the potential to remain active. If claims activity gains momentum across sectors, our
accident-year estimates are likely optimistic.

The other issue is favorable reserve development, which has reduced the calendar-year
loss ratio by 7% in both 2009 and 2010. Our forecast assumes favorable development of
5% in 2011 and 3% in 2012. Development in prior years has been supported by redundan-
cies from the last hard market. The 2004 and 2005 accident years have yielded an average
of 20 points of favorable development (as a percentage of initial incurred) and 2006 has
yielded 11 points. Given that paid-to-ultimate ratios are almost 83% and 87% for 2004 and
2005, the majority of this development has likely been realized and there should be some
left from 2006. However, we would not expect 2007 to 2010 to yield the same level of fa-
vorable development. These years represent the heart of the soft market and also contain
financial crisis claims.

It is very early to assess reserve adequacy for the long tailed lines for 2007 to 2010. The
average paid-to-ultimate ratio for the largest reserve line, other liability: claims made (37%
of total), is only at an average of 25% for 2007 to 2010. However, the reserve triangles show
that 2008 and 2009 accident-year paid losses are exhibiting deterioration. The paid loss
ratio for the other liability: claims made line is up by an average of 43% for accident years
2008/2009 at latest report date compared with accident year 2005. The favorable develop-
ment in the other liability: claims made line has noticeably slowed since the 2005 accident
year, as the 2006 and 2007 accident years at their respective latest report dates have an
average of 9 points less favorable development compared with the 2004 and 2005 accident
years (at 48 and 60 months). The 2008 accident year has experienced 1 point of adverse
development through 36 months, compared with 2004 and 2005 accident years averaging
7 points of favorable development at the 36-month mark. Again it is very early in actuarial
terms, but the jump in paid losses suggests that the redundancies in the current year may
be materially less than the 2004-2005 accident years. The company, at a minimum, will
likely wait longer to release the reserves given increasing paid losses.

Table 19
The Chubb Corporation
Statutory Incremental Paid Loss Ratio Projections

Accident 12 24 36 48 60 72 84 96 108 120

Year Months Months Months Months Months Months Months Months Months Months
2001 21.3% 17.2% 155% 8.3% 8.2% 3.4% 3.3% 2.4% 1.6% 1.1%
2002 15.0% 14.2% 8.7% 7.2% 4.6% 4.3% 2.8%
2003 14.4% 104% 6.4% 5.6% 3.4% 2.7%
2004 13.6% 10.2% 5.5% 4.4% 2.9%
2005 13.5% 11.2% 6.6% 4.5%
2006 12.0% 10.2% 6.3%
2007 13.5% 10.8%
2008 18.7% 12.6%
2009 14.1% 10.7%
2010 18.4% | 14.4%
2011E | 19.0% 14.9%
2012E | 19.5% 15.3%
2013E | 20.0%

Sources: SNL and William Blair & Company, L.L.C.
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Key Factors to Watch

Shift in Personal Insurance Segment Away From Traditional Homeowners’ Offerings
Chubb has recently placed a renewed emphasis on non-homeowners’ products within
the personal insurance segment, which is providing better-than-average growth while the
commercial and specialty segments have been shrinking. The personal insurance segment
comprises roughly one-third of premiums and 28% of underwriting profits. Historically, this
unit was mainly focused on homeowners’ insurance, with this product contributing more than
70% of segment premiums. In recent years, the company has been leveraging the Chubb
brand to grow into related products. Auto insurance premiums grew by 11% last year and
other personal lines grew by 9%. The net effect is that personal insurance has moderately
increased on a relative basis, from 31% of premiums written in 2007 to 34% in 2010. We
expect commercial lines to remain in a challenging environment and for the personal insur-
ance segment to continue its growth trajectory.

Figure 19
The Chubb Corporation
Net Premiums Written—Personal Insurance
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Sources: Company reports and William Blair & Company, L.L.C.

General Liability Rates Continue to Decline

Directors’ and officers’ (D&QO) insurance rates have been declining since the end of 2003.
Similar to other commercial property-and-casualty lines, the rate of deterioration has slowed
in recent quarters. A return to positive territory could help profitability in future underwriting
years. However, given the level of excess capital and relatively high level of industry cash
flow, we do not believe industry pricing will materially improve until 2013.
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Figure 20
The Chubb Corporation
CIAB Pricing Survey—General Liability

—Year-over-year price changes on a quarterly basis

Source: CIAB

Accident-Year Loss Ratios Continue to Deteriorate

Across the industry, commercial-line accident-year loss ratios have exhibited material dete-
rioration. This mainly reflects the six-year drop in pricing that has averaged between 30%
and 50% in most property-and-casualty lines. Chubb has followed this trend, with overall
U.S. accident-year loss ratios increasing from 48% to 59% from 2006 to 2010, and less
favorable development on the initial loss picks, a declining trend since 2004.

We expect loss ratio deterioration to continue. Pricing is more stable in 2011 compared with
2010, but s still negative in most lines. The personal lines segment should be the exception.
Claim activity, which was benign with the recession, appears to picking up. This means that
the 2009 and 2010 accident-year loss ratios could be understated on an industrywide basis,
and 2011 should be worse.

Capital Management Continues to Be Aggressive

Chubb has been in a return-of-capital mode over the last few years. From 2008 to 2010,
the company has repurchased 85 million shares at a cost of $4.4 billion. At the same time,
annual dividends have increased from $1.31 per share to $1.48. In aggregate, combining
buybacks and dividends, Chubb has returned $5.8 billion to shareholders over the last three
years. The high level of return on capital reflects a healthy ROE, averaging 14%, and lack
of capital deployment opportunities.

If ROE begins to decline in 2012 and 2013, the company may be less aggressive in re-
turning capital. On average, the company has returned 95% of $6.2 billion in earnings to
shareholders from 2008 to 2010. Our forecast suggests that net income will decline from
an average of $2.1 billion in 2008-2010, to $1.5 billion in 2011-2013. If the return ratio stays
level between 95% and 100%, this suggests that annual capital returned to shareholders
will decline from an average of $2.0 billion for 2008-2010, to $1.5 billion from 2011 to 2013.
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Figure 21
The Chubb Corporation
Percent of Net Income Returned to Shareholders
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Source: Company reports

Catalysts That Could Prompt Us to Be More Positive On the Stock

Short-Term Move on Potential Cycle Turn

Chubb’s stock could increase on prospects of a turn in the commercial-line pricing cycle. The
market typically has “head fakes,” or false cycle turns—and we may even be experiencing one
now. Some market proponents believe that the high level of recent catastrophe losses could
provide momentum for an overall turn in the commercial pricing cycle. We see this as highly
unlikely—the commercial market is mainly liability-oriented and the reinsurers have much less
influence on core commercial lines than several decades ago. Even when the cycle turns, which
we believe could happen in 2013 or 2014, most of the stock returns for underwriters occur
four to five years later, as ROEs lag the cycle upturn. The majority of the stock appreciation
related to the last favorable underwriting cycle occurred in 2002 to 2005. This was effectively
three years after the hard market had begun. The stock would likely move in late 2012 or early
2013 if there was an actual turn, but then would be flat for several years until the higher prices
actually began to translate into higher return on equity. Our view is there is no need to take
the risk on the early side, since investors will have plenty of time to take advantage of upside.

Figure 22
The Chubb Corporation
Cash Flow Versus Premium Changes
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Sources: SNL, A.M. Best, and William Blair & Company, L.L.C.
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Potential Takeover Target

Chubb is one of the highest-quality franchises. As the valuation remains stagnant or declines,
the company could become an attractive target for a major international insurer or even a
private equity buyer. However, given the long-term nature of management, we would be
surprised if the company takes a low-ball offer at the wrong time in the cycle.

Financial Projections

Table 20
The Chubb Corporation
Premium Flows and Key Ratios
(dollars in thousands)

2008 2009 2010 2011E 2012E

Net Premiums Earned $11,828  $11,331  $11,215 $11,535  $11,748
Premium Growth -1% -4% -1% 3% 2%
Underwriting Income $1,361 $1,631 $1,222 $790 $589
Underwriting Income Growth -2.5% 19.8% -25.1% -35.4% -25.4%
Loss Ratio 58.3% 55.3% 57.9% 61.8% 63.3%
Expense Ratio 30.1% 30.5% 31.1% 31.3% 31.5%
Combined Ratio 88.4% 85.8% 89.1% 95.2% 94.8%
Operating EPS $5.58 $6.14 $5.90 $5.40 $5.30
EPS Growth -13.0% 10.2% -4.0% -8.5% -1.9%
Operating ROAE 15.2% 13.9% 12.2% 10.1% 9.2%
Cash Flow Per Share $6.94 $6.90 $7.31 $6.26 $6.09
Book Value Per Share $36.62 $44.29 $48.29 $53.70 $57.85

Sources: Company reports and William Blair & Company, L.L.C.

Summary

We forecast earnings per share to decline from $5.90 in 2010 to $5.40 in 2011 and $5.30 in
2012. Estimates are extremely sensitive to positive reserve development, which we believe
will decline from roughly $750 million in 2010 to $324 million by 2012, as severe casualty
losses from 2007 to 2010 begin to hit the books. We estimate ROE to decline from 12% to
9%, while book value per share will continue to grow from $48 in 2010 to $58 in 2012. We
expect roughly 2% to 3% per year in top-line premium growth, which will help mitigate some

of the loss deterioration as the calendar-year loss ratio moves from 58% to 63% between
2010 and 2012.

Upside/Downside Potential

A turn in the pricing cycle would be the biggest source of upside compared with our esti-
mates. Our estimates currently assume continued pressure on pricing, as there have been
no convincing signs of a turn in the cycle, and we estimate 2013 to be a more likely time for
the beginning of a hard cycle. A successful use of excess capital could also help ROE and
increase EPS above our current estimates. From a downside perspective, the biggest risks
to earnings are further increases in the loss ratio, particularly in the casualty segment, and
an even more-exaggerated decline in reserve development during 2011 or 2012. If 2012
favorable development was 2%, compared with our 3% forecast, this would bring earnings
per share below $5.00.

Key Earnings Factors

Premium growth. We expect gross premiums written to increase by an average of 3%
annually over the next three years. This result would begin to reverse the recent trend in
declining premiums that has occurred since 2004. Our forecast falls in line with the expected
sector average of 0% to 5% growth in premiums. Growth should be driven by increases in
the personal and commercial insurance segments, as we expect rates to begin to stabilize
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and exposures to continue to improve as economic growth resumes. We expect the specialty
insurance segment to struggle over the next several years, since it has increased exposure
to harder-hit industries, such as construction and financial services.

Investment income. Our forecast assumes that investment income will grow slowly through
2013, as continued pressure on yields and a slow-to-recover economy continue to hurt
growth in the portfolio. If interest rates begin to increase in 2012, there could be additional
upside in investment income.

Loss ratio. We forecast that the accident-year loss ratios will continue to increase as ca-
tastrophe losses and the soft market continue to put pressure on underwriting margins. Our
forecast has the noncatastrophe accident-year loss ratio gradually increasing from 58.9%
in 2010 to 63.1% in 2013. Calendar-year loss ratios are projected to grow even faster, due
to declining levels of reserve development. We project reserve development to decline
from $746 million in 2010 to $61 million in 2013, due to heavier losses in the underwriting
accident years between 2007 and 2010. This decline pushes calendar-year loss ratios from
57.9% in 2010 to 66.6% in 2013.

Expense ratio. We believe the expense ratio will remain relatively flat, because we expect
management to more actively manage expenses as the loss ratio begins to creep upward
over the next few years. We are expecting the expense ratio to be roughly 31% over the
next three years.

Balance Sheet

We expect Chubb to continue to underwrite on a well-capitalized basis. Net premiums written
to GAAP equity should stay in the 0.7- to 0.8-times range over the next two years, which is
very conservative, but admirable in the current market environment. We would expect this
ratio to pick up as we begin to see a turn in the cycle over the next few years.

Figure 23
The Chubb Corporation
Net Written Premium to Equity
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Sources: Company reports and William Blair & Company, L.L.C.

Chubb’s investment portfolio contains high-quality fixed-income securities, with higher-than-
average exposure to tax-efficient municipal bonds and foreign government debt. Based on
the current market conditions and future expectations, we estimate the yield on investments
to remain between 3.5% and 4.0% for the near term.
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Valuation

Figure 24
The Chubb Corporation
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Overall Cash Flow Theory

Cash flow has shown to be a good indicator and is highly correlated to future stock move-
ments. We use price-to-cash-flow (P/CF) as the measure to predict stocks. Our historical
analysis shows that this measure clearly indicates when to buy or sell insurance stocks. Our
methodology is based on back-testing P/CF ratios for 15 years using 10 midsize to large
commercial insurers. The ratio we are focused on is based on average operating cash flow
over a four-year period including the previous year, current year, and the two years following.

The results show that when the P/CF ratio is greater than one standard deviation below the
median P/CF ratio, the average return for the next year is 25%. When it is more than one
standard deviation above the median P/CF ratio, returns have averaged -5% for the following
year. The number of standard deviations above or below the median is inversely correlated
with the performance of the stock; thus, the correlation is negative. For example, based on
our data set, if a stock was trading at a P/CF valuation lower than the median value, one
would expect the performance level for that stock to be positive. The overall correlation
for the index is -0.49, which indicates a fairly strong negative relationship between the two
variables we are examining.
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Figure 25
10 Commercial Property and Casualty Insurers
Dispersion in Price to Cash Flow Versus One-Year Performance
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Cash flow valuations have proved particularly useful in cycle turns. In contrast, earnings and
return on equity measures tend to be lagging indicators of performance. Figure 26 shows
that P/CF valuation signaled a strong buying opportunity going into 2003 and that investors
should sell in 2006. In contrast, market-to-book timing was too early on both entry and exit
points. Returns using P/CF entry and exit points were almost double that of market-to-book

entry and exit points.
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Figure 26
10 Commercial Property and Casualty Insurers
Cumulative Stock Performance During Previous Cycle Turn (2000-2009)
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Figure 27
10 Commercial Property and Casualty Insurers
Cumulative Performance During Last Market Cycle by Trading Strategy
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Comparison Universe

Chubb’s cash flow multiple suggest that the stock is overvalued. The stock is trading at 9.4
times cash flow, which is a 30% premium to its 5-year median cash flow multiple. In the last
5 years, Chubb has traded in a range of 6 times to 8 times. The rising cash flow multiple is
mainly due to cash flow declining combined with moderate increases in the level of Chubb’s
stock price. The stock has increased from $50 per share in 2006 to $60 per share in 2010
while cash flow per share has declined from $8.35 to $7.31. On a historical basis, Chubb’s
cash flow multiple is 1.5 standard deviations above its 10 year median multiple. Our data
shows that stocks tend to have negative returns in the year subsequent to exhibiting a cash
flow multiple is more than one standard deviation above the median.

Figure 28
The Chubb Corporation
Price-to-Cash-Flow Historical Valuation Levels
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Sources: SNL and William Blair & Company, L.L.C.

In the last 15 years, Chubb’s price-to-cash-flow has ranged from 10 times to 3 times with a
median of 7 times. Excluding the current year, Chubb’s highest multiple were recorded in
1998 through 2000, prior to the last cycle turn. The one-year forward performance averaged
7% during this time period, but the stock was down by more than 10% in two of the three
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Table 21
The Chubb Corporation
Cash Flow Valuation Comparison

Cash Flow Valuation Earnings Valuation Book Valuation
current
Valuation vs.  Number of Std. Current  Current
Current  Cash Flow Per Cash Flow Per Price to Cash  2006-2010 5Year  Deviations from 10 Book  Price To
Company Ticker RE ] Price Share 2011 Share 2012 Flow® Median Median Year Median EPS 2011E EPS 2012E PE 2011 PE 2012 Value Book 2012 ROE
The Chubb Corporation CB U .

HCC Insurance HCC U $31.50 $3.25 $3.23 9.2x 5.7x 60% 2.6 $2.66 $2.78 11.8x 11.3x $28.99 1.1x 9%
RLI Corp. RLI M $61.92 $6.64 $5.70 10.6x 9.1x 16% 15 $4.19 $4.40 14.8x 14.1x $38.52 1.6x 11%
The Travlers Companies” TRV M $58.38 $5.79 $7.47 8.6x 7.8x 10% 0.5 $4.25 $6.10 13.7x 9.6x $59.91 1.0x 10%
Average 9.4x 7.5x 29% 15 13.0x 11.7x 1.2x 10%
Median 9.3x 7.5x 23% 1.5 12.8x 11.6x 1.1x 10%

Note': Price-to-cash flow based off current price divided by four-year cash flow: t=-1,0,1,2

Note?: Travelers data only goes back through 2002
Source: William Blair & Company, L.L.C. estimates
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years. In contrast, the price-to-cash-flow metric ranged from 3 times to 4 times from 2002
to 2004 toward the end of the last hard market. Subsequently, the stock averaged one-year
forward returns of 23%. In recent years, the price-to-cash-flow metric has increased as the
stock bounced back from the 2007-2009 market fallout, and cash flow has declined, reflecting
more challenging underwriting conditions. The current 9.4 multiple is the highest since 1998.

Market-to-Book

In line with its peers, Chubb’s market-to-book valuation, currently at 1.2 times, has moved to
low levels on a historical basis. The market-to-book averaged 1.6 times over the last 15 years,
but only 1.3 times in the last 5 years. On a relative basis, the stock usually trades in a range
from 90% to 115% of peer-market-to-book ratios. Currently, Chubb is trading on par with the
peer average of 1.2 times. The stock appears appropriately valued given average 2009 to
2010 returns on equity of 14%. However, given that we expect returns on equity to decline to
8% over the next several years, market-to-book has the potential to decline from current levels.

Figure 29
The Chubb Corporation
Historical Price to Book Valuation Levels Versus Peers

2.5X 4

2.0x -

1994-2010

1.5x 1 Median

1.0x -

0.5x -

0.0x T T T T T T T T T T T T T T T T ,

X H O A D O NN DD XD O A DO
D DT DD D DS O NS OO OSSO N
NN NN N IR\ S S U ST ST S S S I I

—4—CB ~—i—Peer Average
Sources: SNL and William Blair & Company, L.L.C.

Figure 30
The Chubb Corporation
Historical Stock Price
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Corporate Profile

Chubb Corporation, founded in 1882, is an international specialty property-and-casualty
insurance holding company that underwrites and sells a diverse array of insurance prod-
ucts. Chubb has offices in North America, Europe, Asia, South America, and Australia, and
is recognized as the 12th largest U.S. P&C insurance group by A.M. Best. The company,
with 2010 written premiums of $11.9 billion and net income of $2.2 billion, displays results
across three underwriting business segments: personal insurance, commercial insurance,
and specialty insurance. Chubb is one of the highest-rated P&C firms in the United States,
with an AA rating from S&P and an A+ rating from A.M. Best. Through the development of
innovative and tailored insurance policies and best-in-class service and claims handling,
Chubb has established itself as a premium player with strong brand equity and loyalty.

Chubb does this by employing experts across several niche product offerings to add ad-
ditional value for the insured. Some examples include life sciences, cultural and educa-
tional institutions, marine cargo, D&O, errors and omissions (E&O), employment practices
liabilities, high-net-worth homeowners’, collector cars, yachts, antiques, and jewelry. The
major types of insurance offered by statutory line are other liability (which constitutes 30%
of net written premiums), homeowners’ multiperil (18% of written premiums), commercial
multiperil (15% of written premiums), marine lines (8% of written premiums), workers’ comp
(8% of written premiums), fidelity/surety (7% of written premiums), and all other lines (14%
of written premiums).

Figure 31
The Chubb Corporation
2010 Net Written Premiums by Statutory Line
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Chubb offers insurance policies across commercial lines, personal lines, and specialty, and
this diversity has helped mitigate tough overall market conditions. The commercial business
is the largest at 42% of net premiums written, followed by personal at 34% of net premiums
written, and specialty at 24% of net premiums written. For the company as a whole, 74% of
net written premiums were written in the United States, while 26% were written internationally.
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Figure 32
The Chubb Corporation
2010 Net Written Premiums by Business Component
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Figure 33
The Chubb Corporation
2010 Net Written Premiums by Geography
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We expect nearly all of the premium growth that we are projecting between 2007 and 2013
to come from the personal and commercial insurance segments. Both commercial and
specialty segments are expected to be essentially flat over the same seven-year period,
mainly because of huge declines in pricing observed during the continued soft-market cycle.
The personal insurance segment tends to be slightly more profitable than the commercial
segment, and the claims are much shorter-tailed. However, the segment also has a decent
amount of catastrophe exposure, so the change in business mix should not have a drastic
effect on the overall variability of results.
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Figure 34
The Chubb Corporation
Annual Net Written Premium by Business Component
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Sources: Company reports and William Blair & Company, L.L.C.

Structurally, Chubb writes insurance policies on a direct basis through multiple insurance
companies and underwriting agencies across the United States and globally. Chubb also
ceded roughly 10% of its business in 2010 to reinsurers to diversify risk and limit maximum
loss from catastrophic events. Chubb is subject to some credit risk from its reinsurers and
tries to use only reinsurers with high creditworthiness. The company also assumed about
$391 million of reinsurance premiums during 2010.

Business Mix

Table 22
The Chubb Corporation
Business Mix
(dollars in thousands)
008 009 010 e :A '_ !
Net Premiums Written $4,993 $4,660 $4,676 -3.2%
% of Total 43% 42% 42%
Commercial Underwriting Income $305 $471 $360 8.7%
% of Total 24% 32% 31%
Combined Ratio 93.9 89.9 92.3
Net Premiums Written $3,826 $3,657 $3,825 0.0%
% of Total 33% 33% 34%
Personal Underwriting Income $494 $581 $325 -18.8%
% of Total 38% 39% 28%
Combined Ratio 87.1 84.1 91.5
Net Premiums Written $2,899 $2,739 $2,727  -3.0%
% of Total 25% 25% 24%
Specialty Underwriting Income $484 $436 $485 0.1%
% of Total 38% 29% 41%
Combined Ratio 83.3 84.1 82.2
Net Premiums Written $11,718 $11,056 $11,228 -2.1%
Total Underwriting Income $1,282 $1,488 $1,171  -4.5%
Combined Ratio 88.7 86.0 89.3
Sources: Company reports
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Chubb Personal Insurance

Table 23
The Chubb Corporation
Personal Insurance Segment Product Mix 2010

% of Net Combined
Product Net Premiums Written Premiums Ratio
Automobile $638 16.7% 90.8%
Homeowners’ $2,382 62.3% 91.7%
Other $805 21.0% 91.2%
Total $3,825 100.0% 91.5%

Sources: Company reports

The personal insurance segment is composed of homeowners’ insurance; auto insurance;
and other policies, including accident and health, excess liability, and yacht. It represents
34% of total net premiums written. Combined ratios for this segment have been running in
the mid-80s to low 90s over the last three years. Chubb is most known for its high-net-worth
homeowners’ policies, known as the Masterpiece brand, and this business is one of its most
profitable lines, as it can price the line at a premium to the marketplace. The majority of the
business is primary coverage, and the claims tend to be short- to medium-tailed. The busi-
ness is sold primarily through independent agents and specialty retail brokerage.

The homeowners’ business, in particular, has historically been prone to severe catastrophe
loss; for example, catastrophe loss accounted for 15.6% of the combined ratio (91.7%) for
homeowners’ insurance during 2010. Chubb mitigates some of this risk through the pur-
chase of reinsurance and catastrophe bonds, but large-scale catastrophes can still have a
significant impact on operating results.

Chubb Commercial Insurance

Table 24
The Chubb Corporation
Commercial Insurance Segment Product Mix 2010

Combined
Net Premiums Written % of Net Premiums Ratio
Multiple Peril $1,094 23.4% 94.7%
Casualty $1,532 32.8% 91.7%
Workers’ Compensation $756 16.2% 93.4%
Property and Marine $1,294 27.7% 90.5%
Total $4,676 100.0% 92.3%

Sources: Company reports

The commercial insurance segment represents 42% of total net premiums written for Chubb.
The segment is pretty evenly split across multiple peril, casualty, workers’ compensation,
and property and marine. The segment has been very competitive recently and is heavily
dependent on exposure units for growth. With the recent recession, exposure has been
decreasing for the last several years, which has slowed growth rates in the segment. The
commercial insurance segment is also prone to catastrophe losses because of its expo-
sure to the property-and-marine business. Catastrophic losses had a 5.4% impact in 2010,
1.8% in 2009, and 8.1% in 2008, so there is a wide degree of variability in the margin line
of the segment. Chubb mitigates some of this risk through the purchase of reinsurance and
catastrophe bonds, but as with the personal business, large-scale catastrophes can have a
significant impact on operating results. Combined ratios for the segment have been running
in the low to mid-90s over the last three years.
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Chubb Specialty Insurance

Table 25
The Chubb Corporation
Specialty Insurance Segment Product Mix 2010

Combined
Product Net Premiums Written % of Net Premiums Ratio
Professional Liability $2,398 87.9% 87.8%
Surety $329 12.1% 41.3%
Total $2,727 100.0% 82.2%

Sources: Company reports

The majority of the specialty insurance segment is the professional liability line, but surety
lines are also included in this segment. The specialty insurance segment represents roughly
24% of net premiums written, and the combined ratios have been running in the low to mid-
80s over the last three years. D&O and E&O are two of the major product lines in profes-
sional liability, and those lines have been struggling with a competitive pricing environment
over the last several years. Additionally, many of the professional liability lines are written
for the financial services industry, which reported large losses during the financial crisis,
hurting profitability somewhat in the overall specialty insurance segment.

The surety lines business, which provides compensation to a party if a second party fails to
meet an obligation, is heavily dependent on the construction industry, which has suffered
severely during the economic downturn. The surety business is characterized by infrequent
losses, but losses that can be very severe when they occur.

Marketing and Distribution

The company offers its products mainly through independent agents and brokers, both
in the United States and abroad. Within the United States, the company’s largest state of
business is New York, with written premiums for the year ended 2010 accounting for 15.3%
of the total, California at 11.2%, and Texas at 6.7%. Table 26 details the premiums written
by state in 2010.

Table 26
The Chubb Corporation
U.S. Geographic Distribution by

New York 15.3%
California 11.2%
Texas 6.7%
Florida 5.5%
New Jersey 5.3%
lllinois 4.8%
Pennsylvania 4.5%
Massachusetts 4.0%
Connecticut 3.5%
Ohio 2.4%
[All Other States 36.8%
Source: SNL
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Table 27

The Chubb Corporation

Earnings Model

2009 1Q'10 2Q'10 3Q'10 4Q'10 2010 1Q'11 2Q"11E 3QM1E  4Q1E 2011E 2012E 2013E
Net Premiums Written 11,077 2,765 2,886 2,732 2,853 11,236 2,859 2,960 2,800 2,920 11,540 11,748 12,103
Net Premiums Earned 11,331 2,782 2,799 2,798 2,836 11,215 2,854 2,960 2,800 2,920 11,535 11,748 12,103
% Change -4% -2% -1% -1% 0% -1% 3% 5.8% 0.1% 3.0% 3% 2% 3%
Noncatastrophe Accident-Year Losses 6,939 1,606 1,647 1,664 1,694 6,611 1,715 1,776 1,708 1,781 6,981 7,283 7,640
Noncatastrophe Accident-Year Loss Ratio 61.2% 57.7% 58.8% 59.5% 59.7% 58.9% 60.1% 60.0% 61.0% 61.0% 60.5% 62.0% 63.1%
Favorable Development 762 220 180 200 146 746 220 178 112 88 597 324 61
As % of Loss Ratio 6.7% 7.9% 6.4% 7.1% 5.1% 6.7% 7.7% 6.0% 4.0% 3.0% 5.2% 2.8% 0.5%
Catastrophe Losses 91 344 193 58 39 634 270 340 137 0 748 478 480
As % of Loss Ratio 0.8% 12.3% 6.9% 2.1% 1.4% 5.7% 9.5% 11.5% 4.9% 0.0% 6.5% 4.1% 4.0%
Losses and Loss Expenses 6,268 1,730 1,660 1,522 1,587 6,499 1,765 1,939 1,733 1,694 7,131 7,437 8,058
Calendar-Year Loss Ratio 55.3% 62.2% 59.3% 54.4% 56.0% 57.9% 61.8% 65.5% 61.9% 58.0% 61.8% 63.3% 66.6%
Change in Unpaid Losses and Loss Expenses 262 298 -26 -59 -68 145 298
Paid Loss and Loss Expenses 6,006 1,432 1,686 1,581 1,655 6,354 1,467
Paid Loss Ratio 53.0% 51.5% 60.2% 56.5% 58.4% 56.7% 51.4%
Operating Costs 3,377 862 889 864 881 3,496 904 918 882 905 3,609 3,700 3,736
Expense Ratio 30.5% 31.2% 30.8% 31.6% 30.9% 31.1% 31.6% 31.0% 31.5% 31.0% 31.3% 31.5% 30.9%
Change in Deferred Policy Acquisition Costs 27 -22 -21 7 6 -30 -25 -20 10 10 -25 -10 -10
Dividends to Policyholders 28 8 8 6 6 28 8 8 7 7 30 32 34
Underwiting Income 1,631 204 263 399 356 1,222 202 116 168 304 790 589 284
Combined Ratio 85.8% 93.4% 90.1% 86.0% 86.8% 89.1% 93.5% 96.5% 93.4% 89.0% 93.1% 94.8% 97.5%
Net Investment Income 1,549 387 385 390 396 1,558 381 383 383 387 1,533 1,593 1,681
Yield 3.8% 3.7% 3.6% 3.7% 3.7% 3.7% 3.6% 3.6% 3.6% 3.6% 3.6% 3.6% 3.8%
Other Income -3 -7 4 -2 7 2 5 0 0 0 5 0 0
Property and Casualty Income 3,177 584 652 787 759 2,782 588 498 551 691 2,328 2,182 1,965
Corporate and Other -238 -63 -40 -57 -60 -220 -63 -60 -60 -60 -243 -250 -260
Consolidated Income Before Tax 2,939 521 612 730 699 2,562 525 438 491 631 2,085 1,932 1,705
Tax Expense 771 140 152 193 180 665 120 114 128 164 526 502 443
Tax Rate 26.2% 26.9% 24.8% 26.4% 25.8% 26.0% 22.9% 26.0% 26.0% 26.0% 25.2% 26.0% 26.0%
Consolidated Operating Income 2,168 381 460 537 519 1,897 405 324 363 467 1,559 1,430 1,262
Operating Earnings Per Share $6.14 $1.14 $1.41 $1.69 $1.69 $5.90 $1.35 $1.12 $1.27 $1.67 $5.40 $5.30 $4.95
Realized Investment Gains After Tax 15 83 58 35 101 277 104 20 20 20 164 80 80
Net Income 2,183 464 518 572 620 2,174 509 344 383 487 1,723 1,510 1,342
Net Income Per Share $6.18 $1.39 $1.59 $1.80 $2.02 $6.76 $1.70 $1.19 $1.34 $1.74 $5.97 $5.60 $5.27
Effect of Catastrophes Per Share -$0.17 -$0.67 -$0.38 -$0.12 -$0.08 -$1.28 -$0.59
Diluted Weighted Average Shares Outstanding 353.0 335.0 326.7 317.3 307.4 321.6 300.0 290.0 285.0 280.0 288.8 269.6 254.8
Common Shares Outstanding (Millions) 332.0 326.8 3145 304.9 297.3 297.3 292.5 287.5 282.5 2775 277.5 262.5 248.5
Average Book Value Per Share (Calculated) $44.29 $46.99 $47.55 $50.36 $50.52 $48.29 $51.93 $53.40 $54.18 $55.37 $53.70 $57.85 $60.93
Book Value Per Share (Reported) $47.09 $48.17 $49.39 $52.41 $52.24 $52.24 $53.26 $0.00 $0.00 $0.00
Operating ROAE 13.9% 12.2% 10.1% 9.2% 8.1%

Sources: Company reports and William Blair & Company, L.L.C.
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Management

John D. Finnegan, Chairman, President, and Chief Executive Officer

Mr. Finnegan joined the firm in 2002 as president and CEO, and was named chairman of the
board in December 2003. Previously, Mr. Finnegan had worked as president and chairman
of GMAC and served in various other capacities within General Motors.

Richard G. Spiro, Executive Vice President and Chief Financial Officer

Mr. Spiro joined Chubb as CFO in September 2008. Before Chubb, Mr. Spiro worked in the
FIG group at Citigroup Global Markets Inc., where he served as head of North America and
managing director for financial services investment banking.

Paul J. Krump, Executive Vice President of Chubb Corporation and President of
Commercial and Specialty Lines

Mr. Krump was promoted to president of commercial and specialty lines in January 2011.
Previously, he had worked as chief underwriting officer for the organization. He also served
as the chief operating officer of Chubb Commercial Insurance since 2001. Mr. Krump joined
Chubb in 1982 as an underwriting trainee.

Dino E. Robusto, Executive Vice President of Chubb Corporation and President of
Personal Lines and Claims

Mr. Robusto was promoted to president of personal lines and claims in January 2011. In 2008,
Mr. Robusto has name chief administrative officer, and has also functioned as chief claims
officer since 2006. Mr. Robusto joined Chubb in 1986 as a commercial insurance underwriter.

Maureen A. Brundage, EVP and General Counsel

Ms. Brundage has served as general counsel since 2005. Prior to joining Chubb, she was a
partner at New York law firm White & Case LLP, where she led the U.S. securities practice
and co-chaired the global securities practice.
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HCC Insurance Holdings, Inc.

Assuming Coverage With Underperform Rating

Strong niche positions. A key theme to the company’s strategy has been
to build significant share in niche markets. For example, HCC has an esti-
mated market share of roughly 20% in the medical stop loss business. The
advantages of being a dominant competitor include a strong knowledge of
and data about the business, deep ties with specialized distribution, and
better retention of clients.

Professional liability is a concern. Despite historically good underwrit-
ing standards, the professional liability segment is a concern. Premiums
increased materially from 2005 to 2008, but have recently been receding.
We expect the industry as well as HCC to experience development on prior
underwriting years and increased accident-year loss ratios. The Profes-
sional liability segment has experienced significant price declines in the
last decade and could see a negative swing in profitability.

Declining cash flow suggests lower core earnings. Core operating
cash flow has declined by 45% from 2007 to 2010. Lower cash flow is a
result of reduced insurance rates due to the property-and-casualty market
downshifting into the soft portion of the competitive cycle. This decline has
to date manifested itself in the form of higher paid losses, which jumped
from 49% in 2007 to 60% 2010. The deterioration has not been nearly as
visible in reported results. In that same period, operating earnings have
only decreased by 22% and the calendar-year loss ratio is flat at 59%. We
estimate that operating earnings per share will come down from $2.96 in
2010 to $2.78 in 2012, and this assumes catastrophe losses will be $0.15
less in 2012 (our earnings per share estimate is 10% below consensus).

Cash flow valuation suggests stock is overvalued. The stock is trading
at 9.2 times forward cash flow, a 60% premium to historical valuation levels.
Our 15-year cash flow valuation study shows that stocks underperform
when the cash flow multiple is materially above the median. HCC appears
adequately valued on a price-to-book basis at a multiple of 1.1 times. This
compares with a current peer average of 1.2 times. On the surface, this
valuation seems appropriate given that ROEs have averaged 11% in the
last two years. However, since ROEs are forecast to decline to 8% by 2013,
the price-to-book ratio could slide even further.

Catalysts that could prompt us to be more positive on the stock in-
clude an early cycle turn and a medical stop loss rebound. HCC's stock
could increase on prospects of a turn in the commercial line pricing cycle.
However, the majority of share appreciation occurs late/post cycle turn. In
better times, the medical stop loss business can produce a loss ratio in the
low-60% range, or 10 points better than the current average.

Founded in 1974, HCC Insurance Holdings, Inc. is an international specialty
property-and-casualty insurance holding company that underwrites and sells
niche insurance products through a group of major subsidiaries known as
HCC Insurance Group.

Financial |
Property & Casualty Insurance

Stock Rating:
Company Profile:

Underperform
Core Growth
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Symbol: HCC (NYSE)
Price: $31.50 (52-Wk.: $24-$33)
Market Value (mil.): $3,582
Fiscal Year End: December
Long-Term EPS Growth Rate: 7%
Dividend Yield: 1.8%
Estimates 2010A 2011E 2012E
EPS $2.96 $2.66 $2.78
BVPS $28.9 $30.8 $33.1
CFPS $3.64 $3.25 $3.23
ROE 10.6% 9.0% 8.7%
Valuation
FY P/E 10.6x 11.8x  11.3x
FY P/B 1.09x 1.02x  0.95x
P/CF (4-yr) 83x 92x NA
Trading Data
Shares Outstanding (mil.) 114.1
Float (mil.) 112.5
Average Daily Volume (thous.) 706
-52-
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Introduction

We are assuming coverage of HCC Insurance Holdings with an Underperform rating. While
HCC is historically one of the higher-quality franchises in the commercial property-and-
casualty sector, we expect results to deteriorate over the next several years, reflecting a
material increase in exposure to professional liability lines and also a degree of uncertainty
surrounding the core medical stop loss segment. Declining cash flow levels suggest that
ROE will decline over the next several years, as paid losses will likely continue to increase
for the near term. The stock looks appropriately valued on a price-to-book basis, but this is
somewhat deceiving. The stock is trading at a historically high cash multiple, which suggests
that underperformance is likely. Negative catalysts for the stock should be further increases
in paid claims and ultimately deteriorating ROE; the latter is not likely until 2012, but we
expect continued near-term evidence of higher paid claims.

Investment Thesis

Strong Positions in Niche Markets

A key theme to the company’s strategy has been to build significant share in niche markets.
Unlike many insurers that are small to midsize competitors in large markets, HCC focuses
on market segments where the company can have significant presence. The company has
little exposure to commodity middle-market property-and-casualty lines, such as workers’
compensation or commercial multiperil (CMP). Historically, strong markets include medi-
cal stop loss, aviation, and surety. For example, HCC is one of the largest competitors in
the medical stop loss business, with an estimated market share of roughly 20%. In the last
several years, HCC materially increased its positioning in professional liability and began
building up an international property treaty business.

Figure 35
HCC Insurance Holdings, Inc.
Net Written Premiums

International U.S. Property
16% & Casualty
16%

Accident &
Health
38%

Source: Company reports

The advantages of being a dominant competitor are severalfold. The company has strong
knowledge of and data about the business, deep ties with specialized distribution, and better
retention of clients. For example, the company’s dominant position in the stop loss business
provides significant benefits. The business is highly actuarial-driven, and as a longstanding
competitor, HCC has superior data, which enables better pricing decisions. In addition, dis-
tribution is specialized, with a combination of third-party administrators and health-oriented
brokers controlling the business. As an established player in the sector, HCC at least gets
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a look at most of the business in its preferred segments. The line exhibits an element of
cyclicality similar to other insurance products, although HCC has consistently produced a
combined ratio below 90%.

Historically One of the Better Underwriters

HCC has historically been one of the most-profitable underwriters in the property-and-casualty
industry. The combined ratio averaged 84% in last five years and 89% in the last 10 years,
compared with industry averages of 90% and 92%. In particular, underwriting profits have
performed well in the last two years, while other peers’ results have deteriorated. The surety
and credit and international lines have held up relatively well, averaging loss ratios of 28%
and 41%, respectively, in the last two years.

Table 28
HCC Insurance Holdings, Inc.
Combined Ratio Comparison
Average Combined Ratio
5-Year 10-Year
HCC 84.0% 88.5%
AFSI 82.9% 93.1%
TWGP 88.1% 85.8%
oB** 95.9% 97.1%
NATL 86.4% 87.1%
RLI 80.5% 86.6%
SIGI 99.3% 100.1%
THG** 97.4% 99.0%
WRB 91.6% 94.1%
Average 89.6% 92.4%
** 2004-2010 for 10-year average
Source: SNL

Professional Liability Is a Concern

Despite historically good underwriting standards, the professional liability segment is a
concern. Between 2005 and 2008, the older reporting segment of HCC called diversified
financial products (largely represented by professional liability) had net written premiums
increase from $676 million to $872 million. That is a 29% cumulative increase over three
years, although recently it has been receding. The growth included expanding into the
primary or other lower layers, which generally require higher limits and are more exposed
to losses. The benefit of the lower layers is that premiums are higher and insurers can be
more active in underwriting specific risks. Professional liability accounts for only 20% of
premiums, but represents 43% of reserves.

HCC primarily underwrites directors’ and officers’ (D&QO) insurance for public companies,
although private entities make up a significant portion of the business. The company under-
writes a fair amount of financial institution insurance, which carries a large limit. This unit
focuses on investment banks, depository institutions, brokers, and investment advisors. In
addition, HCC specializes in professional liability products for investment advisors, mutual
funds, hedge funds, funds of funds, real estate investment trusts, private real estate funds,
and private equity partnerships.

Another portion of the book is crime business coverage, including large account errors and
omissions (E&O) liability and employment practice liability insurance (EPLI) for some D&O
policyholders. Another product is low-limit E&O business for numerous classes of profes-
sional services, including engineers and related construction practices, representing the
largest concentration of insured professionals.
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Figure 36
HCC Insurance Holdings, Inc.
U.S. Other Liability Claims-Made Earned Premiums
(dollars in thousands)
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Going forward, we expect the industry as well as HCC to experience development on prior
underwriting years and increased accident years. Professional liability has experienced a
significant level of price declines in the last decade and has the potential for a significant
swing in profitability. Pricing improved with the 2000 to 2003 hard market, after the segment
had experienced significant losses from the tech bubble of 1999 to 2000. However, pricing
since 2005 has declined materially and the rate of deterioration has been as bad as or worse
than most other property-and-casualty lines of business.

Figure 37
HCC Insurance Holdings, Inc.
CIAB Pricing Survey—General Liability
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Source: CIAB

In addition to lower pricing, claim activity has the potential to rise. As premiums began to slide
in 2007, claim activity began to pick up for the first time in over five years. Changes in litigation
trends made it harder to get class action status, and the bar was raised for securities-related
lawsuits. The result is that the number of securities-related class action suits declined from
2002 to 2006. The number of claims has begun to pick up with the financial crisis and ensu-
ing recession; however, the nature of the claims has also changed. One shift is an increase
toward larger potential claims. The plaintiff bar is focused on the larger cases with better
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chance of success. On an anecdotal basis, there are a number of cases where the legal
costs have exhausted the first-layer limits. In addition, plaintiff lawyers have shifted away
from federal and into state courts; in certain areas, the state courts have been more flexible.

Figure 38
Securities Class Actions
Maximum Dollar Loss Index
(dollars in billions)
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The other factor is that the nature of claims being lobbed at professional liability policies has
shifted. Securities class action suits on larger public companies still remain significant, but
EPLI claims have been high in recent years. In addition, the small to midsize professional
liability market, once viewed as a safe haven, has experienced an increase in filed claims.
This market was particularly hard hit by the recession, with bankruptcies and fraud moving to
unprecedented levels. HCC has smaller exposure to the private market, but it is still signifi-
cant. Amore recent trend has been an increase in claims related to mergers and acquisitions.

Professional liability results have a significant lag. It typically takes four to six years to have
material data that will provide an accurate measure of underwriting profitability. This is mainly
because professional liability related litigation is complex and takes time to work through the
courts and move to settlement. The profitability lag is further compounded by the severity
nature of the line. Because settlements can be large, the predictability of losses can vary
widely until enough claims have settled. This means that accident-year profitability can vary
materially from the original estimation—positively or negatively. On an industrywide basis, the
1999 to 2002 accident years averaged 34 points of adverse development. The 2003 to 2006
period is averaging 11.8 points of favorable development. We expect the results of the 2007
to 2010 period to have a more significant impact on 2012 and 2013 underwriting profitability.

Table 29
Insurance Industry
Other Liability: Claims Made Incurred Loss Ratio Development

Adverse
development

108 120

1999 | 68.4% 70.1% 79.4% 87.5% 94.0% 97.1% 102.7% 106.9% 107.4% 108.9% 40.5%
2000 | 71.1% 69.5% 75.9% 83.2% 92.8% 102.4% 106.9% 108.1% 110.0% 110.2% 39.1%
2001 | 742% 748% 82.3% 92.6% 102.8% 104.6% 105.1% 105.7% 106.6% 105.7% 31.5%
2002 | 68.9% 68.7% 77.8% 88.6% 92.9% 94.6% 94.8% 94.1% 93.9% 24.9%
2003 | 66.3% 63.9% 64.7% 64.4% 64.6% 64.6% 64.7% 64.8% -1.5%
2004 | 65.9% 58.2% 55.6% 53.9% 49.3% 47.2% 46.9% -19.0%
2005 | 63.1% 57.7% 55.7% 51.0% 48.1% 47.1% -16.1%
2006 | 64.2% 63.3% 59.6% 55.6% 53.4% -10.8%
Source: SNL
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Declining Cash Flow Suggests Lower Core Earnings Power

We expect the deterioration already seen in cash flow to become more visible in operating
results. We estimate that operating earnings per share will come down from $2.96 in 2010
to $2.78 in 2012, and this assumes catastrophe losses will be $0.15 less in 2012. Core
operating cash flow has declined by 45% from 2007 to 2010. Lower cash flow is a result of
reduced prices, reflecting that the property-and-casualty market has downshifted into the
soft portion of the competitive cycle. This decline has to date manifested itself in the form
of higher paid losses, which jumped from 49% in 2007 to 60% in 2010. The deterioration
has not been nearly as visible in reported results. In that same period, operating earnings
have only decreased by 22% and the calendar-year loss ratio is flat at 59%.

Figure 39
HCC Insurance Holdings, Inc.
Historical Paid and Incurred Loss Ratios
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The key is that we expect the calendar-year loss ratio to increase from 59% to 61%, which
is supported by the already big jump in the paid loss ratio (i.e., the trend in paid losses tends
to lead the trend in incurred). One factor is that accident-year loss ratios should continue to
rise. The higher accident-year loss ratio is a function of continued price declines—down 5%
in 2010 and expected to be down 2% to 4% in 2011 and 2012. In addition, claim activity is
picking up after a benign period during the recession. The exception is professional liability
claim activity, which was high during 2007 to 2009 due to the financial crisis. As discussed
above, this area has the potential to remain active. If claims activity gains momentum across
sectors, our accident-year estimates are likely conservative.

The other issue is that favorable reserve development, which has averaged 2.5 points of
earned premium for the last three years, is beginning to recede. Development in prior years
has been supported by redundancies from the last hard market. For example, the other li-
ability: claims made line has averaged 23 points of redundancies (as a percentage of initial
incurred) for the 2004 to 2006 accident years. In contrast, 2007 to 2009 accident years for
the same line have averaged deficiencies (as a percentage of initial incurred) of 14 points
so far. Ultimately, as development recedes and accident-year losses increase, investors
should see that core earnings power is materially less than in recent years.
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Table 30
HCC Insurance Holdings, Inc.
Other Liability: Claims Made Paid Loss Ratio Development

2006 0.8% 7.3% 16.3% 23.9% 27.7%
2007 1.2% 8.1% 19.7% 28.6%
2008 1.4% 10.9% 25.8% I
2009 3.4% 16.6%
2010 2.3%
Source: SNL
Table 31

Insurance Industry
Other Liability: Claims Made Paid Loss Development

2006 3.4% 11.7% 23.2% 30.8% 36.5%

2007 3.6% 14.0% 24.8% 34.5%

2008 5.2% 18.1% 31.2% I

2009 4.4% 17.1%

2010 4.2%

Source: SNL
Table 32
HCC Insurance Holdings, Inc.
Cash Flow Summary

(dollars in thousands, except per share data)
Line Item 2007 2008 2009 2010 2011E 2012E
Net Written Premiums 1,985,609 2,060,618 2,046,289 2,026,197 2,106,850 2,205,352
Paid Loss 978,154 1,084,778 1,137,779 1,218,080 1,281,367 1,353,668

Paid Losses as % of Earned Premium  49.3% 58.1% 55.8% 59.7% 61.6% 62.3%

Underwriting & Other Expense 531,504 542,096 568,042 578,050 588,698 614,625
Interest Expense 16,270 20,362 16,164 21,348 21,511 21,511
Net Investment Income 210,069 144,284 192,523 203,711 209,902 220,020
Depreciation and Amortization 15,982 14,308 16,221 17,380 17,380 17,380
Taxes 188,351 130,118 164,683 144,731 134,120 145,899
Core Operating Cash Flow 600,389 515,539 451,034 329,911 342,815 341,429
Core Operating Cash Flow Per Share $5.13 $4.46 $3.99 $2.89 $3.00 $2.99
Total Cash Flow Adjustments 126,047 -9,571 131,763 85,289 27,603 27,603
Total Operating Cash Flow 726,436 505,968 582,797 415,200 370,419 369,032
Total Operating Cash Flow Per Share $6.21 $4.38 $5.15 $3.64 $3.25 $3.23
Average Shares Outstanding (thousands) 116,997 115,474 113,100 114,100 114,100 114,100
Operating ROE 17.2% 12.7% 12.3% 10.6% 9.0% 8.7%
Sources: SNL, company reports, and William Blair & Company, L.L.C.
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Valuation Framework

Overall Cash Flow Theory

Cash flow has proven to be a good indicator and is highly correlated to future stock move-
ments. We use price-to-cash-flow (P/CF) as the measure to predict stocks; our historical
analysis shows that this measure clearly indicates when to buy or sell insurance stocks.
Our methodology is based on back-testing P/CF ratios for 15 years using 10 midsize to
large commercial insurers. The ratio we are focused on is based on average cash flow over
a four-year period, including the previous year, current year, and the two years following.

The results show that when the P/CF ratio is greater than one standard deviation below
the median P/CF ratio, the average return for the next year is 25%. When it is more than
one standard deviation above the median P/CF ratio, returns have averaged -5% for the
following year. The number of standard deviations above or below the median is inversely
correlated with the performance of the stock, thus the correlation is negative. For example,
based on our data set, if a stock was trading at a P/CF valuation lower than the median
value, one would expect the performance level for that stock to be positive. The overall cor-
relation for the index is -0.49, which indicates a fairly strong negative relationship between
the two variables we are examining.

Figure 40
10 Commercial Property and Casualty Insurers
Dispersion in Price-to-Cash-Flow Versus One-Year Performance
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Source: William Blair & Company, L.L.C. estimates

Cash flow valuations have proved particularly useful in cycle turns. In contrast, earnings
and ROE measures tend to be lagging indicators of performance. Figure 41, on the follow-
ing page, shows that P/CF valuation signaled a strong buying opportunity going into 2003
and that investors should sell in 2006. In contrast, price-to-book timing was too early on
both entry and exit points. Returns using P/CF entry and exit points were almost double
those of price-to-book entry and exit points.
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Figure 41
10 Commercial Property and Casualty Insurers
Cumulative Stock Performance During Previous Cycle Turn (2000-2009)
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Source: William Blair & Company, L.L.C. estimates

Figure 42
10 Commercial Property and Casualty Insurers

Cumulative Performance During Last Market Cycle by Trading Strategy
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Comparison Universe

HCC, on a P/CF basis, is overvalued compared with peers on a historical basis. The stock is
trading at 9.2 times cash flow, which is a sizable 60% premium to its five-year average cash
flow multiple. The premium to recent history is well above the level of the other commercial
insurers in this report as well as the other commercial competitors. On average, the other
three are trading at only a 10% premium. On a historical basis, the analysis also suggests
the company is fully valued. HCC's current P/CF multiple is 2.6 standard deviations above
its long term median. Based on historical trends, this signifies that performance will likely
be flat at best.
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Table 33
HCC Insurance Holdings, Inc.
Cash Flow Valuation Comparison

Cash Flow Valuation Earnings Valuation Book Valuation
Number of Std. Current
Current  Cash Flow Per Cash Flow Per Price to Cash 2006-2010  Current Valuation Deviations from 10 Year Current Price To
Company Ticker Rating  Price Share 2011 Share 2012 Flow" Median vs. 5 Year Median Median EPS 2011E EPS 2012E  PE 2011 PE 2012 Book Value Book 2012 ROE
The Chubb Corporation CB U . $5.30

HCC Insurance HCC U $31.50 $3.25 $3.23 9.2x 5.7x 60% 2.6 $2.66 $2.78 11.8x 11.3x $28.99 1.1x 9%
RLI Corp. RLI M $61.92 $6.64 $5.70 10.6x 9.1x 16% 15 $4.19 $4.40 14.8x 14.1x $38.52 1.6x 11%
The Travelers Companiesz TRV M $58.38 $5.79 $7.47 8.6x 7.8x 10% 0.5 $4.25 $6.10 13.7x 9.6x $59.91 1.0x 10%
Average 9.4x 7.5x 29% 1.5 13.0x 11.7x 1.2x 10%
Median 9.3x 7.5x 23% 1.5 12.8x 11.6x 1.1x 10%

Note™: Price to Cash Flow Based off Current Price Divided by 4 year cash flow: t= -1,0,1,2
Note?: Travelers data only goes back through 2002
Source: William Blair & L.L.C. estimates.
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Figure 43
HCC Insurance Holdings, Inc.
Price-to-Cash-Flow Historical Valuation Levels
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In the last 15 years, HCC's price to cash flow multiple has ranged from 18 to 4 times, with a
median of 7 times. Excluding several peak years, the range has actually been closer to 10 to
4 times. As we would expect, the ratio was relatively high at the bottom of the last cycle and
declined to favorable levels in 2003 to 2004 when cash flow was very high. The price-to-cash-
flow ratio increased in recent years as the stock bounced back from the 2007 to 2009 market
fallout and as cash flow has been declining to reflect more challenging underwriting conditions.

Price to Book

HCC appears adequately valued on a price-to-book basis at a multiple of 1.1 times. This
compares with a current peer average of 1.2 times. On the surface, this valuation seems ap-
propriate given that ROEs have averaged 11% in the last two years. However, since ROEs are
forecast to decline to 8% by 2013, we believe the price-to-book ratio could slide even further.

Figure 44
HCC Insurance Holdings, Inc.
Historical Price-to-Book Valuation Levels Versus Peers
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Stock Performance

HCC has underperformed by 2% in the last 12 months. We expect the stock to underperform
on a relative basis going forward as we believe there is potential for cash flow to decline
further over the next several years.
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Figure 45
HCC Insurance Holdings, Inc.
Historical Stock Price
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Key Factors to Watch

International Market Becoming Larger Part of Mix

The international segment’s net written premiums increased from $275 million in 2008
to $324 million in 2010, and grew by 15% in the first quarter of 2011. Property treaty has
experienced major growth, with net written premiums of $59.9 million in 2010, compared
with $284,000 in 2009. Property treaty mainly comprises a diverse set of non-peak zone
international treaty reinsurance arrangements. The shift toward the international market has
positive and negative implications. The business by nature diversifies away from the core
U.S. commercial cycle. In addition, with a property orientation the segment has a shorter
tail, which means that future profits should be more visible. Recent worldwide catastrophic
activity has created the potential for higher insurance rates and higher returns. However,
the downside is that it has the potential to add earnings volatility. The last few quarters have
been affected by catastrophe losses.

Figure 46
HCC Insurance Holdings, Inc.
International Segment Net Written Premiums
(dollars in thousands)
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Medical Stop Loss Market

The medical stop loss market is a relatively concentrated niche market. HCC is one of the
three largest companies in the space. The product provides coverage against catastrophic
or larger losses for self-insured medical plans. This is in contrast to insured or indemnity
plans, where health insurers (e.g., UnitedHealth Group or Blue Cross Blue Shield) incur
the underwriting risk. The business has a relatively short tail, as most medical claims are
paid in a 12- to 15-month window and are actuarial oriented, as there are large data sets.
Medical stop loss insurance is provided on an individual risk or aggregate basis, although
the individual business makes up the majority of the market.

Medical stop loss has several distinct advantages, but also significant risks. The sector has
less competition than the typical insurance line and is highly specialized. In addition, the
ability to have an extensive database and strong ties to the distribution translate into barriers
to entry and ultimately into competitive advantages. One significant negative is exposure
to rising healthcare costs. Insurers have the ability to price and underwrite, as the line is
relatively short tailed, but spikes in healthcare costs can affect short-term profitability.

The new healthcare legislation may be a double-edged sword for the sector. The combination
of minimum loss ratio targets combined with greater benefit costs has the potential to make
traditional indemnity plans less feasible, as their margins are being effectively squeezed.
This may push additional plans to self-insure and thus increase the overall market. There are
early indications that this trend is occurring, HCC reported an 8.2% increase in premiums
in the first quarter of 2011 compared with first quarter 2010. The downside is that a push
toward self-insurance may spur health insurers to move into the medical stop loss market.

HCC, with over $700 million in annual premiums, is one of the top two players in the market.
The company focuses on the middle-market, self-insured plans, with an average of 400 lives,
and tends to avoid the larger market. The majority of the business is in the individual mar-
ket, with typical limits well below the $100,000 level. In the last 10 years, HCC's profitability
has followed the sector’s typical cycle. Loss ratios declined to the very profitable average
of 61.9% in 2002-2003, but then began to rise in 2004 as the market became competitive
and medical costs continued to increase.

Table 34
HCC Insurance Holdings, Inc.
Accident and Health Segment Earned Premiums and Loss Ratio
(dollars in thousands)

Reporting Segment
Accident & Health Group Life Accident & Health

2010 2009 2008 2007 2006 2005 2004 2003 2002
Net Earned Premiums | 760,034 741,539 711,297| 758,516 591,070 504,382 343,913 290,009 240,070
Net Loss Ratio 73.3% 729% 72.4% | 76.4% 73.1% 71.6% 66.7% 61.6% 62.2%

Source: Company reports

The line went from having moderately favorable development in 2008 ($12 million) to ad-
verse results in 2010 ($10 million). The 2010 adverse development was primarily from the
last several underwriting years. The higher segment loss ratio in 2010 compared with 2009
reflected increased losses in the medical stop loss product.

The segment is HCC's largest and results are quickly visible. A change in the market can
have a near-term effect on earnings. The company is attempting to get rates several points
ahead of trend, but it is unclear if this will be sufficient. Our bull case shows premiums up
by 15% and losses down by 500 basis points; this would add $0.26 to 2012 earnings. The
bear case shows premiums growing by 7%, but losses increasing by 300 basis points; this
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would reduce earnings per share by $0.16. In our current model, we assume accident and
health loss ratios will be stable at 73% for 2011, 72.7% for 2012, and decline to 72.2% by
2013, which could be optimistic.

Table 35
HCC Insurance Holdings, Inc.
Accident and Health Scenario Analysis
(dollars in thousands, except per share data)

2012E

Accident & Health Current Bull Bear
Gross Written Premiums 863,543| 978,675 863,543

% change 7.2% 15.0% 7.2%
Net Written Premiums 863,038| 978,111| 863,038
Net Earned Premiums 835,531 912,524 835,531

% change 5.5% 13.4% 5.5%
Net Loss Ratio 72.7% 68.0% 76.0%
Earnings Per Share $2.78 $3.04 $2.62
Scenario Impact NA $0.26 ($0.16)

Source: William Blair & Company, L.L.C. estimates

Deteriorating Accident-Year Loss Ratios

Across the industry, commercial line accident-year loss ratios have exhibited material dete-
rioration. This mainly reflects the six-year drop in pricing that has averaged between 30%
and 50% in most property-and-casualty lines.

Figure 47
HCC Insurance Holdings, Inc.
CIAB Pricing Survey Versus Accident-Year Loss Ratio (latest report date)
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We expect loss ratio deterioration to continue. Pricing is more stable in 2011, compared
with 2010, but is still negative in most lines. The international segment possibly will be the
exception; these lines constitute 16% of HCC’s premiums. Claim activity, which was benign
with the recession, appears to be picking up. This means that the 2009 and 2010 accident
loss ratio years could be understated on an industrywide basis.
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Table 36
HCC Insurance Holdings, Inc.
Statutory Incremental Paid Loss Ratio Projections

Accident 12 24 36 48 60 72 84 96 108 120

Year Months Months Months Months Months Months Months Months Months Months
2001 27.6% 19.1% 7.6% 25% -28.7% -26.2% 2.3% 2.4% 0.3% 0.7%

2002 19.4%  17.4% 2.4% 2.6% 1.4% 1.2% 2.6% 0.4%
2003 11.9% 8.4% 4.7% 2.7% 2.4% 1.8% 0.4%
2004 12.2% 8.2% 4.1% 5.6% 2.3% 1.0% 2.3%
2005 9.0% 9.0% 7.0% 7.2% 4.0% 3.0%
2006 7.8% 9.2% 8.8% 2.9%
2007 7.1% 9.1% 8.4%
2008 9.3% 12.1%  10.4%
2009 9.7% 13.3%
2010 8.6% 11.1%
2011E 9.0% 11.6%
2012E 9.2% 11.9%
2013E 9.3%

1.0%
1.1%
1.3% 2.1%
1.7%

Sources: SNL, William Blair & Company, L.L.C. estimates

Catastrophe Exposure

HCC is not a property-catastrophe-oriented company, but its business mix does have expo-
sure to catastrophic events. A growing international segment in energy, marine, and property
brings increased exposure to weather events. The company expanded into the property
treaty book in late 2009. The business focuses on property catastrophe treaty, property risk
and engineering treaty, and property terrorism treaty, with 40% in North America and 60%
international. The main business is higher layer property catastrophe protection. Property
treaty and energy premiums should equal 5% to 7% of premiums in 2011.

Catastrophes are not viewed as a material capital risk for the company, but they have the
potential to add moderate quarterly earnings volatility. HCC had $22.5 million of catastrophe
losses in 2010 and had $51.5 million in the first quarter of 2011. Considering that these have
been relatively active years, our forecast includes 10 points of catastrophe losses in the
international segment for 2012 and 2013. But again, this could vary materially, depending
on specific events and the degree to which HCC continues to increase its exposure.

Major Risks

Short-Term Move on Potential Cycle Turn

HCC's stock could increase m on prospects of a turn in the commercial line pricing cycle. The
market typically has “head fakes” or false cycle turns—and we may even be experiencing
one now. Some market proponents believe that the high level of recent catastrophe losses
could provide momentum for an overall turn in the commercial pricing cycle. We see this as
highly unlikely—the commercial market is mainly liability-oriented and the reinsurers have
much less influence on core commercial lines than several decades ago. Even when the
cycle turns, which we believe could happen in 2013 or 2014, most of the stock returns for
underwriters occur three to four years later, as ROEs lag the cycle upturn. The majority of
the stock appreciation related to the last favorable underwriting cycle occurred in 2002 to
2005. This was effectively 3 years after the hard market had begun. The stock would likely
move in late 2012 or early 2013 if there was an actual turn, but then would be flat for several
years until the higher prices actually began to translate into higher return on equity. Our
view is there is no need to take the risk on the early side, since investors will have plenty
of time to take advantage of upside.
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Favorable Rebound in Medical Stop Loss Business

The medical stop loss business has been soft over the last several years. In better times, this
business can produce a loss ratio in the low-60% range, or 10 points better than the current
average. We forecast that the loss ratio will stay at 70% to 73% for the next several years.
However, if the company can increase pricing or the medical trends improve, our estimate
could prove conservative. Given the size of the book, with $654 million in 2010 premiums, a
material shift could result in upside to our cash flow projections and our earnings estimate.

Expansion of the Property Treaty

The property treaty segment, at 3% of net written premiums, is a relatively small part of the
overall mix; however, given weather volatility, HCC may have the potential to materially grow
this book of business in the next 12 to 18 months. If the company increases the book by over
100% and the weather/catastrophic losses improve from the challenging 2010/2011 experi-
ence, this line could materially improve cash flow and generate earnings above our estimates.

Financial Projections

Table 37
HCC Insurance Holdings, Inc.
Premium Flows and Key Ratios
(dollars in thousands)

2008 2009 2010 2011E 2012E
Net Premiums Earned $2,007,774 $2,037,235 $2,041,924 $2,079,538 $2,171,125
% growth 1.1% 1.5% 0.2% 1.8% 4.4%
Loss Ratio 60.4% 59.7% 59.4% 61.3% 60.2%
Expense Ratio 25.0% 24.3% 25.2% 25.2% 25.2%
Combined Ratio 85.4% 84.0% 84.6% 86.5% 85.4%
Paid Loss Ratio 58.1% 55.8% 59.7% 61.6% 62.3%
Operating EPS $2.80 $3.09 $2.96 $2.66 $2.78
EPS Growth -15.4% 10.5% -4.3% -10.0% 4.5%
Cash Flow Per Share $4.38 $5.15 $3.64 $3.25 $3.23
Operating ROAE 12.7% 12.3% 10.6% 9.0% 8.7%
Book Value Per Share $22.86 $26.80 $28.89 $30.84 $33.09
Sources: Company reports and William Blair & Company, L.L.C.

Summary

We forecast earnings per share to decline from $2.96 in 2010 to $2.78 in 2012. We estimate
that the ROE declines from 11% in 2010 to 9% in 2012 and 8% in 2013. While premium
growth should begin to pick up after several soft years, similar to the rest of the industry, we
expect profitability from recent underwriting lines to deteriorate. This should be particularly
pronounced in long-tailed casualty lines, including professional liability.

Upside/Downside Potential

Our estimates are already below consensus, but material downside is still possible. Our
forecast assumes that the professional liability calendar loss ratio will increase from 62%
in 2010 to 70% in 2012. During the trough of the last cycle, professional liability loss ratios
reached 90%-plus. The product has changed and courts have made large jury awards
tougher; however, there are different issues arising (significant merger-and-acquisition activ-
ity and an uptick in EPLI suits). An additional 10 points on the professional lines loss ratio
would reduce earnings per share by roughly $0.35. Another factor is the growing property
treaty segment. Our 2011 estimates assume 20 points of catastrophe losses in the interna-
tional segment, due to the Japan earthquake and other weather-related activity. Our model
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assumes only 10 points of catastrophe activity in 2012. A loss year similar to 2011 would
reduce our EPS estimate by roughly $0.25. A potential upside factor would be a favorable
rebound in the medical stop loss business.

Key Earnings Factors

Premiums growth. We expect gross premiums written to show a moderate rebound of
3% to 5% in 2011 and 2012, compared with flat 2009 and 2010 levels. Several segments
should experience better growth levels. Our forecast assumes the international segment
will increase by 15% for the next two years, as the company takes advantage of the op-
portunity in the property treaty area. Another area of potential growth will be medical stop
loss; pressure from federal healthcare legislation may increase the market for self-insured
plans. We model medical stop loss gross premiums to increase 6% to 8% for the next two
years. However, slow to negative growth in U.S. property-and-casualty and professional
liability should hold down overall growth, as these markets remain competitive.

Investment income. Our forecast assumes that investment income will grow slowly through
2012, as continued pressure on yields and a slow-to-recover economy continue to hurt growth
in the portfolio. If interest rates begin to increase in 2012, there could be additional upside in
investment income. We expect investment income to grow by 3% in 2011 and 6% in 2012.

Loss ratio. We forecast that the loss ratios will continue to increase, as catastrophe losses
and the soft market put further pressure on underwriting margins. Our forecast has the
loss ratio gradually increasing from 58% (excluding catastrophe) in 2010 to 61.5% in 2012.
The majority of the increase is expected to come from the professional liability and to a
lesser extent the U.S. property-and-casualty segments. Our forecast calls for professional
liability to move from 62% in 2010 to 70% in 2012, due to material price declines and the
potential for rising claim activity from a number of pockets. We also expect U.S. property-
and-casualty loss ratio to increase from 56% to 62%, due to the lagged impact of the soft
pricing environment.

Expense ratio. We expect the expense ratio to remain relatively flat in the 29% to 30%
range over the next two years. There has been some pressure on commission rates in 2009
and 2010, but we expect this to ebb as the market stabilizes in the next two years. HCC is
disciplined from an expense management standpoint; thus, we expect overhead expenses
to remain relatively constant at 12% to 13% of premiums.

Balance Sheet

We expect HCC to continue to underwrite on a well-capitalized basis. Net premiums written
to GAAP equity should stay in the 0.55- to 0.65-times range over the next two years, which
is conservative but admirable in the current market environment. The company is slightly
more leveraged on a gross basis, with an expected gross premium to GAAP equity at 0.6-
0.8 times. We believe these are acceptable ranges given the current market environment,
but expect them to pick up as the cycle begins to turn over the next few years.

Adam Klauber 312.364.8232 - 68 -



WiLLIAM BLAIR & COMPANY, L.L.C.

Figure 48
HCC Insurance Holdings, Inc.
Net Written Premium to Shareholders' Equity
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HCC'’s investment portfolio contains high-quality fixed-income securities, equity invest-
ments, and short-term investments. The fixed income portfolio, which constitutes 95% of
investments, has an average rating of AA+ and average duration of 5.4 years; the portfolio
carries an average yield of 4%. Notable concentrations include municipal bond at 47% and
the next highest is residential MBS at 20%.

Figure 49
HCC Insurance Holdings, Inc.
Investment Portfolio
Foreign
government

securities
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Asset-backed
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Source: Company reports

Adam Klauber 312.364.8232 -69 -



WILLIAM BLAIR & COMPANY, L.L.C.

Corporate Profile

Founded in 1974, HCC Insurance Holdings, Inc. is an international specialty property-and-
casualty insurance holding company that underwrites and sells niche insurance products
through a group of major subsidiaries known as HCC Insurance Group. HCC has offices in
the United States, the United Kingdom, Spain, and Ireland. The company, with 2010 writ-
ten premiums of $2.6 billion and net income of $345 million, displays results across five
underwriting business segments including U.S. property and casualty, professional liability,
accident and health, U.S. surety and credit, and international. HCC is one of the highest-
rated property-and-casualty firms in the United States, with an AA rating from S&P and an
A+ rating from A.M. Best. The company has also grown substantially through acquisitions,
completing more than 40 transactions since its founding.

HCC offers more than 100 product lines in the specialty commercial market. The diversity
across major product lines has helped mitigate tough overall market conditions; several of
the product lines, including energy, property treaty, and medical stop loss, have seen positive
developments for both demand and pricing over the last several years, despite the current
soft market conditions. This diversity gives the company operational flexibility to shift the
underwriting focus to more-profitable areas during tough market conditions by altering the
amount of gross premiums written or the amount of reinsurance secured for each product line.

The company also benefits from an excellent risk selection process, which helps it maintain
superior loss ratio performance, despite the soft pricing market. These strategies underpin
the corporate focus on growing net earnings and book value as opposed to stealing market
share or writing more premiums.

HCC serves these markets through a product management organization that the company
groups into five components in its reports. The major underwriting groups include U.S.
property and casualty, professional liability, accident and health, U.S. surety and credit, and
international. Each underwriting segment within the organization is headed by a manager,
who has the sole responsibility of achieving that product line’s planned results; this enables
the customization of insurance products to meet the needs of its clients. The accident and
health segment is the largest, constituting 30% of gross premiums written in 2010. Profes-
sional liability is the next-largest segment, at 23% of written premiums, followed by U.S.
property and casualty (21% of written premiums), international (18% of written premiums),
and U.S. surety and credit (8% of written premiums).

Table 38
HCC Insurance Holdings, Inc.
Gross Written Premiums by Segment

2009 2010 YoY Growth
U.S. Property and Casualty 603,408 538,475 -10.8%
Professional Liability 639,469 596,291 -6.8%
Accident and Health 745,035 761,729 2.2%
U.S. Surety and Credit 203,522 226,866 11.5%
International 337,562 453,478 34.3%
Total 2,559,791| 2,578,908 0.7%

Source: Company reports

Structurally, HCC writes insurance policies on a direct basis through 11 separate insurance
companies and 10 underwriting agencies. HCC companies write multiple lines of insurance
in all 50 states and for 180 counties globally.

HCC also ceded roughly 20% of its business in 2010 to reinsurers to diversify risk and limit
maximum loss from catastrophic events. The company is subject to some credit risk from
its reinsurers and it tries to only use reinsurers with an A.M. Best rating of A- or better. HCC
also assumed about $310 million of reinsurance coverage during 2010.
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Business Mix

Table 39
HCC Insurance Holdings, Inc.
Business Mix
2009 2010
U.S. Property and Casualty Net Earned Eremlums 379,439 339,513
Net Loss Ratio 53.1% 56.3%
. N Net Earned Premiums 444,534 425,226
Professional Liability )
Net Loss Ratio 62.2% 62.4%
Accident & Health Net Earned Erem|ums 741,539 760,034
Net Loss Ratio 72.9% 73.2%
U.S. Surety & Credit Net Earned Eremlums 182,627 199,908
Net Loss Ratio 29.9% 26.5%
. Net Earned Premiums 256,122 316,186
International )
Net Loss Ratio 36.9% 45.4%
. . Net Earned Premiums 32,974 1,057
Exited Lines .
Net Loss Ratio NM NM
Net Earned Premiums 2,037,235 2,041,924
Total Net Loss Ratio 59.7% 59.4%
Net Expense Ratio 24.3% 25.2%
Source: Company reports
Table 40
HCC Insurance Holdings, Inc.
Business Mix Summary
SIPEE ] Reserve
Line of Business Products Underwriting Duration Claim -
. Volatility
Reporting
Aviation Direct and subscription Medium Fast Medium
U.S. Property & Casualty E&O |IE‘ibI|-It‘y D!rect Med!um Moderate Med!um
Other liability Direct and assumed Medium Moderate Medium
Property Direct and assumed Short Fast Low
. I D&O liability Direct and subscription Medium to long  Moderate Medium to high
Professional Liability - . . .
E&O liability Direct Medium Moderate Medium
Accident & Health Medical stqp loss D!rect Short Fast Low .
Other medical Direct and assumed Short Fast Low to medium
U.S. Surety & Credit Suret'y D?rect Med.lum Fast Low
Credit Direct Medium Fast Low
Energy Subscription Medium Moderate Medium
Property Subscription Short Fast Low
Property treaty Assumed Short Fast Low
. Surety & credit Direct Medium Fast Low
International . e . :
Marine Subscription Medium Moderate Medium
Accident & health  Direct and assumed Mediumto long  Moderate Medium to high
E&O liability Direct Medium Moderate Medium
Other liability Direct and assumed Medium Moderate Medium
. . Accident & health ~ Assumed Long Slow High
Exited Lines . ) . . . .
Medical malpractice Direct Medium to long  Moderate Medium to high
Source: Company reports
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U.S. Property and Casualty

Figure 50
HCC Insurance Holdings, Inc.
U.S. Property & Casualty Segment Premium Mix
(dollars in thousands)

Aviation,
$115,952

Public Risk,
$46,409

Source: Company reports

The U.S. property and casualty segment includes specialty lines of insurance for aviation, E&O
liability, public risk, employment practices liability, disability, and many other specialty lines. The
majority of the business is primary coverage, and the claims tend to be short- to medium-tail
in duration. The business is sold primarily through wholesale and specialty retail brokerage.

The company has several specialties within this segment. Aviation has been a historically
successful product line for HCC, going back to the company’s founding in 1974. It provides
customized coverage for both the private and commercial marketplace, within the United States
as well as in nearly 60 countries worldwide for accounts like national armed forces, law enforce-
ment agencies, and regional airlines. The E&O business writes coverage for more than 100
different types of professional service providers, with the largest concentration in architects,
engineers, and construction practices. The E&O business is produced through both wholesale
and specialty retail brokers and is underwritten on both an admitted and surplus lines basis.
The public risk business provides risk management and insurance services to municipalities
and regional authorities with populations of less than 50,000 people in the United States.

Table 41
HCC Insurance Holdings, Inc.
U.S. Property & Casualty Business Summary
(dollars in thousands)
009 010
Net Written Premiums 124,336 110,539
Aviation Net Earned Premiums 129,626 115,952
Net Loss Ratio 56.6% 55.0%
Net Written Premiums 109,026 81,443
E&O Net Earned Premiums 118,834 95,275
Net Loss Ratio 61.50% 79.20%
Net Written Premiums 48,524 46,844
Public Risk  |Net Earned Premiums 39,986 46,409
Net Loss Ratio 66.30% 61.80%
Net Written Premiums 100,921 89,995
Other Net Earned Premiums 90,993 81,877
Net Loss Ratio 31.20% 28.40%
Net Written Premiums 382,807 328,821
Total Net Earned Premiums 379,439 339,513
Net Loss Ratio 53.1% 56.3%
Source: Company reports
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The U.S. property-and-casualty segment had a net loss ratio of 56.3% in 2010 compared with
53.1% in 2009. This was entirely driven by the E&O segment, which saw an increase in net
loss ratio from 61.5% to 79.2%. Aviation, public risk, and other had modest declines in their
netloss ratio. Net written premiums in the U.S. property-and-casualty segment declined 14.1%
from 2009 to 2010, with broad declines across all segments with the exception of public risk,
which had a decline of 3%. E&O net written premiums dropped 25% compared with 2009.

Professional Liability

Figure 51
HCC Insurance Holdings, Inc.
Professional Liability Segment Premium Mix
(dollars in thousands)

Other, $74,840

Source: Company reports

The professional liability segment consists almost exclusively of the D&O insurance line.
Business is written for both public and private companies that span many different indus-
tries, with a particular concentration in financial institutions such as investment banks and
investment advisors. The majority of the business is sourced from major brokers and tends
to be large-limit in nature (greater than $10 million), while claims tend to be high-severity and
long-tailed in nature. Most of the operations in this segment were started in 2002 through
the acquisition of MAG Global Financial Products, which is now known as HCC Global.

Table 42
HCC Insurance Holdings, Inc.
Professional Liability Business Summary
(dollars in thousands)

Net Written Premiums 316,468 288,306
U.S. D&O Net Earned Premiums 306,621 303,028
Net Loss Ratio 62.2% 60.8%
Net Written Premiums 53,952 39,307
International D&O Net Earned Premiums 59,082 47,358
Net Loss Ratio 53.3% 60.8%
Net Written Premiums 76,660 73,949
Other Net Earned Premiums 78,831 74,840
Net Loss Ratio 68.9% 70.0%
Net Written Premiums 447,080 401,562
Total Net Earned Premiums 444,534 425,226
Net Loss Ratio 62.2% 62.4%

Source: Company reports

Adam Klauber 312.364.8232 -73-



WILLIAM BLAIR & COMPANY, L.L.C.

The professional liability segment saw net written premiums decline 10.2% over the past
year. The net loss ratio held steady at 62.4% compared with 62.2%. U.S. D&O represents
72% of the net written premiums in HCC'’s professional liability segment. International D&O
is 10% of professional liability and had a decline in net written premiums in the past year
of 27.1%. The net loss ratio for international increased from 53.3% to 60.8%; however, that
is in line with U.S. D&O. The movement of the net loss ratio for professional liability has a
significant impact on HCC's bottom-line earnings, so it is a key segment to watch.

Accident and Health

HCC specializes in writing medical stop loss, shorter-term domestic and international medi-
cal, HMO reinsurance, and medical excess coverage. Claims for this segment tend to be
reported and settled quickly. The segment has grown both organically, driven by innovative
new product offerings, and via numerous acquisitions.

Medical stop loss (MSL), which provides protection for catastrophic losses to employers that
self-fund their employee benefit plans, is the largest line in the segment. The MSL unit works
exclusively on catastrophic health claims and works directly with the plan employers and
plan administrators on the claims and the programs. The other large lines in this segment
are HMO reinsurance, which is coverage for high-severity claims incurred by HMOs, and
international travel accident coverage, which provides health insurance to travelers when
they are in countries not covered by their main health insurance policies.

Table 43
HCC Insurance Holdings, Inc.
Accident & Health Segment Business Summary
(dollars in thousands)

Net Written Premiums 633,571 654,335
Medical Stop Loss Net Earned Premiums 633,572 654,335
Net Loss Ratio 71.6% 73.6%
Net Written Premiums 110,983 107,038
Other Net Earned Premiums 107,967 105,699
Net Loss Ratio 80.5% 71.0%
Net Written Premiums 744,554 761,373
Total Net Earned Premiums 741,539 760,034
Net Loss Ratio 72.9% 73.2%

Source: Company reports

The accident and health segment had a slight increase in net written premiums of 2.2% in
2010. The overall net loss ratio was steady, only increasing 0.3 points. One concern is that
the medical stop loss net loss ratio increased from 71.6% to 73.6% over the past year; if
this upward direction in loss ratio were to continue, it would have a big impact on earnings,
as the segment is the biggest block of premiums for HCC. The overall accident and health
loss ratio year-over-year comparison was helped by a decline in the other segment, which
had its loss ratio decline from 80.5% to 71.0%.

U.S. Surety and Credit

HCC's surety business focuses on contract and commercial surety bonds and bail bonds. The
business tends to be characterized by small limits and small premiums and overall generally
has lower loss ratios, because the product is a bond that pays out to a third party rather than an
insurance policy that pays out to the policyholder. However, these lower loss ratios are offset by
higher expense ratios, due to higher acquisition costs, and a complex, lengthy claims process.

The credit insurance business deals primarily with export trade transactions, as well as
structured trade transactions. The business tends to be large-limit and large-premium in
nature, and both businesses are medium-tailed for claims settlement.
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Table 44
HCC Insurance Holdings, Inc.
U.S. Surety & Credit Segment Business Summary
(dollars in thousands)

Net Written Premiums 153,479 167,764
Surety Net Earned Premiums 147,803 160,373
Net Loss Ratio 22.8% 22.8%
Net Written Premiums 35,729 44,609
Credit Net Earned Premiums 34,824 39,535
Net Loss Ratio 59.9% 51.5%
Net Written Premiums 189,208 209,373
Total Net Earned Premiums 182,627 199,908
Net Loss Ratio 29.9% 26.5%

Source: Company reports

International

Figure 52
HCC Insurance Holdings, Inc.
International Segment Earned Premium Mix
(dollars in thousands)

Energy,
$52,671

Other, $64,770

Liability,
$81,887

Source: Company reports

HCC's international business is composed of four major lines of business, including energy,
property treaty, liability, and surety and credit, along with several other smaller lines. The
energy business focuses on all facets of the energy business from exploration to refining,
including offshore risks. Coverage includes physical damage, liability, business interruption,
and other ancillary coverage. The energy business is medium-tailed in nature, and policies
tend to be large-limit and large-premium-oriented. The property treaty business was acquired
in 2009, and provides reinsurance for mainly property-and-catastrophe-related risk. Roughly
40% of the portfolio is from North America, with the balance spread internationally. Claims
tend to be short-tailed, and the business is characterized by large limits and large premiums.

The liability business is centered in the United Kingdom, and includes professional indemnity,
employers’ liability, and public liability. The coverage tends to focus on small and midsize
businesses, premiums are small, and claims tend to be long-tailed in nature. The surety
and credit segment focuses on performance bonds, customs bonds, pension bonds, and
environment bonds mainly in the United Kingdom and Ireland. The business tends to be
midsize limits and premiums, with a short-tailed claims cycle.
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Table 45
HCC Insurance Holdings, Inc.
International Segment Business Summary
(dollars in thousands)
009 010
Net Written Premiums 49,435 53,063

Energy Net Earned Premiums 49,099 52,671
Net Loss Ratio 25.7% 22.2%
Net Written Premiums 284 59,878
Property Treaty |Net Earned Premiums 51 47,594
Net Loss Ratio 0.0% 58.2%
Net Written Premiums 78,472 79,959
Liability Net Earned Premiums 82,137 81,887
Net Loss Ratio 25.7% 43.3%

Net Written Premiums 68,887 64,847
Surety & Credit [Net Earned Premiums 68,162 69,264

Net Loss Ratio 50.9% 41.7%
Net Written Premiums 55,982 66,597
Other Net Earned Premiums 56,673 64,770
Net Loss Ratio 46.1% 61.3%
Net Written Premiums 253,060 324,344
Total Net Earned Premiums 256,122 316,186
Net Loss Ratio 36.9% 45.4%

Source: Company reports

The international segment saw net written premiums increase 28% year-over-year in 2010.
The net loss ratio increased from 36.9% to 45.4%. Property treaty is a new business segment
that only had $284,000 in premiums in 2009 compared with $60 million for 2010. Property
treaty had a loss ratio of 58.2% for 2010 and 126.7% for the first quarter of 2011 ($16 million
earned premium). The first quarter of 2010 also was difficult for property treaty, as it had a
loss ratio of 177.0% (on $6.8 million of earned premium). The first quarter 2011 property
treaty net written premiums were $61 million, larger than the entire 2010 year; for quarter-
over-quarter comparisons, the first quarter of 2010 had $35 million in net written premiums.

Marketing and Distribution

The company offers its products through independent agents and brokers, managing general
agents (MGAs), and directly to consumers. HCC insurance subsidiaries are licensed in all 50
states, and internationally in the United Kingdom, Spain, and Ireland. The company’s largest
state of business is California, with written premiums for year-end 2010 accounting for 13.0%,
Texas at 10.7%, and 6.2% in New York. Figure 53 details the premiums written by state in 2010.

Figure 53
HCC Insurance Holdings, Inc.
U.S. Gross Written Premium Geographic Distribution

California
17%

. L Louisiana
Pennsylvania lllinois 50

3% 4%

Source: SNL
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Table 46

HCC Insurance Holdings, Inc.

Earnings Model
(dollars in thousands)

2007 2008 2009 2010 1Q'11 2Q"11E 3Q"1E 4Q"11E 2011E 2012E 2013E
Gross written premium 2,451,179| 2,498,763 2,559,791| 2,578,908 649,208 718,144 656,295 621,451| 2,645,098| 2,753,227| 2,868,563
Net written premium 1,985,609 2,060,618| 2,046,289| 2,026,197 538,884 571,138 509,591 487,238 2,106,850 2,205,352| 2,297,267
Net earned premium 1,985,086 2,007,774| 2,037,235| 2,041,924 508,480 519,722 524,696 526,639| 2,079,538| 2,171,125| 2,250,862
Net investment income 206,462 164,751 191,965 203,819 51,595 51,714 52,703 53,890 209,902 220,020 226,712
% yield 3.4% 3.6% 3.6% 3.6% 3.6% 3.6% 3.6% 3.5% 3.6% 3.6%
Other operating income 96,780 57,214 82,669 44,832 7,321 9,374 7,888 9,797 34,380 34,380 34,380
% change -40.9% 44.5% -45.8% -59.2% 0.0% 0.0% 0.0% -23.3% 0.0% 0.0%
Total revenue 2,288,328| 2,229,739 2,311,869| 2,290,575 567,396 580,810 585,287 590,326| 2,323,819| 2,425,524| 2,511,953
Loss and loss adjustment expense, net 1,183,947 1,211,873| 1,215,759 1,213,029 347,586 313,945 304,048 308,415| 1,273,994| 1,324,312| 1,405,078
% loss ratio 59.6% 60.4% 59.7% 59.4% 68.4% 60.4% 57.9% 58.6% 61.3% 61.0% 62.4%
Policy acquisition costs, net 279,753 303,816 308,554 322,046 83,378 83,954 82,082 82,612 332,026 346,653 359,396
% policy acquisition cost ratio 14.1% 15.1% 15.1% 15.8% 16.4% 16.2% 15.6% 15.7% 16.0% 16.0% 16.0%
Other operating expense 241,642 233,509 259,488 256,004 64,312 64,161 61,774 68,235 258,482 269,875 279,809
% other operating expense ratio 12.2% 11.6% 12.7% 12.5% 12.6% 12.3% 11.8% 13.0% 12.4% 12.4% 12.4%
Interest expense 10,304 16,288 16,164 21,348 5,553 5,237 5,280 5,441 21,511 21,511 21,511
Total expense 1,715,646 1,765,486| 1,799,965| 1,812,427 500,829 467,298 453,185 464,702 1,886,014 1,962,352| 2,065,795
Operating earnings before income tax expense 572,682 464,253 511,904 478,148 66,567 113,512 132,102 125,624 437,805 463,173 446,158
Income tax expense 185,825 141,323 162,357 140,643 17,180 35,756 41,612 39,572 134,120 145,899 140,540
Tax rate 32.4% 30.4% 31.7% 29.4% 25.8% 31.5% 31.5% 31.5% 30.6% 31.5% 31.5%
Operating earnings 386,857 322,930 349,547 337,505 49,387 77,756 90,490 86,052 303,685 317,273 305,618
Operating earnings per share $3.31 $2.80 $3.09 $2.96 $0.43 $0.68 $0.79 $0.75 $2.66 $2.78 $2.68
% change -15.4% 10.5% -4.3% -27.8% -4.9% -2.2% -9.1% -10.0% 4.5% -3.7%
Realized investment gains net of tax 8,572 -18,162 7,849 7,868 -363 1,950 1,950 1,950 5,487 7,800 7,800
OTT impairment credit losses net of tax -3,529 -276 -2,034 0 0 0 -2,034 0 0
Net earnings 395,429 304,768 353,868 345,096 46,990 79,706 92,440 88,002 307,138 325,073 313,418
Net earnings per share $3.38 $2.64 $3.13 $3.02 $0.41 $0.70 $0.81 $0.77 $2.69 $2.85 $2.75
Basic average shares outstanding (millions) 112.9 114.8 112.2 113.9 113.8 113.8 113.8 113.8 113.8 113.8 113.8
Diluted average shares outstanding (millions) 117.0 115.5 113.1 114.1 114.1 114.1 114.1 114.1 114.1 114.1 114.1
Cash dividends per share 0.42 0.47 0.520 0.560 0.145 0.145 0.145 0.145 0.580 0.600 0.640
Operating ROE 12.7% 12.3% 10.6% 6.0% 9.3% 10.6% 9.9% 9.0% 8.7% 7.8%
Book value per average diluted share 20.86 22.86 26.80 28.89 28.99 29.55 30.21 30.84 30.84 33.09 35.20
GAAP net loss ratio 59.6% 60.4% 59.7% 59.4% 68.4%
GAAP net expense ratio 23.8% 25.0% 24.3% 25.2% 26.3%
GAAP combined ratio 83.4% 85.4% 84.0% 84.6% 94.7%
Paid loss ratio 47.9% 58.1% 55.8% 59.7% 58.4%
Accident year loss ratio 60.9% 64.5% 62.3% 60.4% 66.6%
Accident year combined ratio 84.7% 89.5% 86.6% 85.6% 92.9%

Sources: Company reports and William Blair & Company, L.L.C. estimates
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Management

John N. Molbeck, Jr., Chief Executive Officer

Mr. Molbeck has been chief executive officer of HCC Insurance Holdings since May 2009,
and also served as president of the company until May of this year. Prior to this, he served
as chief operating officer of HCC Insurance Holdings from 2006 to May 2009 and also from
1997 to 2002. He was the chief executive officer of Jardine Lloyd Thompson LLC from
2003 to 2005.

Robert A. Rosholt, Chairman

Mr. Rosholt has been the chairman of the board of HCC Insurance Holdings, Inc. since
May 2011. He also served as a member of the board of directors for Abercrombie & Fitch
from June 2008 to September 2010. Prior to his retirement in 2008, he had served as the
chief financial officer for Nationwide Mutual Insurance Company since 2002. Mr. Rosholt
worked as the executive vice president and chief of operations at the risk services unit of
Aon Corporation from 2000 to 2002. Before joining Aon Corporation, Mr. Rosholt served as
chief financial officer at First Chicago Corporation and its successor companies, including
Bank One, from 1974 to 2000.

Christopher J.B. Williams, President

Mr. Williams was appointed president of HCC as of May 2011, and has been a member
of the board of directors since May 2007. From 1992 to 2005, he was the national direc-
tor for life, accident & health at Willis Re. Prior to this, he had various roles at insurance
brokers and underwriters in the property and casualty, accident and health, sport disability,
and medical stop loss business lines. He started his career in 1975 at an Australia-based
property-and-casualty insurance broker.

W. Tobin Whamond, Executive Vice President and Chief Operating Officer

Mr. Whamond has held his current position of executive vice president since May 2009
and has been the COO since August 2010. He served as the chief financial officer of HCC
from August 2009 to 2010. Before joining HCC, he worked in various roles at Wachovia
Capital Markets, LLC from 2002 to March 2009, including managing director of mergers and
acquisitions, and head of financial institutions M&A. He worked in the investment banking
division of Goldman Sachs & Co. from 1993 to 2002, CS First Boston Corp. from 1990 to
1993, and Drexel Burnham Lambert, Inc. from 1988 to 1990.

Brad T. Irick, Executive Vice President and Chief Financial Officer

Mr. Irick has served as executive vice president of HCC since May 2010 and CFO since
August 2010. Previously, he worked for PricewaterhouseCoopers LLC for 18 years, where
he served as audit and advisory partner for several multinational public insurance company
clients. Mr. Irick began his career as an accountant at KPMG.

Randy D. Rinicella, Senior Vice President and General Counsel

Mr. Rinicella has served as senior vice president, general counsel, and secretary of HCC
since 2007. Before this, he was vice president, general counsel, and secretary of Dresser-
Rand Group, Inc. from 2005 to 2007.
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RLI Corp.

Initiating Coverage With a Market Perform Rating

Top-tier specialty P&C insurer. RLI Corp. (RLI) functions as a specialty property-
and-casualty (P&C) insurance holding company that underwrites and sells niche
commercial insurance products across property, casualty, and surety business lines.
RLI should continue to be one of the top-performing niche P&C insurers over the
long term. RLI has grown book value by 14% annually over the last decade.

Highly profitable underwriter. The company has created a competitive advantage
through the development of a performance-based compensation program that at-
tractively awards underwriting profitability for product managers. The model attracts
experienced entrepreneurs with good books of business and essentially locks them
up for several years due to the staged payout structure. The company has had a
combined ratio well below 100 for the past 15 years, and has beaten commercial
competitors by an average of 15 margin points over that time frame.

Upside to earnings possible. We forecast operating earnings per share to be to
$4.19 in 2011, $4.40in 2012, and $4.61 in 2013; however, this could be conserva-
tive, depending on how reserves develop over the next two years. Our estimates
assume return on equity around 11%, and that book value per share will grow from
$37 to $44 over the next three years. Organic premium growth could exceed our
estimates, particularly with the recent Contractors Bonding and Insurance Company
(CBIC) acquisition.

Cash flow valuation reasonable, but not attractive. RLI is currently trading at
10.6 times its current price to four-year cash flow. While slightly above its historical
median trading average, the stock looks like a relative value compared with its peer
group. However, current valuation levels suggest that upside will likely be limited
in the near term.

Risks include a continued deterioration in the loss ratio, catastrophe exposure
and a continued economic slowdown. Rising severity in the casualty business,
combined with downward pressure on pricing, has created an increasingly difficult
environment for profitably underwriting new business in the segment. The loss ratio
has increased each year since 2007, and we are projecting that trend to continue
through 2013. RLI also has significant catastrophe exposure for wind and quake,
which could cause some short-term pain if it gets hit with a major event. There is
some additional downside risk through 2013, as economic conditions continue to
be a source of slowing premium growth. However, management has a long and
successful track record of maintaining underwriting profitability, and we believe the
company can successfully expand its product offerings to mitigate any declines
from a weak economy.

RLI Corp. is a top-tier specialty insurance holding company that underwrites and
sells niche commercial insurance products across property, casualty, and surety
business lines.

Financial |
Property & Casualty Insurance

Market Perform
Core Growth

Stock Rating:
Company Profile:

Symbol: RLI (NYSE)
Price: $61.92 (52-WKk.: $51-$62)
Market Value (mil.): $1,292
Fiscal Year End: December
Long-Term EPS Growth Rate: 15%
Dividend Yield: 2.0%
Estimates 2010A 2011E 2012E
EPS $5.29 $4.19 $4.40
BVPS $37.26 $39.46 $41.46
CFPS $4.78 $6.64 $5.70
ROE 13.8% 10.9% 10.9%
Valuation

FY P/E 11.7x  14.8x 14.1x
FY P/B 1.7x 1.6x 1.5x
P/CF (4-yr) 10.7x  10.6x NA
Trading Data

Shares Outstanding (mil.) 21.1
Float (mil.) 14.5

Average Daily Volume (thous.) 75.4
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Introduction

We are initiating coverage of RLI Corp. with a Market Perform rating and Core Growth
company profile. RLI should continue to be one of the top-performing niche P&C insurers
over the long term with a diverse book of business and better-than-average underwriting
performance. Over the past 15 years, the company has maintained a combined ratio under
100 and has beaten competitors by nearly 15 margin points over that time period. During
the last decade, the company has grown book value by 14% annually. While we believe
exposure to the commercial underwriting cycle should depress returns below historical levels
in the near term, we are confident in RLI's ability to maintain good underwriting margins
and continue its strong performance in appropriately selecting risk. Based on our cash flow
valuation metric, we believe RLI remains reasonably priced, but not attractive, at 10.6 times
price to four-year average operating cash flow. In general, we believe this stock is safer than
peers, but upside will likely be limited by a challenging operating environment.

Investment Highlights

Unique Management Incentive Structure

RLI operates on a decentralized basis with managers of separate business/product lines
having significant incentives to produce a high level of long-term profitability. Each business
is effectively run as a separate niche. The company operates mainly in the excess and
surplus (E&S) market, which comprises dozens of small niche markets. The core business
lines or profit centers include transportation, professional services, executive products,
casualty brokerage, reinsurance, West Coast property, marine, E&S property, and surety.

Table 47
RLI Corp.
Management by Product Line

Years of Industry

Product Line Manager Location Experience
CASUALTY

RLI Executive Products Group Chad S. Berberich Dallas, TX 14
RLI Transportation David A. Dunn Atlanta, GA 34
RLI Spemglty Markets (Personal and Richard W. Quehl Peoria, IL a
Commercial Markets)

Casualty Brokerage Paul J. Simoneau Glastonbury, CT 33
RLI Professional Services Group L. Leonard Waldhauser IV Philadelphia, PA 17
PROPERTY

RLI Re J. Kevin Brawley Stamford, CT 33
West Coast Property Kevin McDonough Los Angeles, CA 29
RLI Marine Robert J. Schauer New York, NY 23
E&S Property Jeffrey S. Wefer Chicago, IL 39
SURETY

Surety Roy C. Die Houston, TX 23
Surety David C. Sandoz Peoria, IL 34
Source: SNL

The compensation system is similar to an investment bank in that it treats business genera-
tors as partners in the profits of the firm. Product line managers and underwriters get a share
of the profits from their respective product line. These profit-sharing arrangements comprise
a significant amount of—if not the majority of—compensation; they vary by product but are
long term in nature and have a significant retention component.

Business leaders of each individual niche are incented to produce long-term profitability.
On average, up to 80% of compensation for business heads is related to incentive com-
pensation, based mainly on the performance of their individual division. The key metric is
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combined ratio. Compensation is not based on the current level, but rather on an average
of four to eight years. This is important because most commercial insurance products take
from two to five years to show actual profitability.

The profits-sharing system has several distinct advantages. The model attracts experienced
entrepreneurs with good books of business. Excess and surplus lines are heavily dependent
on distribution and carrier relationships, and therefore seasoned managers with relationships
are particularly important. The compensation structure also serves as both a talent filtering
and a retention mechanism. Underwriters that lack confidence in their abilities to profitably
underwrite business or who are not thinking about their books on a long-term horizon will not
view the incentive structure as attractive and are less likely to join the firm. Once at the firm,
the bonuses are paid out partly on an annual basis as a percentage of the total profitability,
and the bonuses scale up over time as the manager becomes more established. Bonuses
continue to be paid out after retirement but only if an underwriter does not leave the firm.
In essence, underwriters with large and successful books of business are tied to the firm
because they would be leaving too much money on the table to move to a different firm.

The system appears to be one of the driving factors in above-average profitability. Table
48 shows that RLI has not only exhibited better-than-industry-average profitability, but has
materially outperformed other E&S insurers. The company’s average combined ratio has
beaten similar competitors by 15% over the past 15 years. In a true test, the gap between RLI
and peers has actually widened as the market has deteriorated over the last several years.

Table 48
RLI Corp.
GAAP Combined Ratio Comparison

Company 2006 2007 2008 2009 2010 Average
AmTrust Financial Services, Inc. 919 832 744 798 853 82.9
HCC Insurance Holdings, Inc. 842 834 854 84.0 846 84.3
Tower Group, Inc. 87.6 837 824 883 937 87.1
OneBeacon Insurance 974 928 94.6 94.0 100.7 95.9
National Interstate Corporation 825 809 894 848 942 86.4
Selective Insurance Group 96.1 989 100.0 99.8 101.6 99.3
The Hanover Insurance Group 96.7 939 98.0 982 100.1 97.4
W.R. Berkley Corporation 88.0 88.1 93.1 942 945 91.6
[RLI Corp. [ 841 714 842 823 807 805 |
[Group Average [ 89.8 863 891 895 928 895 |
Source: SNL

Relatively high expense ratios are reflective of the compensation structure as well. Expense
ratios have been among the highest of the specialty commercial insurers for the last several
years, and we do not expect that to change. High expenses have not been a problem in
the past, as shown in the combined ratio table. If loss ratios were to increase due to pricing
pressure, catastrophe losses, or less-successful risk selection, there could be some pres-
sure on overall combined ratios. But the incentive structure is such that rising loss ratios
would yield a similar and somewhat offsetting drop in the compensation ratio, as managers
would receive much smaller bonuses.
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Figure 54
RLI Corp.
2009 and 2010 Average GAAP Expense Ratio Peer Comparison
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Higher-Than-Average Property/Surety Book Provides Insulation to Commercial
Pricing Cycle

RLI runs a diversified underwriting platform that has lower-than-average exposure to the
deeply cyclical, long-tailed casualty lines. Non-commodity property and a good-size surety
book comprise 47% of premiums. In contrast, the most-commercial insurance operations
have a far higher proportion of their premiums in casualty-related lines. In addition, the prop-
erty and surety books are growing fairly rapidly, while the casualty book has been shrinking
for the last few years, which has helped mitigate some of the concerns over an increasing
loss ratio in the casualty business.

Figure 55
RLI Corp.
Business Mix Over Time—Net Premiums Earned

2007 2010 2013E

53%

m Property/Surety Casualty u Property/Surety Casualty m Property/Surety Casualty

Sources: Company reports and William Blair & Company, L.L.C.

Even within the property-oriented areas, the company focuses on niche areas of expertise.
RLI has good-size positions in unique markets, including commercial difference in condition,
crop insurance, and specialized reinsurance (mining, power generation, and other lines that
require technical expertise). The surety book is also niche-oriented, with a focus in energy
and petrochemical areas. A major advantage of having a short-tail property orientation is
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that results are more visible than long-tailed lines (i.e., actual results are realized more
quickly). This characteristic greatly increases the ability to control and accurately set pric-
ing and reserves.

Casualty lines represent only 53% of net earned premium mix in 2010, and there are no
workers’ compensation lines and only a small professional liability business. Casualty lines
tend to exhibit a higher level of volatility throughout cycles and have relatively long liability
tails, which means it takes a long time (up to 5 to 10 years) to see the true profitability of
business. As a result, lines such as medical malpractice, workers’ compensation, and excess
liability are often mispriced. The industry tends to overshoot in a hard market and undershoot
in a soft market. Given that we are on the seventh year of a soft market, the likelihood of
deep casualty lines being underpriced is high. RLI's relatively low level of casualty exposure,
particularly in the above mentioned products, should result in modest outperformance of
the typical commercial insurer as casualty loss ratios are likely to continue to deteriorate
over the next several years.

Superior Underwriting Results

The unique management structure, property orientation, and overall underwriting discipline
has translated into one of the best underwriting track records among peer specialized
competitors. RLI is one of the few public commercial insurers that has not had a combined
ratio over 100 in the last 15 years, primarily due to below-average loss ratios. Importantly,
combined ratios have actually declined in recent years, while specialty peers have moved
up. Reserve redundancies have helped, but even core accident-year loss ratios are showing
less deterioration than peer companies. We expect accident-year loss ratios to continue to
hold up better than peers, helped by a shift of the overall book of business away from the
casualty market. Our forecast calls for loss ratios to remain far below the sector average
for the next two years.

Table 49
RLI Corp.
GAAP Loss Ratio Comparison

Company 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010
AmTrust Financial Services, Inc. 416 529 675 650 657 639 624 543 57.1 63.2
HCC Insurance Holdings, Inc. 594 638 776 742 78 60.6 66.2 63.8 67.1 59.2 59.6 60.4 59.7 59.4
Tower Group, Inc. 771 794 76.6 629 657 594 588 603 552 51.7 55.6 60.7
OneBeacon Insurance 66.4 69.1 618 58.2 59.9 57.3 625
National Interstate Corporation 72.7 63 544 586 604 59.6 58.0 64.7 60.8 715
Selective Insurance Group NA 682 702 741 748 743 723 705 657 639 640 659 67.3 679 69.3
The Hanover Insurance Group 69.1 73.8 624 61.1 654 643 654
W.R. Berkley Corporation 66.1 716 768 734 821 65 63.4 63.0 624 610 59.6 62.7 61.4 60.2
|RLI Corp. | 522 432 454 494 538 571 584 602 599 51.1 484 351 46.7 41.3 408 |

|Group Average

| 592 628 710 711 689 622 640 634 63.6 60.1 572 59.2 584 61.4|

Source: SNL

Better-Than-Average Cash Flow Trends Translate Into Stable Return on Equity

We expect RLI to exhibit superior cash flow trends in the next two to three years. We ex-
pect cash flow to decline by an average of 20% to 35% for commercial insurers over the
next two years. In contrast, we expect RLI to be relatively flat, based on property and niche
underwriting. To date, operating cash flow per share has only decreased 17% from 2007 to
2010, compared with the group decline of 24%.

Our forecast suggests operating cash flow per share will go from $4.78 in 2010 to $5.70 in
2012. The key to our forecast is that we expect moderate organic growth in net premiums
earned over the next few years, averaging 5%. Importantly, we assume that paid losses only
increase from 39% to 43% of premiums. In contrast, we expect paid losses for the industry
to rise at a somewhat faster rate over the next several years.
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Table 50
RLI Corp.
Statutory Incremental Paid Loss Ratio Projections

Accident 12

Year Months Months Months Months Months Months Months Months Months Months
10.4%

2002 8.2% 8.6% 9.8% 6.4% 3.5% 2.5% 2.0%
2003 7.5% 7.8% 5.5% 5.2% 3.8% 2.8%
2004 6.3% 8.4% 7.3% 6.3% 3.4%
2005 6.7% 8.7% 5.5% 5.6%
2006 7.6% 7.2% 5.4%
2007 7.1% 7.6%
2008 8.0% 8.8%
2009 7.1% 6.4%
2010 7.6%
2011E 7.5%
2012E 7.5%
2013E 7.5%

Sources: SNL and William Blair & Company, L.L.C.

Solid forecasts for cash flow suggest that return on equity should remain relatively stable.
We expect return on equity to decline slightly to 11%, whereas we expect most commercial
insurers’ returns on equity to go down well below 10% by 2012. RLI has a higher probability
of maintaining returns, based on its product mix and incentive system. The ability to maintain
a combined ratio below 90%, through a performance-based compensation structure and
a conservative underwriting philosophy, helps stabilize return on equity even during tough
market environments. The other key factor aiding stability is a disciplined capital manage-
ment system. Despite the company maintaining an “A+” rating from A.M. Best (higher than
average), RLI continually modulates its capital base with healthy dividend and occasional
share-buyback programs. Premium leverage has stayed at less than 1:1, despite premium
growth being under pressure. Premiums written are down 14% between 2007 and 2010.

Table 51
RLI Corp.
Cash Flow Model 2009-2012
(dollars in thousands except per share data)

Line Item 2009 2010 2011E 2012E
Net Written Premiums 469,916 485,140 534,059 563,842
Paid Loss 202,347 191,620 212,443 237,868

Paid Losses as % of Earned Premium 41.1% 38.8% 42.5% 43.1%
Underwriting & Other Expense 209,729 204,653 205,255 228,631
Interest Expense 6,050 6,050 6,050 6,050
Net Investment Income 67,346 66,799 65,851 68,929
Depreciation and Amortization 3,284 3,037 3,037 3,037
Taxes 38,592 51,058 47,940 52,111
Core Operating Cash Flow 83,828 101,595 131,260 111,148
Total Cash Flow Per Share $3.94 $4.85 $6.17 $5.22
Total Cash Flow Adjustments 43,931 -1,360 10,158 10,158
Total Cash Flow 127,759 100,235 141,418 121,306
Total Cash Flow Per Share $6.01 $4.78 $6.64 $5.70
Average Shares Outstanding (thousands) 21,265 20,965 21,285 21,285
Average Operating ROE 13% 14% 11% 11%
Sources: SNL, company reports, and William Blair & Company, L.L.C.
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Major Risks

Catastrophe Exposure

RLI has significant exposure on its property book to both wind and quake catastrophes.
While this poses some risk to earnings and can definitely cause increased variability in
future earnings periods, RLI has again been fairly conservative in its risk-taking. For both
wind and quake, its maximum up-front exposures are the first $25 million of claims, up to a
maximum of roughly $50 million-$60 million, if the full loss layer of reinsurance is covered
(typically up to $325 million for a single event). While that could pose a risk to earnings, the
full $50 million would only be roughly half of projected annual earnings before taxes, so it
is a manageable risk for the company.

Deteriorating Casualty Accident-Year Loss Trend

The good news is that RLI has trimmed casualty exposure by one-third in recent years,
which have been poor underwriting years on a historical basis. The bad news is that general
liability comprises 62% of total company reserves. On an industrywide basis, the market
has deteriorated significantly due to material price competition. RLI has done better than
average, but still general liability loss per accident year at 36 months has increased from
10.8% in 2005 to 14.5% in 2008. Recent movement in paid loss ratio suggests that this is
not ending anytime soon. We forecast that casualty-line loss ratios will increase by an ad-
ditional 5% to 10% over the next two years.

Table 52

RLI Corp.
Paid Loss Ratios (%) by Accident Year—Other Liability: Occurance
Paid Losses (Schedule P, Part 3)/Net Premiums Earned (Schedule P, Part 1)

Accident 12 24 36 48 60 72 84 96 108 120
Year Months Months Months Months Months Months Months Months Months Months
2001

2002 4.01| 11.64| 22.94| 32.16| 37.91| 4277, 45.16| 47.01| 47.72
2003 1.20 6.49 14.54| 23.03| 29.16| 33.13] 3495  36.02

2004 1.34 7.76 16.50| 25.81| 31.65| 35.05| 36.73

2005 0.42 4.37 10.84 17.00f 21.39| 24.47

2006 0.82 5.89 11.99 19.08| 23.18

2007 1.69 8.83 15.68, 22.96

2008 1.18 6.15| 14.55

2009 1.53 7.81

2010 1.07

Source: SNL
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Key Factors to Watch

Top-Line Growth Has Slowed

RLI has historically been one of the higher-growth companies in the specialty commercial
P&C insurance industry. Gross premiums written increased from $190 million to $438 mil-
lion from 1991 to 2000, and then peaked at $800 million in 2006. Gross premiums written
have since fallen to $636 million in 2010. We believe that trend will begin reversing in 2011,
particularly with the acquisition of CBIC’s book, and we are projecting that written premiums
will grow to $755 million by 2013. The rate of growth has slowed materially since the mar-
ket began to soften in 2005 and 2006, and has fallen steadily with the decline in economic
activity and insurance exposures over the last few years.

Figure 56
RLI Corp.
Gross Premiums Written

$900,000
$800,000

$700,000

$600,000

$500,000

$400,000

$300,000

$200,000

$100,000 I I

$0

d N M T ONDDO A N®MT W ON®O®O W LW
0000 DD D
® 00 0 0 0 0 O O O
S T T T T I IR

Sources: SNL, company reports, and William Blair & Company, L.L.C.
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Premiums have declined an average of 5% per year from 2006 to 2010, compared with an
average growth rate of 8% for peer competitors. The decline in premiums illustrates the
company’s disciplined risk selection process, as we expect 2007 to 2010 to potentially be
the worst accident years of the current downcycle.

Table 53
RLI Corp.
Gross Premiums Written—Annual Percentage Change
Ticker 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 Average
THG 4% -1% -3% 0% -2% 7% 4% 1% 6% 16% 3%
TWGP 129% 79% 26% 32% 69% 44% 21% 21% 69% 40% 53%
SIGI 10% 15% 16% 10% 7% 5% 3% 2%  -3% -1% 6%
OB 3% -6% -10% 6% -4%  -23% -6%
HCC 4% 15% 50% 14% 3% 10% 10% 2% 2% 1% 11%
WRB 22% 45% 32% 11% 8% 4% 4%  -11%  -6% 4% 10%
NATL 24% 54% 20% 20% 13% 13% 10% 9% 27% 19%
AFSI 106% 254% 116% 36% 84% 60% 32% 8% 30% 81%
RLI 17% 38% 5% 1% 0% 6% 7% 8% -7% 1% 5%
| Peer Average | 31% 40% 54% 26% 16% 18% 10% 6% 6% 11% | 20% |
Sources: SNL
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Expansion efforts and new product initiatives—particularly in the property and surety seg-
ments—have helped to mitigate some of the premium declines in the casualty segment.
New product initiatives created over the last three years added more than $75 million in
gross premiums written during 2010. These new products include liability programs spe-
cifically targeted at architects and engineers, property facultative reinsurance, and crop
reinsurance. In addition, the acquisition of Contractors Bonding and Insurance Corporation
(CBIC) in April 2011 should begin hitting the income statement during the second quarter.
The company had gross written premiums of $61 million in 2010. In addition, the acquisition
gives RLI the opportunity to leverage both an expanded distribution on the West Coast and
CBIC'’s packaged product approach to sales to greatly expand its historical surety business.

We would like written premiums to start to pick up over the next few years, and we expect
management to be able to continue to do this through acquisitions of new teams and ex-
panding into new product types. Any improvement in the economy or a turn in the pricing
cycle should also provide a large boost to top-line growth in the coming years.

Improving Earthquake and Energy Market

Recent catastrophic activity has the potential to improve rates and profitability in the company’s
earthquake and energy lines. The company has begun to observe an increase in interest in
guake insurance, particularly in California, but that has yet to transition into increased demand.
Loss volatility could increase demand and potentially market pricing within this sector of property
insurance. Earthquake and energy are roughly 40% of the premiums for the property segment,
but can provide a much more substantial contribution to overall corporate profitability, given
that they only sustain losses in the event of a quake. These markets should continue to be
highly profitable over time and could augment returns over the next several years.

Figure 57
RLI Corp.
Property Segment Gross Written Premiums by Product 2010
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Conservative Reserves

RLI has historically run one of the most-conservative balance sheets in the sector. Reserves
are typically materially redundant and the capital base is more than $800 million. Develop-
ments averaged 5% in 1999-2002, which is 10% better than overall industry development
during the last downcycle. Favorable development has averaged 6% to 10% over the last
several years, which we expect to decline slightly. More than 90% of the reserve base is
dedicated to casualty lines, which we believe continue to be slightly over-reserved. Our
analysis shows that RLI’s reserves are about 5% redundant going forward.
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Capital Management

The company has been efficient at returning excess capital to shareholders over the last
several years, returning more than $560 million since 2005. Premium to surplus is below
capacity, indicative of the firm’s conservative underwriting philosophy and key to maintaining
its “A+” credit rating. We estimate that the company may have $250 million to $300 million
in excess capital, given the current underwriting leverage (net written premiums to share-
holders’ equity) of 0.6 times.

The company has paid a dividend for 35 consecutive years, and the dividend has grown
substantially each of the last five years. In addition, a $7 special cash dividend was paid
outin 2010. The firm’s policy is to typically maintain a level of cash that adequately sustains
operations and provides a cushion to invest in future growth opportunities. Management
suggested specifically that it was maintaining additional cash reserves, as it wants to lever-
age the inflection point when the cycle begins to turn over the coming years.

We believe the company will likely continue to return capital in the form of dividends and/or
could do acquisitions as a weakening market may present opportunities. Share buybacks do
not appear especially attractive at current valuation levels, and dividends—and potentially
special dividends—uwill probably be the most likely method to return cash to shareholders. Our
forecast assumes that dividends will increase by 7% over the next three years, and there is
a good chance that another special dividend could be issued to help manage excess capital.

Figure 58
RLI Corp.
Cash Yield on RLI Common Stock
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Sources: Company reports

RLI has historically not been an acquirer, but small deals are possible in the future. CBIC
surety, which was acquired in April 2011, helps augment the surety practice with an additional
$60 million in annualized premium. We would not be surprised if several similar small deals
were made, ideally with companies that have a great cultural fit with RLI.
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Financial Projections

Table 54
RLI Corp.
Premium Flows and Key Ratios
(dollars in thousands)
2008 2009 2010 2011E 2012E
Net Premiums Earned $528,764 $491,961 $493,382 $499,827 $551,697
Other Revenue $78,986 $67,346  $66,799 $65,851  $68,929
Total Underwriting Revenues $607,750 $559,307 $560,181 $565,678 $620,626
Revenue Growth -2.5% -8.0% 0.2% 1.0% 9.7%
Calendar-Year Loss Ratio 46.7% 41.3% 40.8% 44.9% 45.3%
Expense Ratio 37.5% 41.0% 39.9% 41.1% 41.4%
Combined Ratio 84.3% 82.4% 80.7% 86.0% 86.8%
Operating EPS $4.99 $4.70 $5.29 $4.19 $4.40
EPS Growth -25.6% -5.8% 12.5% -20.7% 5.0%
Cash Flow Per Share $7.51 $6.01 $4.78 $6.64 $5.70
Operating ROAE 14.7% 13.3% 13.8% 10.9% 10.9%
Book Value Per Share $32.41 $38.30 $37.26 $39.46 $41.46
Sources: Company reports and William Blair & Company, L.L.C.

Summary

We forecast earnings per share to be to $4.19 in 2011, $4.40 in 2012, and $4.61 in 2013;
however, this could be conservative, depending on how reserves develop over the next two
years. Estimates are extremely sensitive to positive reserve development, which we believe
will decline by roughly 20% per year on an absolute basis through 2013. We estimate ROE
to be around 11% and book value per share to grow from $37 to $44 over the next three
years. We believe top-line growth will mainly be organic, especially as RLI ramps up under-
writing in the surety segment by further leveraging the CBIC acquisition. We are estimating
5% annual growth in premiums earned over the next three years, with the majority coming
in 2012 and 2013.

Upside/Downside Potential

A turn in the pricing cycle would be the biggest source of upside compared with our esti-
mates. Our estimates currently assume continued pressure on pricing, as there have been
no convincing signs of a turn in the cycle and we currently estimate 2013 to be a more
likely time for the beginning of a hard cycle. A successful utilization of excess capital could
also help ROE and increase EPS above our current estimates. From a downside perspec-
tive, the biggest risks to earnings are further increases in the loss ratio, particularly in the
casualty segment, and an even more-exaggerated decline in reserve development during
2011 or 2012.

Key Earnings Factors

Premiums growth. We expect gross premiums written to increase by an average of 6%
annually over the next three years. This forecast begins to reverse the recent trend in de-
clining premiums that has occurred since 2006. Our forecast exceeds the expected sector
average of 0% to 5% growth in premiums. Growth should be due to the recent acquisition
of CBIC and the organic growth in the property and surety segments. Our expectation is
that the casualty segment will be relatively flat over the next two years, as these markets
remain competitive.

Investment income. Our forecast expects that investment income will grow slowly through
2013, as continued pressure on yields and a slow-to-recover economy continue to hurt
growth in the portfolio. If interest rates begin to increase in 2012, there could be additional
upside in investment income.
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Loss ratio. We forecast that the accident-year loss ratios will continue to increase as
catastrophe losses and the soft market continue to put pressure on underwriting margins.
Our forecast has the accident-year loss ratio gradually increasing from 49.3% in 2010 to
50% in 2013. Calendar-year loss ratios are projected to grow even faster, due to declining
levels of reserve development. We project reserve development to decline from $42 mil-
lion in 2010 to $20 million in 2013, due to heavier losses in the underwriting accident years
between 2007 and 2010. This decline pushes calendar-year loss ratios from 40.8% in 2010
to 46.5% in 2013.

Expense ratio. We believe the expense ratio will have some upward bias over the next few
years, as the company has spent money to position itself for the next wave of growth during
the next cycle turn. We are expecting the expense ratio to be roughly 41% over the next
few years. The expense ratio is heavily dependent on underwriting performance due to the
incentive-based compensation structure; thus, too much upward bias in the loss ratios will
have a somewhat offsetting effect through a lowered expense ratio.

Balance Sheet

We expect RLI Corp. to continue to underwrite on a well-capitalized basis. Net premiums
written to GAAP equity should stay in the 0.6 to 0.7 times range over the next three years,
which is very conservative, but admirable in the current market environment. The company is
slightly more levered on gross basis with an expected gross premium to GAAP equity of 0.7
to 0.8 times. We believe these are acceptable ranges given the current market environment,
but we expect them to pick up as we begin to see a turn in the cycle over the next few years.

Figure 59
RLI Corporation
Gross Written Premium and Net Written Premium to Equity
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Sources: Company reports and William Blair & Company, L.L.C.

RLI's investment portfolio contains high-quality fixed-income securities, equity investments,
and short-term investments, and is somewhat aggressively positioned compared with its
peers. Based on the current market conditions and future expectations, we estimate the
yield on investments to remain around 3.5% for the near term.
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Figure 60
RLI Corp.
Investment Holdings
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RLI's investment income has beaten its peers’ over the last several years, due to higher-
yielding asset classes as well as a substantial allocation to equities. However, the invest-
ment profile also creates some fluctuations in earnings, based on realized capital gains and
losses in both the equity and fixed income portfolios.

Figure 61
RLI Corp.
After-Tax Realized Investment Gains/Losses Effect on EPS
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RLI also has a material stake of 40% in sunglasses manufacturer Maui Jim, an investment
that stems from the history of RLI as a contact lens insurer. Earnings in the unconsolidated
subsidiary have yielded an average of roughly $0.30 of EPS per year over the last several
years, and we expect that to grow to $0.42 per year by 2013.
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Valuation

Figure 62
RLI Corp.
Pretax Income Contribution From Unconsolidated Subsidiary
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Overall Cash Flow Theory

Cash flow has shown to be a good indicator and is highly correlated to future stock move-
ments. We use price-to-cash-flow (P/CF) as the measure to predict stocks. Our historical
analysis shows that this measure clearly indicates when to buy or sell insurance stocks. Our
methodology is based on back-testing P/CF ratios for 15 years using 10 midsize to large
commercial insurers. The ratio we are focused on is based on average operating cash flow
over a four-year period, including the previous yeatr, current year, and the two years following.

The results show that when the P/CF ratio is greater than one standard deviation below the
median P/CF ratio, the average return for the next year is 25%. When it is more than one stan-
dard deviation above the median P/CF ratio, returns have averaged -5% for the following year.
The number of standard deviations above or below the median is inversely correlated with the
performance of the stock; thus, the correlation is negative. For example, based on our data
set, if a stock was trading at a P/CF valuation lower than the median value, one would expect
the performance level for that stock to be positive. The overall correlation for the index is -0.49,
which indicates a fairly strong negative relationship between the two variables we are examining.

Figure 63
10 Commercial Property and Casualty Insurers
Dispersion in Price-to-Cash-Flow Versus One-Year Performance
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Cash flow valuations have proved particularly useful in cycle turns. In contrast, earnings and
return on equity measures tend to be lagging indicators of performance. Figure 64 shows
that P/CF valuation signaled a strong buying opportunity going into 2003 and that investors
should have exited positions in 2006. In contrast, market-to-book timing was too early on
both entry and exit points. Returns using P/CF entry and exit points were almost double
that of market-to-book entry and exit points.

Figure 64
10 Commercial Property and Casualty Insurers
Cumulative Stock Performance During Previous Cycle Turn (2000-2009)

- Stock Performance for 10 Commercial Insurers

80%
70%
60%
50%
40%
30%
20%
10%
0%
-10% 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009

A A
| |
1 1
P/B Buy Signal P/B Sell Signal

P/CF Buy Signal P/CF Sell Signal

Source: William Blair & Company, L.L.C. estimates

Figure 65
10 Commercial Property and Casualty Insurers
Cumulative Performance During Last Market Cycle by Trading Strategy
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Table 55
RLI Corp.
Cash Flow Valuation Comparison

Cash Flow Valuation
Current Number of Std.

Current  Cash Flow Per Cash Flow Per Priceto Cash  2006-2010  Valuationvs. Deviations From
Company Ticker Rating Price Share 2011 Share 2012 Flow" Median Median 15-Year Median

EPS 2011E EPS 2012E PE 2011

Earnings Valuation

PE 2012

Book Valuation

Current
Book
Value

Current
Price To
Book

2012 ROE

The Chubb Corporation CB U  $62.61 $6.26 $6.09 9.4x 7.3x 30% 15 $5.40 $5.30 11.6x 11.8x $53.26 1.2x 9.2%
HCC Insurance HCC U  $31.50 $3.25 $3.23 9.2x 5.7x 60% 2.6 $2.66 $2.78 11.8x 11.3x | $28.99 1.1x 8.7%

RLI Corp. RLI M $61.92 $6.64 $5.70 10.6x 9.1x 16% 15 $4.19 $4.40 14.8x 14.1x $38.52 1.6x 10.9%

The Travelers Companies® TRV M $58.38 $5.79 $7.47 8.6x 7.8x 10% 0.5 $4.25 $6.10 13.7x 9.6x $59.91 1.0x 10.4%
Average 9.4x 7.5x 29% 15 13.0x 11.7x 1.2x 10%
Median 9.3x 7.5x 23% 1.5 12.8x 11.6x 1.1x 10%

Note': Price-to-cash-flow based off current price divided by four-year cash flow: t= -1,0,1,2
Note?: Travelers data only goes back through 2002
Source: William Blair & Company, L.L.C. estimates
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Comparison Universe

RLI, on a P/CF basis, is attractively valued compared with its peers. However, on a historical
basis, the analysis suggests the company is fully valued. RLI's current price-to-cash-flow
multiple of 10.6 times is trading at a modest 16% premium to the 2006-2010 median P/CF
multiple. In comparison, the group is trading at a 29% premium to its five-year P/CF median,
with the higher-valued stocks trading at 30% and 60% premiums, respectively.

Company-Specific Cash Flow Analysis
RLI performance has a relatively high correlation to the P/CF valuation multiple. The stocks
one year returns and price to cash flow ratio have a correlation of -0.65.

Figure 66
RLI Corp.
Cash Flow Ratio Versus One-Year Stock Performance
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Sources: SNL and William Blair & Company L.L.C.

We note that RLI is trading at significant premium to its historical median, but we believe
the premium will likely hold as a validation sign of its unique business model and greater
consistency of results. Given that we expect cash flows to grow through 2012, we expect
the multiple to stay in its current range over the next 12-18 months.

Figure 67
RLI Corp.
Price-to-Cash-Flow Historical Valuation Levels
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Market to Book

RLI appears expensive on a market-to-book basis. The stock is trading at 1.6 times compared
with the peer average of 1.2 times. We do not believe that RLI is overvalued, however. In
our view, growing cash flows will help maintain superior valuation multiples, which should
translate into an ROE of 10% or better.

Figure 68
RLI Corp.
Historical Price-to-Book Valuation Levels Versus Peers
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Stock Performance

RLI has outperformed by 6% in the last 12 months, and performed in line with peers over the
last three years. The stock continues to do well on a relative basis, although in the future,
this may mean more of a stable price, as we see downside potential for the others in the
group where returns on equity have the potential to dip below 10% in the coming years.

Figure 69
RLI Corp.
Historical Stock Price
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Corporate Profile

RLI Corp., founded in 1965, functions as a specialty property-and-casualty insurance hold-
ing company that underwrites and sells niche insurance products through a group of major
subsidiaries, known as RLI Insurance Group. The company started out as one of the original
insurers for contact lenses; hence the name RLI (i.e., Replacement Lens Insurance, Inc.),
but began diversifying into other types of insurance by the 1970s. In 1996, RLI sold its RLI
vision unit to Maui Jim, a sunglasses manufacturer, but structured the deal such that the
company remained a majority shareholder in Maui Jim. To this day, RLI Corp. still has finan-
cial ties to Maui Jim, and the company’s financial results still reflect the ownership stake.

Table 56
RLI Corp.
Corporate Timeline

2011  Purchased Contractors Bonding Insurance Company

2008  Launched architects and engineers (A&E) professional liability division
Opened fidelity division

2007  Opened reinsurance division

2005  Opened marine division

2004  Attained market cap of $1 billion
Received upgraded A.M. Best rating to A+

2001  Named Jonathan Michael as RLI Corp. president and CEO
1999  Acquired private holding company, parent of Underwriters Indemnity Company, offering
surety bonds for oil, gas and energy industries

Received upgraded S&P rating to A+
1997  Opened transportation insurance division
1996  Pioneered $50 million alternative catastrophe financing program
Merged RLI Vision Corp. with Hester Enterprises, maker of Maui Jim Sunglasses
1995  RLI Professional Technologies acquired Target Industries; renamed RLI Vision Corp.
1994  Retired founding product, contact lens insurance
1992  Established surety division
1987  Opened commercial casualty division
1984  Opened first branch office in Los Angeles to write DIC and property
1979  Formed Mt. Hawley Insurance Company, an excess and surplus lines carrier
1977  Began underwriting specialty commercial property and casualty coverages
1973  Renamed United Founders to RLI Insurance Company
1971  RLI common stock first traded on NASDAQ

Issued 2.25 million in common stock at $0.58 per share (split-adjusted)
1965 Private holding company formed and acquired United Founders Ins. Co. (formerly Main
Mutual)

1961  Founded a contact lens insurance agency, Replacement Lens Inc.

Sources: Company reports

RLI Corp. had 2010 written premiums of $636 million and net income of $127 million. The
company is one of only a handful of insurers to provide niche commercial insurance nation-
wide. These markets are often too small, too remote, or too difficult to attract customers for
major players in the property-and-casualty industry to take any interest.

RLI offers more than 30 product lines in the specialty commercial market. The major types
of insurance offered by statutory line are other liability (which comprises 40% of total written
premiums), fidelity/surety (18%), fire and allied lines (16%), marine lines (12%), commercial
multi-peril (6%), commercial auto (6%), and all other lines (2%). The diverse nature of the
insured lines is part of servicing niche insurance markets, but it offers diversification benefits.
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Figure 70
RLI Corp.
2010 Gross Written Premiums by Statutory Line
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RLI offers this huge diversity of insurance lines by dividing operating results into three distinct
business segments: casualty, property, and surety. The casualty business is the largest with
49% of gross premiums written in 2010. The property segment has grown substantially, to
37% of written premiums, while the surety segment is the smallest with 14% of premiums
written in 2010.

Figure 71
RLI Corp.
2010 GWP by Business Component
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Sources: Company reports

Results have suffered industrywide due to the continued softening in the marketplace over
the last several years, and for RLI in particular, written premiums are heavily dependent on
customer revenues, values transported, miles traveled, and number of new products initi-
ated. Thus, the downturn in the economy has negatively affected the number of insurance
customers need to cover their activities, or the insured exposure base. However, expansion
efforts and new product initiatives, particularly in the property and surety segments, have
helped to mitigate declines in the casualty segment. New product initiatives created over
the last three years added more than $75 million in gross premiums written during 2010.
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Casualty in particular has struggled recently due to its dependence on industries hit hard
by the recession, like contractors and transportation. Casualty has continued to decline
as a percentage of written premiums, and we expect that trend to continue through 2013.
With the acquisition of CBIC, surety—which had already been growing at a steady clip—will
become a much larger business for RLI.

Figure 72
RLI Corp.
Annual Gross Written Premium by Business Component
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Structurally, RLI Corp. writes insurance policies on a direct basis through three separate
insurance companies: RLI, Mt. Hawley Insurance Company, and RLI Indemnity. RLI writes
multiple lines of insurance in all 50 states. Mt. Hawley Insurance Company writes surplus
lines insurance in all 50 states. RLI Indemnity Company has the authority to write multiple
lines of insurance in 48 states.

RLI also ceded roughly 25% of its business in 2010 to reinsurers to diversify risk and limit
maximum loss from catastrophic events. As books of business for specific products grow
and mature, the company tends to retain more of the risk to increase profitability in the lines.
However, as each product manager tends to think of his line as its own business, they want
to balance the risk for that product specifically as opposed to at the overall corporate level,
which tends to keep risk retention a bit lower than the industry average. RLI is subject to
some credit risk from its reinsurers and generally only uses reinsurers with an A.M. Best
rating of “A” or better. RLI also assumes some reinsurance in its facultative property busi-
ness unit, primarily made up of short-tail property, catastrophe, and multi-peril crop and
hail reinsurance, which it uses to reduce overall volatility and mitigate some of the risks
associated with underwriting a new product line.

Adam Klauber 312.364.8232 -99 -



WILLIAM BLAIR & COMPANY, L.L.C.

Business Mix

Table 57
RLI Corp.
Business Mix
(dollars in thousands)

Net Premiums Earned $313,481 $265,021 $231,119 -14.1%
% of Total 59% 54% 47%

Casualty |Underwriting Income $46,507 $51,488 $38,239  -9.3%
% of Total 56% 59% 40%
Combined Ratio 85.2 80.6 83.4

Net Premiums Earned $146,863 $155,303 $181,645 11.2%
% of Total 28% 32% 37%

Property |Underwriting Income $15,813 $23,261 $34,085 46.8%
% of Total 19% 27% 36%
Combined Ratio 89.3 85.0 81.2

Net Premiums Earned $68,420 $71,637 $80,618 8.5%
% of Total 13% 15% 16%

Surety Underwriting Income $20,743 $12,036 $23,071  5.5%
% of Total 25% 14% 24%
Combined Ratio 69.7 83.2 71.3

Net Premiums Earned $528,764 $491,961 $493,382 -3.4%

Total Underwriting Income $83,063 $86,785 $95,395 7.2%
Combined Ratio 84.2 82.3 80.7

Sources: Company reports

Casualty

The casualty business consists largely of general liability, personal umbrella, transportation,
executive products, commercial umbrella, multi-peril, and other specialty coverage lines.
The casualty business is subject to the risk of estimating losses and related loss reserves
because the ultimate settlement of a casualty claim may take several years to fully develop.

Table 58
RLI Corp.
Casualty Segment Product Mix 2010

Product Net Premiums Earned % of Net Premiums
General Liability $96,659 41.8%
Comercial and Personal Umbrella $61,370 26.6%
Commercial Transportation $40,262 17.4%
Executive Products $15,841 6.9%
Specialty Program Business $7,188 3.1%
Other $9,799 4.2%
Total $231,119 100.0%

Sources: Company reports

Many of the original casualty products are at the mature stage of their growth cycle, and
the company is not forecasting significant growth going forward. However, it continues to
make strategic investments in new initiatives and insurance lines that should provide some
additional growth trajectory. These new products include professional liability for architects
and engineers, environmental liability, REIT liability, railroad protective liability, cyber liability,
and multi-peril packaged products.
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Property

The property segment primarily includes commercial fire, earthquake, difference in conditions,
marine, facultative, and assumed treaty reinsurance. Property lines are subject to intense
variability introduced by natural disasters such as earthquakes, fires, and hurricanes. Major
catastrophe exposure is primarily on the West Coast because of earthquake exposure, as
well as in the Southeast for hurricane damage.

Table 59
RLI Corp.
Property Segment Product Mix 2010

Product Net Premiums Earned % of Net Premiums
Commercial Property $80,471 44.3%
Marine $47,981 26.4%
Crop Reinusrance $27,082 14.9%
Property Reinsurance $9,960 5.5%
Other Property $16,151 8.9%
Total $181,645 100.0%

Sources: Company reports

The firm limits net aggregate exposure to a catastrophic event by limiting the amount of
premium written in a single area, purchasing reinsurance, and utilizing conservative under-
writing programs. The lack of event activity in the United States during 2009 and 2010 has
helped loss ratios significantly. However, catastrophe modeling firms like RMS have updated
their models this year, which could have a significant effect on pricing demand and the risk
selection process. There is a renewed emphasis on the higher loss potential of inland areas,
which could change RLI's property book and the rates it is getting, particularly in Florida.

Surety

RLI specializes in writing small to large commercial and small contract surety coverages,
and also those for energy, petrochemical, and refinery industries. The company also writes
bonds, and offers fidelity and crime coverage for commercial properties and select financial
institutions. The contract surety marketplace guarantees the construction work of a com-
mercial contractor for a specific project.

RLI Corp. announced the acquisition of Contractors Bonding and Insurance Company (CBIC)
in December 2010 for a purchase price of $135 million; the transaction closed during April
of 2011 and was paid for entirely with excess cash. CBIC writes predominantly surety and
casualty products for contractors in the western United States, along with some multi-peril
liability lines to the same companies. The company serves more than 30,000 contractors
and more than 40,000 insurance agents and brokers nationwide, and is considered a lead-
ing writer of contractor license bonds on the West Coast. The company wrote $61 million in
gross premiums during 2010, and the acquisition should begin hitting RLI's income state-
ments during the second quarter of 2011.

The CBIC acquisition was both a strategic acquisition and an example of a company that
was a great fit with the culture of RLI. The acquisition achieved numerous goals set forth
by management, including 1) increased exposure to the Northwest region, where RLI was
historically underpenetrated; 2) a complementary book of business to its historical contrac-
tor book, as CBIC tended to work with smaller contractor clients; and 3) a way to further
expand its contractor/surety business by mimicking CBIC’s packaged product offerings that
sell casualty lines to the same contractor clients. In addition, management believes that the
CBIC team will fit in well with the merit-based culture at RLI.
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Figure 73
RLI Corp.
Contractors Bonding and Insurance Company Gross Written Premiums
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Marketing and Distribution

The company offers its products through independent agents and brokers, wholesale bro-
kers, and agencies. RLI insurance subsidiaries are licensed in all 50 states, the District of
Columbia, and the Cayman Islands. The company’s largest state of business is California,
with written premiums for the year ended 2010 accounting for 17.3%, New York at 12.6%,
and Florida at 11.8%. Table 60 details the premiums written by state in 2010.

Table 60
RLI Corp.

U.S. Geographic Distribution
California 17.3%
New York 12.6%

Florida 11.8%

Texas 8.6%
Washington 4.8%
New Jersey 3.7%

lllinois 2.9%

Louisiana 2.6%
Pennsylvania 2.4%
Hawaii 2.4%

All Other States 31.0%

Sources: Company reports

Table 61
RLI Corp.
Product Distribution
Retail Agent/ Wholesale General Reinsurance
Product Broker Broker Agency Broker

- General Liability X
= Commercial & Personal Umbrella X X X
2 Transportation X
8 Executive Products X X

Professional Services X
o Commerical Property X
£ |Earthquake/DIC X
8 |Marine X X
ne. Personal Lines X X

Reinsurance X

Miscellaneous X
>
‘é’ Energy X
(;'; Commercial X

Contract X

Sources: Company reports
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Table 62
RLI Corp.
Earnings Model
2009 2010 1Q"11 2Q"11E 3Q"11E 4Q'11E 2011E 1Q"12E 2Q'12E 3Q'12E 4Q'12E 2012E 2013E
Gross premiums written 631,200 | 636,316 | 143,323 208,490 173,567 163,032 688,412 160,023 217,500 180,311 169,143 726,976 754,408
Net premiums written 469,917 | 485,141 | 112,635 165515 132,748 123,161 534,059 125,013 172,106 138,088 128,634 563,842 585,801
Retention 74% 76% 79% 79% 76% 76% 78% 78% 79% 7% 76% 78% 78%
Net premiums earned 491,961 | 493,382 | 116,051 124,287 127,911 131,578 499,827 135,062 137,433 138,925 140,276 551,697 575,098
1% 10% 4%
Net investment income 67,346 66,799 16,303 16,474 16,386 16,689 65,851 16,409 16,799 17,711 18,010 68,929 76,464
Yield 3.8% 3.6% 3.6% 3.6% 3.5% 3.5% 3.5% 3.5% 3.5% 3.6% 3.6% 3.5% 3.7%
Operating revenue 559,307 | 560,181 | 132,354 140,760 144,296 148,267 565,678 151,472 154,233 156,636 158,286 620,626 651,562
Accident year loss and settlement expenses 234,463 | 243,055 53,682 65,872 69,072 65,789 254,415 62,129 68,717 75,019 70,138 276,003 287,671
Accident year loss ratio 47.7% 49.3% 46.3% 53.0% 54.0% 50.0% 50.9% 46.0% 50.0% 54.0% 50.0% 50.0% 50.0%
Reserve development 31,075 41,723 6,811 7,000 7,000 9,000 29,811 5,000 7,000 5,000 9,000 26,000 20,000
As % of premiums earned 6% 8% 6% 6% 5% 7% 6% 4% 5% 4% 6% 5% 3%
-29% -13% -23%
Calendar year loss and settlement expenses 203,388 | 201,332 46,871 58,872 62,072 56,789 224,604 57,129 61,717 70,019 61,138 250,003 267,671
Calendar year loss ratio 41.3% 40.8% 40.4% 47.4% 48.5% 43.2% 44.9% 42.3% 44.9% 50.4% 43.6% 45.3% 46.5%
Policy acquisition costs 162,020 158,071 40,533 38,529 42,211 42,105 163,377 47,272 43,292 45,845 45,450 181,858 186,878
Policy acquisition expense ratio 32.9% 32.0% 34.9% 31.0% 33.0% 32.0% 32.7% 35.0% 31.5% 33.0% 32.4% 33.0% 32.5%
Other insurance expenses 39,768 38,584 9,615 9,943 10,872 11,447 41,878 11,345 10,995 11,809 12,625 46,773 48,756
Other insurance expense ratio 8.1% 7.8% 8.3% 8.0% 8.5% 8.7% 8.4% 8.4% 8.0% 8.5% 9.0% 8.5% 8.5%
Operating expenses 405,176 397,987 97,019 107,344 115,155 110,341 429,859 115,746 116,003 127,673 119,213 478,634 503,305
Expense ratio 41.0% 39.9% 43.2% 39.0% 41.5% 40.7% 41.1% 43.4% 39.5% 41.5% 41.4% 41.4% 41.0%
Combined ratio 82.4% 80.7% 83.6% 86.4% 90.0% 83.9% 86.0% 85.7% 84.4% 91.9% 85.0% 86.8% 87.5%
Interest expense on debt 6,050 6,050 1,512 1,513 1,512 1,513 6,050 1,512 1,513 1,512 1,513 6,050 6,050
General expenses 7,941 7,998 2,005 2,000 2,300 2,500 8,805 2,000 2,300 2,300 2,500 9,100 9,100
Total expenses 419,167 412,035 100,536 110,857 118,967 114,354 444,714 119,258 119,816 131,485 123,226 493,784 518,455
Equity in earnings of unconsolidated affiliate 5,052 7,101 2,616 2,000 2,000 2,000 8,616 2,250 2,250 2,250 2,250 9,000 9,000
Per share impact $0.23 $0.33 $0.12 $0.09 $0.09 $0.09 $0.40 $0.11 $0.11 $0.11 $0.11 $0.42 $0.42
Operating earnings before income taxes 145,192 155,247 34,434 31,904 27,330 35,913 129,580 34,464 36,667 27,400 37,311 135,842 142,107
Operating income tax expense 43,056 42,923 10,880 9,890 8,472 11,133 40,375 10,684 11,367 8,494 11,566 42,111 44,053
Tax rate 29.7% 27.6% 31.6% 31.0% 31.0% 31.0% 31.2% 31.0% 31.0% 31.0% 31.0% 31.0% 31.0%
Operating earnings 102,136 112,324 23,554 22,014 18,857 24,780 89,205 23,780 25,300 18,906 25,744 93,731 98,054
Operating earnings per share $4.70 $5.29 $1.11 $1.03 $0.89 $1.16 $4.19 $1.12 $1.19 $0.89 $1.21 $4.40 $4.61
Consensus $1.11 $1.07 $0.98 $1.03 $4.14 $0.99 $1.07 $0.98 $1.05 $4.08 $4.08
Net realized investment gains -12,755 23,243 4,472 5,000 5,000 5,000 19,472 5,000 5,000 5,000 5,000 20,000 20,000
Realized investment gains after tax -8,291 15,108 2,907 3,000 3,000 3,000 11,907 2,500 2,500 2,500 2,500 10,000 10,000
Net income 93,845 127,432 26,461 25,014 21,857 27,780 101,112 26,280 27,800 21,406 28,244 103,731 108,054
Net income per share $4.32 $6.00 $1.24 $1.18 $1.03 $1.31 $4.75 $1.23 $1.31 $1.01 $1.33 $4.87 $5.08
Common shares outstanding 21,265 20,965 21,055 21,055 21,055 21,055 21,055 21,055 21,055 21,055 21,055 21,055 21,055
Diluted weighted average shares outstanding 21,731 21,241 21,285 21,285 21,285 21,285 21,285 21,285 21,285 21,285 21,285 21,285 21,285
Dividends per share $1.08 $8.15 $0.29 $0.29 $0.30 $2.00 $2.88 $0.30 $0.30 $0.31 $2.00 $2.91 $2.93
Operating ROAE 13.3% 13.8% 11.5% 10.5% 8.8% 11.8% 10.9% 11.1% 11.5% 8.4% 11.7% 10.9% 10.8%
Book value per share $38.30 $37.26 $38.52 $39.41 $40.14 $39.46 $39.46 $40.40 $41.41 $42.11 $41.46 $41.46 $43.64

Sources: Company reports and William Blair & Company, L.L.C.
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Management

Jonathan E. Michael, Chairman, President, and Chief Executive Officer

Mr. Michael joined RLI in 1982. Before being named CEO, he served in various roles at the
company, including COO and CFO. Prior to this, Mr. Michael gained valuable insurance
industry expertise working at Coopers & Lybrand, now part of PricewaterhouseCoopers
LLP. Mr. Michael was named chairman of the board in May 2011, after prior Chairman and
founder Gerald D. Stephens retired after being with the company since 1961.

Joseph E. Dondanville, Senior Vice President and Chief Financial Officer

Mr. Dondanville joined RLI in 1984. He served as chief accountant and comptroller before
being named CFO in 1992. His experience prior to joining RLI includes several years at
Arthur Andersen & Co.

Michael J. Stone, President and Chief Operating Officer-RLI and Mt. Hawley Insur-
ance Companies

Mr. Stone joined RLI in 1996. He has served as vice president of claims for RLI and became
president and COO for the insurance subsidiaries in 2002. His experience prior to joining
RLI includes several years at Travelers Insurance Company.

Daniel O. Kennedy, Vice President, General Counsel, and Secretary
Mr. Kennedy joined RLI in 2006 as vice president, general counsel, and secretary. Before
joining the company, he was a partner at Atlanta-based law firm Hunton & Williams LLP.
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. Financial |
The Tra.velers Companles, InCo Property & Casua|ty Insurance
Initiating Coverage With a Market Perform Rating Stock Rating: Market Perform
Company Profile: Core Growth
Frequency-oriented business model. Travelers is unique for a large company in Symbol: TRV (NYSE)
its focus on frequency-oriented business rather than large market business, which Price: $58.38 (52-Wk.: $48-$64)
provides it with several advantages. The business profile has a relatively short li- | Market Value (mil.): $24,533
ability tail for a commercial insurer, which means a higher level of transparency. The | iscal Year End: December
y. . . s g . . p Y- . Long-Term EPS Growth Rate: 15%
combination of having more visibility due to short-tail lines of business and predic- Dividend Yield: 2.8%

tive modeling results in the ability to better segment risks and price accurately. The
company’s frequency strategy should result in relatively stable underwriting margins

as overall commercial property-and-casualty results deteriorate, reflecting seven | EStmates  2010A 2011E 2012E

years of a soft pricing environment. EPS $6.26 $4.25 $6.10
BVPS $58.47 $59.26 $58.73

Capital management. Travelers has been one of the most aggressive managers | CFPS $6.33  $5.79 $7.47
ROE 11.4% 7.3% 10.4%

of capital. This means not only returning material levels of capital to shareholders,
but also running the capital base at an efficient level to produce a strong return on
equity. The company has returned an average of $3.5 billion in share buybacks and | Valuation

an average of $690 million in dividends the last three years. The combination has | FYP/E 9.3x  13.7x  9.6x

. : FY P/B 1.00x  0.99x 0.99x
- 0,
produced a three-year average annual cash yield on equity of 15.7%. PICF (4yr)  8.6x 86x NA

Earnings hurt by catastrophe losses in 2011. We forecast earnings per share of _
$4.25 in 2011 and $6.10 in 2012; however, this could be conservative depending | Trading Data

on how reserves develop over the next two years. Our estimates assume return on Egirte(;?;wtandmg ) ﬁg'g
equity of 7.3% for 2011 and 10.4% for 2012. Average Daily Volume (thous.) 3,480

Valuation is attractive on a relative basis, but upside is likely limited. Travelers
is the most attractively valued among the group, although we believe upside will be
limited in the near term. The stock is the only one with a price-to-cash-flow (P/CF)
under its five-year median. Travelers’ P/CF multiple of 8.6 times is 10% above its
five-year median of 7.8 times. In comparison, the other three stocks are trading at
an average of 35% above their respective five-year medians. Typically, the valua-
tion needs to move 0.5 standard deviations below the historical median before the
potential for positive returns materially improves.

Risks include a continued exposure to workers’ compensation and asbestos
claims and deterioration in the loss ratio. Travelers is one of the largest com-
petitors in the workers’ compensation line, an area of the market that is exhibiting
declining profitability levels. Travelers also has one of the largest asbestos expo-
sures in the industry. While this issue has been dormant in recent years, it is worth
keeping an eye on. Commercial lines have in the last three years shown significant
deterioration in the accident-year loss ratio, reflecting a six-year drop in pricing that
has averaged more than 30% in most lines.

The Travelers Companies, Inc., founded in 1853, is an international property-and-
casualty insurance holding company that underwrites and sells a diverse array of
insurance products to businesses, government agencies, and consumers.
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Introduction

We are initiating coverage of The Travelers Companies with a Market Perform rating and
Core Growth company profile. Travelers should have relatively consistent results compared
with other large commercial insurers as the property-and-casualty market moves toward
the trough of at least an eight-year downcycle. However, exposure from the soft pricing
environment should still result in moderately declining return on equity through 2013. The
company'’s diversified mix of business and focus on frequency-oriented business lines should
translate into more muted downside. We expect the return on equity to decline from 12%
in 2010 to a cyclical low of 9%-10% in 2012 and 2013. In contrast, we expect other com-
mercial insurers to be at 8% or below. We believe Travelers is a relatively better stock, but
we do not believe there are sufficient catalysts to generate material upside over the next 12
months. The valuation at a price of 0.97 times book value appears inexpensive, although
on a cash flow basis, the multiple of 8.6 times is close to its historical median. We would
be more constructive on the stock if the workers’ compensation market turned ahead of the
rest of the commercial market.

Investment Thesis

Diversified Platform Supports Solid Underwriting

Travelers has a relatively diverse portfolio of property-and-casualty—related businesses. The
result is relative stability, with no one sector dominant; the company therefore has exhibited
a degree of insulation from the dramatic swings that have typified the property-and-casualty
industry. No one segment or line constitutes more than 20% of premiums. The company has
a healthy mix of commercial and personal lines business, which inherently provides oppor-
tunity to serve a wide array of potential customers. In addition, given the diversification, the
company has less pressure to chase the market down in any sector. A P&C company that is
sharply defined in one market usually has no choice but to follow trends in that market. For
example, most companies focused on workers’ compensation, good or bad, are suffering
from the prolonged market decline.

A major advantage of this strategy in the current market environment is lower-than-average
exposure to long-tail commercial lines, which are less than one-third of Travelers’ overall
book. Workers’ compensation and general liability, the more traditional mid- and long-tailed
lines, only account for roughly 20% of premiums. We expect the longer-tailed liability lines
to exhibit an increasing level of deterioration in the next several years. On the other hand,
personal insurance, commercial property, and small/midsize accounts represent more than
$12 billion, or 60%, of premiums. These lines should be more stable and in general have
greater visibility of results.

This mix of business, particularly the lack of major long-tailed liability exposure, should allow
Travelers to fare better than average as the results of the eight-year downturn emerge. We
expect return on equity to decline moderately over the next two years, but we expect the
rest of the sector to be at 8% or below.
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Figure 74
The Travelers Companies, Inc.
Line of Business Mix by 2010 Statutory Earned Premium
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Frequency Orientation Drives More-Consistent Results

Travelers is unique for a large company in that it focuses more on frequency-oriented busi-
nesses and less on large market businesses. This means that Travelers writes a larger
number of small to midsize policies that are generally short tailed and have lower limits. The
larger commercial insurers, such as American International Group, ACE Limited, and Zurich,
generally have a significant focus on the large and middle-market segment. In contrast,
Travelers’ large risk segment is only a small part of the overall business mix. The frequency-
oriented segments include personal lines, workers’ compensation, and commercial multiple
peril. And even the specialty lines are more focused on middle-market risks.

There are several advantages to this frequency orientation. The business profile has a
relatively short liability tail for a commercial insurer, which provides a higher level of trans-
parency. Another positive is that predictive modeling is more applicable, as the policies
form a relatively large data set. Travelers has invested significant time and resources in
building technology and databases to segment risks, taking a page from the Progressive
playbook. The combination of having more visibility due to short-tail lines of business and
predictive modeling enables Travelers to better segment risks and price accurately. This
creates a competitive advantage for the company, particularly in the commercial segment,
where mispricing is the norm. The frequency strategy should result in better underwriting
results relative to other commercial property-and-casualty insurers; however, we expect the
seven years of soft pricing to still take its toll. Our forecast assumes that the commercial
lines combined ratio increases from 91.3% in 2010 to 98.1% in 2012.

Table 63
The Travelers Companies, Inc.
Combined Ratio Volatility Comparison

ACE 88.1 87.9 89.6 88.3 90.2 88.8 0.91 1.0% 2

CB 86.2 83.1 89.1 86.2 89.6 86.9 2.34 2.7% 4
CINF 94.3 90.3 100.6 104.5 101.7 98.3 5.20 5.3% 6
CNA 106.0 107.9 109.0 97.4 94.8 103.0 5.79 5.6% 7
HCC 82.9 83.5 85.1 84.0 84.6 84.0 0.78 0.9% 1
TRV 88.1 87.4 91.9 89.2 93.2 90.0 2.23 2.5% S
WRB 88.0 88.1 93.1 94.2 94.5 91.6 2.92 3.2% 5

Sources: Company reports and William Blair & Company, L.L.C.
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As illustrated in table 63, the volatility of Traveler’s five-year combined ratio is low, with a
coefficient of variation of 2.5% compared with a peer average of 3.0%. HCC and ACE had
very low variation in their combined ratios, while CNA and Cincinnati Financial had signifi-
cantly higher combined ratio variation relative to the group. Despite the low relative volatility,
Traveler’'s combined ratio increased 5 points from 88.1% in 2006 to 93.2% in 2010. This is
a trend to be concerned about, should it continue.

Capital Management

Travelers has been one of the most aggressive managers of capital. This means not only
returning material levels of capital to shareholders, but also running the capital base at an
efficient level to produce a strong return on equity. The company has returned an average
of $3.5 billion in share buybacks and an average of $690 million in dividends the last three
years. The combination has produced an average annual cash yield on equity of 15.7%.

The other key element is that managing capital has helped maintain returns in the cycle.
Reductions in share count have helped EPS growth in the last several years, even as pre-
mium growth has been almost nonexistent. A lower capital base has also helped return on
equity remain stable, despite premium leverage declining with the soft cycle. We expect total
share buybacks in the next two years of $5.1 billion (including the $1.1 billion in first quarter
2011), reducing shares by 84.9 million since December 2010. This should help produce a
stable ROE around 9%-10%.

Table 64
The Travelers Companies, Inc.
Three-Year Cash Yield
(dollars in millions)

2008 2009 2010
Dividends 712 690 670
Shares Repurchased 2,122 3,300 5,000
Total Cash Outlay 2,834 3,990 5,670
Net Income 2,917 3,615 3,209
Average Shareholders’ Equity 25,793 26,862 26,628
Cash Yield on Net Income 97.2% 110.4% 176.7%
Cash Yield on Equity 11.0% 14.9% 21.3%

Sources: Company reports

Cash Flow Per Share Should Exhibit Moderate Growth

Our forecast suggests cash flow per share will go from $6.33 in 2010 to $7.47 in 2012. The
key to our forecast is that we expect moderate premium growth, an average of 3% to 4%,
reflecting a continued soft market. Our paid loss assumptions are 72.2% for 2011 (heavily
affected by catastrophes) and 68.1% for 2012. Our estimate assumes that total cash flow
will actually be stable over the next two years at the $3 billion level. However, an expected
17% reduction in the share count from share repurchases should result in growth in cash
flow per share.
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Table 65
The Travelers Companies, Inc.
Cash Flow Summary
(dollars in thousands, except per share data)

Line Item 2009 2010 2011E 2012E

Net Written Premiums 21,336,000 21,635,000 22,305,980 23,050,847
Paid Loss 12,918,000 13,697,000 15,832,723 15,441,145
Paid Losses as % of Earned Premium 60.3% 63.9% 72.2% 68.1%
Underwriting & Other Expense 7,179,000 7,208,000 7,383,968 7,612,641
Interest Expense 382,000 388,000 384,000 384,000
Net Investment Income 2,776,000 3,059,000 3,135,282 3,281,208
Depreciation and Amortization 797,000 812,000 812,000 812,000
Other Revenues 469,000 417,000 413,462 422,816
Taxes 1,089,000 1,090,000 498,330 875,323
Core Operating Cash Flow 3,810,000 3,540,000 2,567,702 3,253,762

Core Operating Cash Flow Per Share $6.70 $7.34 $6.00 $7.88
Total Cash Flow Adjustments 421,000 -486,000 -92,333 -167,467
Total Operating Cash Flow 4,231,000 3,054,000 2,475,369 3,086,296
Total Operating Cash Flow Per Share $7.44 $6.33 $5.79 $7.47
Average Shares Outstanding (thousands) 568,600 482,500 427,875 412,950
Operating ROE 13.4% 11.4% 7.3% 10.4%

Sources: SNL, company reports, and William Blair & Company, L.L.C.

Table 66
The Travelers Companies, Inc.
Statutory Incremental Paid Loss Ratio Projections
Accident 12

Years Months | Months | Months | Months | Months | Months | Months | Months | Months | Months

Prior Year
2001 23.8% 18.5% 12.0% 7.7% 5.6% 3.0% 1.9% 1.3% 0.8% 1.0%
2002 19.1% 12.9% 7.7% 6.1% 4.4% 2.7% 1.7% 1.0%
2003 18.2% 12.9% 7.9% 4.7% 3.7% 2.0% 1.1% 0.7%
2004 17.8% 12.3% 5.9% 4.4% 2.5% 1.6% 0.5% 0.6%
2005 18.4% 13.4% 5.3% 3.6% 2.3% 0.8%
2006 17.3% 9.8% 5.2% 3.6% 1.0%
2007 18.2% 10.4% 5.7% 1.6%
2008 22.9% 12.3% 3.3%
2009 21.6% 12.3% 4.6%
2010 24.0% 13.8% 7.1%
2011 26.0% 14.9%
2012 24.0% 13.8%
2013 27.0%

Sources: SNL and William Blair & Company, L.L.C. estimates
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Valuation Framework

Overall Cash Flow Theory

Cash flow has shown to be a good indicator and is highly correlated to future stock move-
ments. We use price-to-cash-flow (P/CF) as the measure to predict stocks. Our historical
analysis shows that this measure clearly indicates when to buy or sell insurance stocks.
Our methodology is based on back-testing P/CF ratios for 15 years using 10 midsize to
large commercial insurers. The ratio we are focused on is based on average cash flow over
a four-year period including the previous year, current year, and the two years following.

The results show that when the P/CF ratio is greater than one standard deviation below the
median P/CF ratio, the average return for the next year is 25%. When it is more than one
standard deviation above the median P/CF ratio, returns have averaged -5% for the following
year. The number of standard deviations above or below the median is inversely correlated
with the performance of the stock; thus, the correlation is negative. For example, based on
our data set, if a stock was trading at a P/CF valuation lower than the median value, one
would expect the performance level for that stock to be positive. The overall correlation
for the index is -0.49, which indicates a fairly strong negative relationship between the two
variables we are examining.

Figure 75
10 Commercial Property and Casualty Insurers
Dispersion in Price-to-Cash-Flow Versus One-Year Performance
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Source: William Blair & Company, L.L.C. estimates

Cash flow valuations have proved particularly useful in cycle turns. In contrast, earnings and
return on equity measures tend to be lagging indicators of performance. Figure 76 shows
that P/CF valuation signaled a strong buying opportunity going into 2003 and that investors
should sell in 2006. In contrast, price-to-book timing was too early on both entry and exit
points. Returns using P/CF entry and exit points were almost double that of market-to-book
entry and exit points.
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Figure 76
10 Commercial Property and Casualty Insurers
Cumulative Stock Performance During Previous Cycle Turn (2000-2009)
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Source: William Blair & Company, L.L.C. estimates

Figure 77
10 Commercial Property and Casualty Insurers
Cumulative Performance During Last Market Cycle by Trading Strategy
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Travelers is the most attractively valued among the group, although we believe upside will
be limited in the near term. The stock is the only one with a P/CF under its five-year me-
dian. Travelers’ P/CF multiple of 8.6 times is 10% above its 5-year median of 7.8 times. In
comparison, the other three stocks are trading at an average of 35% above their respective
five-year medians. This better-than-average valuation is mainly attributable to our expecta-
tion that Travelers’ cash flow per share will actually increase moderately over the next two
to three years. In contrast, several of the competitors will likely experience declining cash
flow per share. However, given that the stock is trading close to its median P/CF, we believe
upside is limited. Historically, property-and-casualty stocks have limited upside when they
are trading close to their median. Typically, the valuation needs to move below 0.5 standard
deviations before the potential for positive returns materially improves.
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Table 67
The Travelers Companies, Inc.
Cash Flow Valuation Comparison

Cash Flow Valuation Earnings Valuation Book Valuation
2006- Number of Std. Current

Current  Cash Flow Per Cash Flow Per Priceto Cash 2010 Current Valuation Deviations from 10 Year EPS EPS Current Price To
Company Ticker Rating  Price Share 2011 Share 2012 Flow" Median vs. 5 Year Median Median 2012E PE 2011 PE 2012 Book Value Book

The Chubb Corporation . .
HCC Insurance HCC U $31.50 $3.25 $3.23 9.2x 5.7x 60% 2.6 $2.66 $2.78 11.8x 11.3x $28.99 1.1x 9%
RLI Corp. RLI M $61.92 $6.64 $5.70 10.6x 9.1x 16% 15 $4.19 $4.40 14.8x 14.1x $38.52 1.6x 11%
The Travelers Companies” TRV, M $58.38 $5.79 $7.47 8.6x 7.8x 10% 0.5 $4.25 $6.10 13.7x 9.6x $59.91 1.0x 10%
Average 9.4x 7.5x 29% 15 13.0x 11.7x 1.2x 10%
Median 9.3x 7.5x 23% 1.5 12.8x 11.6x 1.1x 10%

Note™: Price to Cash Flow Based off Current Price Divided by 4 year cash flow: t=-1,0,1,2
Note?: Travelers data only goes back through 2002
Source: William Blair & L.L.C. estimates.
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Travelers has more of a limited trading history given that the company has been in its cur-
rent form for less than a decade. The graph shows that the company had a very attractive
P/CF in 2003 (2 times) and 2004 (4 times). The two-year average annual return was 71%
for 2003-2004. However, returns were substantially less impressive from 2006 to 2010 as
the average P/CF mainly stayed above 7 times.

Figure 78
The Travelers Companies, Inc.
Price-to-Cash-Flow Historical Valuation Levels
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Travelers—uwith a current price-to-book ratio of 1 times—is trading below its median level of
1.3 times and at a modest discount to peers. We believe the company has a better chance
for more stable returns going forward. However, ROE will still likely show moderate erosion
through 2013, going to 9%. Based on this scenario, we believe the price-to-book will likely
stay at relatively depressed levels.

Figure 79

The Travelers Companies, Inc.
Historical Price-to-Book Valuation Levels Versus Peers
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Figure 80
The Travelers Companies, Inc.
Historical Stock Price
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Travelers stock has had only modest returns in the last several years and had moderately
underperformed peers. The stock is up less than 10% from its peak in late 2007 to 2008.
On a relative basis compared with other peers, we believe performance could improve.
However, as already discussed, there should be little in the way of positive momentum in

the near future.

Key Factors/Risks to Watch

Commercial Insurance Rates

On average, commercial insurance rates (i.e., prices) have been more stable recently, but
are still declining. Given the broad nature of Travelers’ portfolio, the company has exposure
to most lines of business. According to the Council of Insurance Agents & Brokers (CIAB),
rates were down -10.4% in 2008, but down only -4.9% in 2010.

Figure 81
CIAB Pricing Survey
Commercial Insurance Rate Change
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We expect rates to continue to decline in 2011 and 2012. Based on our cash flow benchmark
series study, we believe that the pricing cycle could turn in 2013 or 2014. The study shows
that cash flow is declining across the sector, which is a precursor of a better pricing environ-
ment. Once our cash index declines below 10%, this suggests that pricing will increase in
12 to 18 months. The index recently dipped below the 15% level.

Figure 82
The Travelers Companies, Inc.
Cash Flow Index 4Q2006-1Q2011
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Sources: SNL and William Blair & Company, L.L.C.

Workers’ Compensation

Travelers is one of the largest competitors in the workers’ compensation line, an area of
the market that is exhibiting declining profitability levels. The company is the third-largest
provider of workers’ compensation insurance in the market, with $2.6 billion of net written
premiums (up from $2.1 billion in 2006). Travelers has a 7% share of the workers’ compen-
sation market in the United States.

Workers’ compensation loss ratios are rising on an industrywide basis. The market is at the
tail end of the favorable point in its underwriting cycle. Workers’ compensation, similar to
other commercial lines, had been highly unprofitable at the end of the last soft cycle. Sub-
sequently, pricing increased and many competitors exited or at least reduced their activity
in the market. These actions, combined with a number of legislative bills that helped limit
claim levels, resulted in high levels of profitability starting in 2004.

Given the lag in results, as workers’ compensation is a long-tailed line, insurers are still expe-
riencing the benefits, but these are eroding. Accident-year loss ratios have been increasing.
Pricing has been going down in most segments, with some reductions more aggressive than
others, particularly in California and Florida. This was masked to some degree by benign
loss activity, as claim frequency has been favorable in the last several years, but the effect
of lower pricing is beginning to set in. In addition, claim activity has picked up as workers
are less afraid to file, healthcare costs are rising, and a number of the California legislative
improvements are being negated by court decisions.
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Table 68
The Travelers Companies, Inc.
Workers’ Compensation Accident-Year Incurred Loss Ratios

Travelers
Accident
Year Months | Months | Months | Months | Months | Months | Months | Months | Months
2001 95.7% 94.2% 95.8% 95.9% 95.3% 98.9% 99.9% | 103.2% | 103.5% | 101.2%
2002 81.6% 77.1% 81.6% 84.4% 85.6% 88.6% 87.7% 88.1% 86.2%
2003 79.1% 70.7% 72.5% 73.5% 76.2% 77.7% 76.6% 75.0%
2004 84.1% 77.4% 70.4% 67.9% 67.1% 65.8% 64.1%
2005 79.0% 72.8% 69.1% 65.4% 64.4% 62.9%
2006 81.1% 73.9% 68.3% 67.7% 65.5%
2007 73.6% 72.0% 71.4% 69.5%
2008 75.8% 76.7% 76.6%
2009 75.5% 74.4%
2010 77.9%

Insurance Industry

Accident 120
Year Months | Months | Months | Months | Months | Months | Months | Months | Months | Months
2001 74.7% 76.9% 78.0% 78.9% 82.0% 82.8% 84.1% 84.7% 85.8% 86.8%
2002 68.5% 68.9% 69.6% 70.6% 71.2% 71.5% 71.7% 72.2% 72.6%

2003 71.2% 67.1% 65.8% 66.1% 66.0% 66.4% 66.3% 66.3%

2004 69.5% 64.6% 62.3% 60.2% 59.6% 59.2% 58.9%

2005 67.5% 63.0% 59.2% 57.8% 57.1% 56.6%

2006 67.5% 63.5% 61.9% 60.7% 60.2%

2007 69.2% 67.9% 66.9% 66.7%

2008 70.6% 71.3% 71.9%

2009 73.4% 73.8%

2010 76.6%

Sources: SNL and Schedule P

Asbestos Reserves

Travelers has one of the largest asbestos exposures in the industry. While this issue has
been dormant in recent years, it is worth keeping an eye on. The company has total reserves
of $2.5 billion. It is a challenge to gauge progress in this area, but the fact that net losses
paid have come down from $658 million in 2008 to $350 million in 2010 signifies that it is not
getting worse and the company has potentially worked through some of the larger cases.

Table 69
The Travelers Companies, Inc.
Asbestos Reserves
(dollars in millions)

Number of Policyholders Total Net Paid Net Asbestos Reserves
2010 2009 2008 2010 2009 2008 2010 2009 2008
Policyholders with settlement agreements 17 18 23| 112 139 389 583 621 749
Home office and field office 1,705 1,697 1651 209 176 217 1,778 1,956 1,983
Assumed reinsurance and other 0 0 29 26 52 187 181 182
Total 1,722 1,715 1,674] 350 341 658] 2,548 2,758 2,914

Source: Company reports
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Table 70
The Travelers Companies, Inc.
Asbestos and Environmental Loss and LAE Unfavorable Prior-Year Development by Accident Year
(dollars in millions)

Asbestos 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009
Gross 5953 5,680 2,020 1,995 1,547 713 516 517 447 262
Net 4,493 4,311 1,366 1,342 1,382 551 395 395 325 140

Environmental 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009
Gross 940 887 733 674 522 505 397 215 130 45
Net 893 851 701 642 525 495 375 190 105 35

Source: Company reports

Environmental exposure is much smaller than asbestos, with only $350 million of reserves,
and similar to asbestos claim activity, it has been receding in recent years. Table 70 shows
the cumulative prior-year unfavorable development by accident year for ashestos and en-
vironmental reserves by accident year. This tables illustrates the danger that asbestos and
environmental liabilities represent, as reserves have been deficient for every accident year.

Loss Deterioration

Although premiums are split 65% from commercial and 35% from personal lines, commer-
cial lines account for 89% of reserves. The commercial segment has shown a significant
deterioration in accident-year loss ratios in last three years, reflecting a six-year drop in
pricing that has averaged more than 30% in most lines. Lines with particular declines in-
clude workers’ compensation, directors’ and officers’ (D&O), and commercial multiple peril.
Travelers’ overall accident-year loss ratios have been similarly affected, with loss ratios
excluding catastrophes increasing from 58.4% in 2007 to 61.6% in 2010. Including property
catastrophe losses, the 2010 accident-year loss ratio is 66.8%.

We expect further deterioration. Pricing is more stable in 2011 than in 2010, but is still nega-
tive in most lines. International property treaty will likely be the exception. Claim activity,
which was benign with the recession, appears to picking up. This means that 2009 and 2010
accident-year loss ratios could be understated on an industrywide basis. Overall, we forecast
accident-year loss ratio excluding catastrophes will increase from 61.6% in 2010 to 63.6% in
2012 to reflect continued market underpricing and the potential for increased claim activity.

Table 71
The Travelers Companies, Inc.
Loss, Expense, and Combined Ratio Summary

Loss and LAE Ratio

Underwriting Expense Ratio

GAAP Combined Ratio

Net Favorable Prior-Year Reserve Development
Catastrophes Net of Reinsurance

Accident-Year Loss Ratio Excluding Catastrophe

Sources: Company reports
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Financial Projections

Table 72
The Travelers Companies, Inc.
Financial Summary
(dollars in millions)

2010A 2011E 2012E
Premiums 21,432 21,917 22,668
Net investment income 3,059 3,135 3,281
Total revenues 24,848 25,466 26,372
Operating income before income taxes 4,035 2,261 3,330
Income tax expense 999 443 811
% tax rate 24.8% 19.6% 24.3%
Operating income 3,036 1,818 2,520
Operating Income per share 6.26 4.25 6.10
% growth -0.5% -32.1% 43.6%
Diluted weighted average shares outstanding 482.5 427.9 413.0
Operating ROE 11.4% 7.3% 10.4%
Book value per share at period end 58.5 59.3 58.7
Loss and LAE ratio 61.0% 69.5% 65.5%
Underwriting expense ratio 32.2% 32.5% 32.5%
GAAP combined ratio 93.2% 102.0% 98.0%
Net favorable prior year reserve development -5.8% -4.3% -2.1%
Catastrophes net of reinsurance 5.2% 11.0% 4.1%
Accident-year loss ratio excluding catastrophe 61.6% 62.9% 63.6%

Sources: Company reports and William Blair & Company, L.L.C. estimates

Summary

We forecast earnings per share to stay relatively flat over the next two years, with expected
2012 EPS of $6.10 compared with $6.26 in 2010. Share buybacks should help compen-
sate for the expected deterioration in core earnings. Our forecast assumes that operating
income declines from $3.0 billion in 2010 to an expected $2.5 billion in 2012. However, our
estimates assume that diluted shares are reduced from 482 million to 413 million, as the
lack of growth opportunities should translate into a high rate of share buybacks. We estimate
return on equity to be between 9% and 10% and book value per to stay flat in the $58-$59
range over the next two years.

Upside/Downside Potential

Aturn in the pricing cycle would be the biggest source of upside compared with our estimates.
Our estimates assume continued pressure on pricing, as there have been no convincing
signs of a turn, and we model 2013 to be a more likely time for the beginning of a hard
cycle. From a downside perspective, the biggest risks to earnings are further increases in
the loss ratio, particularly in the casualty segment, and an even more-exaggerated decline
in reserve development during 2011 or 2012. Our current forecast assumes that reserve
development will stay favorable through 2012 and be relatively flat in 2013. Each point of
negative development would reduce earnings per share by roughly $0.40.

Key Earnings Factors

Premium growth. We expect gross premiums written to increase by an average of 3% over
the next three years. The personal lines and business insurance segment will likely experience
moderate levels of growth, but should continue to be restrained by relatively soft markets. The
financial, professional, and international lines will be helped in the near term by the recent JIMalu-
celli acquisition, but are likely to remain slow as professional markets are relatively depressed.
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Investment income. We forecast that investment income will grow slowly through 2012,
as continued pressure on yields and a slow-to-recover economy continue to hurt growth in
the portfolio. If interest rates begin to increase in 2012, there could be additional upside in
investment income.

Loss ratio. We forecast that the accident-year loss ratios will continue to increase moder-
ately as the soft market pressures underwriting margins. Our forecast has the accident-year
loss ratio (excluding catastrophes) gradually increasing from 61.6% in 2010 to 63.6% in
2012. Calendar-year loss ratios are projected to grow even faster, due to declining levels of
reserve development. We project reserve development to decline from 6 points favorable
in 2010 to 2 points favorable in 2012, due to heavier losses in the underwriting accident
years between 2007 and 2010.

Expense ratio. We believe the expense ratio may have some modest upward bias in the
near term because of pressure to be competitive on agent/broker commissions and the
potential for higher reinsurance costs. Our forecast has the expense ratio increasing by 30
basis points to 32.5% in 2012.

Balance Sheet

We expect Travelers to continue to underwrite on a well-capitalized basis. Net premiums
written to GAAP equity should stay in the 0.85 to 0.91 times range over the next two years,
which is very conservative, but admirable in the current market environment. The company
is slightly more leveraged on gross basis, with an expected gross premium to GAAP equity
of 0.91-0.95 times. We believe these are acceptable ranges given the current market en-
vironment, but expect them to pick up as we begin to see a turn in the cycle over the next
few years.

Travelers’ investment portfolio contains high-quality fixed-income securities, equity invest-
ments, and short-term investments, and is somewhat aggressively positioned compared
with its peers. Based on the current market conditions and future expectations, we estimate
the yield on investments to remain around 5% for the near term.

Figure 83
The Travelers Companies, Inc.
Investment Detail
(dollars in thousands)

U.S. Government
and Agency Bonds,
$2,194,000

Other Government

Corporate Debt, Bonds, $2,049,000

$14,676,000

Corporate Equity, ____|
$583,000

Mortgage and
Other Asset-backed
Bonds, $4,409,000

State and Municipal
Bonds,
$38,948,000

Source: SNL
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Corporate Profile

The Travelers Companies, Inc., founded in 1853, is an international property-and-casualty
insurance holding company that underwrites and sells a diverse array of insurance products
to businesses, government agencies, and consumers. The Travelers Companies became
the entity it is today through the merger of St. Paul and Travelers Companies in 2004.

Travelers has offices in North America and Europe and is recognized as the sixth-largest U.S.
P&C insurance group by A.M. Best. The company, with 2010 written premiums of $23.3 billion
and net income of $3.2 billion, displays results across three underwriting business segments:
business insurance; financial, professional, and international (FPI) insurance; and personal
insurance. Travelers is one of the highest rated P&C firms in the United States, with an AA
rating from S&P and an A+ rating from A.M. Best.

Travelers writes a multitude of different insurance products across many different insurance
lines. The major types of insurance offered by statutory line are private auto (which accounts
for 20% of total net written premiums), homeowners’ (16%), commercial multiperil (14%),
other liability (13%), workers’ compensation (13%), commercial auto (7%), fire and allied
lines (6%), fidelity/surety (5%), marine lines (4%), and all other lines (1%).

Figure 84
The Travelers Companies, Inc.
Net Written Premium Distribution by Line of Business

Marine Lines, 4.4% Other, 1.1%

Fidelity/Surety,
4.9%

Fire and Allied Lines
Combined, 5.5%

Private Auto, 20.5%

Commercial Auto,
7.4%

' Home/Farmowners’
Workers e
Compensation, Multiperil, 16.3%
12.7%
Other Liability, Commercial
13.3% Multiperil, 13.8%
Source: SNL

Travelers separates its operating results into three distinct segments. For 2010, the busi-
ness insurance segment constituted 51% of total written premiums, the personal insurance
segment was 34% of written premiums, and the FPI segment was 15% of total written
premiums. Only 6% of net written premiums were written abroad; the remaining 94% were
written domestically.

Adam Klauber 312.364.8232 -120 -



WILLIAM BLAIR & COMPANY, L.L.C.

Figure 85
The Travelers Companies, Inc.
2010 Net Written Premium by Business Segment
(dollars in billions)

m Personal Insurance

$7.6, 35%

® Financial, Professional, and

0,
$10.8, 50% International Insurance

Business Insurance

Sources: Company reports

Figure 86
The Travelers Companies, Inc.
Direct Written Premiums by Geography

International,

5.6% / California, 9.7%

New York, 9.7%
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Sources: Company reports

Structurally, Travelers writes insurance policies on a direct basis through multiple insurance
companies and underwriting agencies across the United States and internationally.

Travelers also ceded roughly 5% of its business in 2010 to reinsurers to diversify risk and
limit its maximum loss from catastrophic events.
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Business Insurance

Table 73
The Travelers Companies, Inc.
Business Insurance LOB Net Written Premium Mix
(dollars in millions)

2008 2009 2010
Commercial multiperil 2,938 22983 2,995
% change -4.2% -0.2% 2.1%
Workers' compensation 2,452 2,486 2,586
% change 8.2% 1.4% 4.0%
Commercial automobile 1,952 1,927 1,910
% change -2.9% -1.3% -0.9%
Property 1,860 1,727 1,641
% change -6.5% -7.2% -5.0%
General liability 2,011 1,829 1,726
% change 3.5% -9.1% -5.6%
Other 7 0 -1
Total 11,220 10,902 10,857
% change -0.9% -2.8% -0.4%
Sources: Company reports
Table 74

The Travelers Companies, Inc.
Business Insurance Net Written Premiums

Select Accounts 2,718 25.0%
Commercial Accounts 2,576 23.7%
National Accounts 806 7.4%
Industry-Focused Underwriting 2,299 21.2%
Target Risk Underwriting 1,573 14.5%
Specialized Distribution 872 8.0%
Business Insurance Other 13 0.1%
Total Business Insurance 10,857 100%

Sources: Company reports

The business insurance segment offers a broad array of P&C products and services to
businesses of all sizes across the United States. Travelers splits its business insurance
segment into five underwriting and marketing groups; three are organized around the size
of the accounts, and the other two are focused on niche product lines or industries. The
main lines of business the segment deals with are workers’ compensation, commercial
automobile, property, commercial liability, and commercial multi-peril. The products are
distributed through a vast network of independent agencies and brokers, which typically
sell Travelers’ personal insurance products as well. The business insurance segment has
developed its own proprietary pricing and underwriting system that has established a strong
record of success.

The select accounts group generally sells packaged P&C coverage to small businesses (typi-
cally fewer than 50 employees) through an extensive broker and independent agent network.
The business has recently expanded product offerings for brokers and agents, and relies
on a technology platform for efficiently quoting and issuing business. Commercial accounts
are geared toward more midsize accounts, but the platform has recently been expanded to
be able to service these clients’ insurance needs on a global basis. The division is focused
on developing even more specialized tools and expertise for specific industries, as well as
expanding into new lines of coverage to offer a more comprehensive product base. National
accounts representatives go after large corporations with highly customizable offerings and
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services. The business unit has been focused on adding capabilities to its platform, like
metric tracking, alternative risk transfer offerings, and claims administration, to help clients
manage and monitor their risk levels.

The target risk and industry-focused underwriting units are designed to deal with niche
areas and provide more expertise with specific industries. The target risk group delivers
specialized commercial coverage for large property, inland marine, ocean marine, equip-
ment breakdown, and excess casualty. Industry-focused underwriting professionals cater to
complex industries like energy, technology, agriculture, and construction, as well as public
sector clients.

The business insurance segment generated total revenues for 2010 of $13.2 billion compared
with $13.2 billion for 2009, which was an improvement following the 2% decline in 2009 and
7% decline in 2008. A 13% increase in investment income in 2010 offset a 2% decline in
net earned premiums to get revenue to a flat result. The accident-year loss ratio excluding
catastrophes has increased from 59.7% in 2007 to 63.4% in 2010. The overall combined
ratio is also the highest in four years, at 91.3%, compared with a prior three-year average
of 88%. This is the result of continued soft pricing in the commercial lines market, which is
putting pressure on Travelers and its competitors. The 91.3% combined ratio is a good result
taking the current environment into consideration, and is superior to many of its competitors.

We project a net combined ratio of 98.9% for 2011, which is affected by 7.8 points of ca-
tastrophe losses and 5.5 points of favorable reserve development. We expect an accident-
year loss ratio excluding catastrophes of 64.3% for 2011 compared with 63.4% for 2010.
These projections result in an operating income before taxes of $2.3 billion compared with
$3.1 billion for 2010. Excluding catastrophes from both years, the net combined ratio we
project will be 3.9% higher in 2011 than 2010.

Table 75
The Travelers Companies, Inc.
Business Insurance Summary
(dollars in millions)

Net written premiums 11,318 11,220 10,902 10,857 11,418 11,820

% change 2.5% -0.9% -2.8% -0.4% 5.2% 3.5%
Net earned premiums 11,283 11,180 10,968 10,766 11,177 11,639

% change 3.7% -0.9% -1.9% -1.8% 3.8% 4.1%
Net investment income 2,708 1,917 1,902 2,156 2,246 2,392

% change 6.7% -29.2% -0.8% 13.4% 4.2% 6.5%
Total revenues 14,523 13,517 13,218 13,235 13,732 14,343

% change 3.4% -6.9% -2.2% 0.1% 3.8% 4.5%
Claims and claim adjustment expenses 6,673 6,608 6,037 6,504 7,598 7,797
Amortization of deferred acquisition costs 1,742 1,818 1,775 1,749 1,827 1,905
General and administrative expenses 2,028 2,079 1,966 1,904 1,971 2,064
Total claims and expenses 10,444 10,506 9,778 10,157 11,396 11,767
Operating income before taxes 4,079 3,011 3,440 3,078 2,336 2,577

% change 15.2% -26.2% 14.2% -10.5% -24.1% 10.3%
Loss and LAE 57.1% 57.7% 53.9% 59.1% 66.5% 65.6%
Underwriting expense ratio 30.7% 32.5% 32.2% 32.2% 32.4% 32.5%
Combined ratio 87.8% 90.2% 86.1% 91.3% 98.9% 98.1%
Impact of catastrophes 0.0% 6.3% 1.6% 4.1% 7.8% 3.0%
Impact of prior-year reserve development -2.6% -10.0% -9.3% -8.4% -5.5% -2.6%
Accident-year loss ratio excl. catastrophes 59.7% 61.3% 61.6% 63.4% 64.3% 65.3%

Sources: Company reports
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Financial, Professional, and International Insurance

Figure 87
The Travelers Companies, Inc.
Financial, Professional, and International Insurance Business Mix
Net Written Premium Distribution by Product Line
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Sources: Company reports

The FPI segment services three distinct client groups. The professional business unit offers
management and professional liability for corporations and specific professions including
lawyers, real estate agents, and architects. The financial group offers typical P&C products
solely to financial institutions and houses the bond and surety business for construction and
other general commercial enterprises. The international business offers P&C and liability
coverage to companies in the United Kingdom, Canada, Ireland, and other countries around
the globe through its operations at Lloyd’s.

The FPI segment has seen net earned premiums decline by 0.5% in 2010 compared with
a decrease of 2.8% for 2009 and a 1.3% increase for 2008. The accident-year loss ratio
excluding catastrophes has remained steady the last three years, as has the overall com-
bined ratio. The 2010 combined ratio was supported by 7.8 points of favorable prior-year
development. Of the product lines, the general liability business shrunk the most (6%) in
2010, while the FPI segment excluding general liability shrunk 1%. The general liability lines
of business have seen the greatest across-the-board price decreases, so this should be
somewhat expected. For now, this has not affected the combined ratio, but it is possible that
favorable prior-year development for new calendar years will be less than historical levels.

We expect this segment to deteriorate due to the rate softness in the professional liability
market. Our projections have a combined ratio of 90.2% for 2011, 98.2% for 2012 and 104.8%
for 2013. In the past 3 years this line has been supported by an average prior year favorable
development of 7%. This should decline going forward and our projections incorporate a
6.7% favorable development for 2011, 1.4% favorable for 2012 and 3% adverse for 2013.
Pretax operating income is projected to decline from $865 million in 2010, to $732 million
in 2011, and to $467 million in 2012.
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Table 76
The Travelers Companies, Inc.
Financial, Professional, and International Insurance Segment Summary
(dollars in millions)

2007 2008 2009 2010 2011E 2012E
Net written premiums 3,465| 3,468| 3,285| 3,211 3,030| 3,019
% change 2.1% 0.1% -5.3% -2.3% -5.6% -0.4%
Net earned premiums 3,384| 3,429| 3,333| 3,317|] 3,080 3,007
% change 1.9% 1.3% -2.8% -0.5% -7.2% -2.4%
Net investment income 494 454 452 439 419 400
% change 15.2% -8.1% -0.4% -2.9% -4.5% -4.5%
Total revenues 3,907| 3,907| 3,812| 3,785| 3,531| 3,444
% change 3.5% 0.0% -2.4% -0.7% -6.7% -2.5%
Claims and claim adjustment expenses 1,737 1,769| 1,747 1,700 1,636 1,845
Amortization of deferred acquisition costs 654 652 622 612 574 566
General and administrative expenses 590 581 579 608 587 566
Total claims and expenses 2,981 3,004 2,948 2,920 2,798 2,977
Operating income before federal income taxes 926 903 864 865 732 467
Loss and LAE 50.8%| 51.2%| 52.1%| 50.9%| 52.7%| 61.0%
Underwriting expense ratio 36.8%| 36.0%| 36.0%| 36.8%| 37.4%| 37.3%
Combined ratio 87.6%| 87.2%| 88.1%| 87.7%| 90.2%| 98.2%
Impact of catastrophes on combined ratio 0.0%| 2.5%| 0.1%| 25%| 0.6%| 0.6%
Impact of prior-year reserve development on combined ratio -2.7%| -8.0%| -5.1%| -7.8%| -6.7%| -1.4%
Accident-year loss ratio excluding catastrophes 53.5%]| 56.7%| 57.1%| 56.3%| 58.9%| 61.8%

Sources: Company reports

Personal Insurance

Table 77
The Travelers Companies, Inc.
Personal Insurance Net Written Premium
(dollars in millions)

2010 % of total

Automobile 3,772 49.8%
Homeowners’ and Other 3,795 50.2%
Total Personal Insurance 7,567 100.0%

Source: Company reports

The personal insurance segment offers a broad array of products to consumers through
multiple distribution channels. Insurance lines offered include automobile, homeowners’,
umbrella, tenant, flood, valuable items, boat and yacht, and many other specialty lines.
Because of the variety of distribution channels, Travelers has devoted a lot of effort over
the past several years to improving its efficiency in this area. It has developed a new quot-
ing system to facilitate the quoting and issuing of new insurance policies for independent
agencies, as well as building out its direct-to-consumer offerings to make them more user-
friendly and simplify the insurance shopping process.

The two largest lines of insurance in the personal segment are automobile and homeowners’.
Auto insurance tends to be driven by changes in claim frequency, which generally correlates
with changes in overall economic conditions, and by inflation through costs like repairs,
medical care, and litigation charges. The homeowners’ business is driven by similar factors,
but with the added factor of catastrophe damages associated with natural disasters, which
makes assessing potential losses more difficult and makes claims far more concentrated
in specific periods. Both of these coverages, particularly the rates charged, are subject to
intense scrutiny at the state-regulatory level, which makes it more difficult to be responsive
to changes in the environment that necessitate rate changes. Both of these lines also tend to
be very competitive on price, due to the commoditized nature of many companies’ offerings.
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The personal insurance segment has seen its combined ratio rise in the last three years,
with an average of 96.6%, compared with a 2005-2007 average of 86.3%. This is a result of
increasing accident-year excluding catastrophe loss ratios coupled with declining favorable
prior-year development. Catastrophe ratios on average have been 2.4 points worse than
in the 2005-2007 period. Operating pretax income has dipped from $1.65 billion in 2006 to
$574 million for 2010. The second quarter of 2011 will be a particularly tough quarter for
the personal lines segment, due to an estimated $1.15 billion in catastrophe losses. This
pulls down our estimate for 2011 pretax operating earnings to -$406 million, although we
project a rebound in 2012, to $671 million. We expect the accident-year loss ratio excluding
catastrophes to increase to 62.4% in 2011, but then to stay relatively stable through 2013.

Table 78
The Travelers Companies, Inc.
Personal Insurance Summary
(dollars in millions)
00 008 009 010 0 |

Net written premiums 6,835| 6,995 7,149 7,567| 7,857 8,211

% change 1.8%| 2.3%| 22%| 58%| 38%| 45%
Net earned premiums 6,803| 6,970( 7,117 7,349| 7,660( 8,023

% change 3.7%| 25%| 2.1%| 33%| 42%| 4.7%
Net investment income 559 421 422 464 470 489

% change 2.0%| -24.7%| 0.2%| 10.0%| 1.4%| 4.0%
Total revenues 7,452| 7,465 7,623| 7,888| 8,204 8,585

% change 3.4% 0.2% 2.1% 3.5% 4.0% 4.7%
Claims and claim adjustment expenses 3,987| 4,616 4,624 5,006 6,177 5,373
Amortization of deferred acquisition costs 1,310 1,410 1,416] 1,441| 1,461| 1,525
General and administrative expenses 699 829 784 867 971] 1,017
Total claims and expenses 5,996| 6,855 6,824 7,314| 8,610 7,914
Operating income before federal income taxes 1,456 611 799 574 -406 671
Loss and LAE 58.6%( 66.2%| 65.0%| 68.1%| 80.6%| 67.0%
Underwriting expense ratio 28.2%]| 30.8%| 29.6%| 30.2%| 30.7%| 30.6%
Combined ratio 86.8%| 97.0%| 94.6%| 98.3%]|111.3%| 97.6%
Impact of catastrophes on combined ratio 2.4%| 8.9%| 3.9%| 8.1%| 19.9%| 6.9%
Impact of prior-year reserve development on combined ratio -2.2%| -2.1%| -1.9%| -1.2%| -1.7%| -1.7%
Accident-year loss ratio excl. catastrophes 58.5%| 59.4%| 63.0%| 61.2%| 62.4%]| 61.8%
Sources: Company reports

Table 79
The Travelers Companies, Inc.
Personal Insurance Segment Split

|Agency Automobile 00 006 00 008 009 010
Gross Written Premium 3,526 3,731 3,673 3,680 3,610 3,720
Net Written Premium 3,477 SEoilv 3,579 3,651 3,586 3,698

% change 1.2% 1.8% 2.0% -1.8% 3.1%
Net Earned Premium 3,428 3,672 3,692 3,705 3,661 3,629
Loss and LAE Ratio 62.3% 64.2% 65.3% 70.5% 71.9% 70.3%
Underwriting Expense Ratio 23.8% 26.2% 26.1% 27.5% 26.8% 26.7%
Combined Ratio 86.1% 90.4% 91.4% 98.0% 98.7% 97.0%
Catastrophe Losses 0.5% 0.1% 0.1% 0.5% 0.7% 0.8%
Agency Homeowners’ and Other 00 006 00 008 009 010
Gross Written Premium 2,948 3,280 3,471 3,680 3,610 4,060
Net Written Premium 2,751 3,007 3,207 3,651 3,586 3,772

% change 9.3% 6.7% 13.8% -1.8% 5.2%
Net Earned Premium 2,600 2,891 3,111 3,705 3,661 3,639
Loss and LAE Ratio 62.1% 42.9% 50.7% 61.4% 57.3% 65.5%
Underwriting Expense Ratio 30.9% 31.0% 30.7% 33.3% 29.5% 29.6%
Combined Ratio 93.0% 73.9% 81.4% 94.7% 86.8% 95.1%
Catastrophe Losses 22.1% 3.5% 5.1% 18.4% 7.4% 15.5%
Sources: Company reports
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Table 80
The Travelers Companies, Inc.
Earnings Model
(dollars in thousands except per share data)

Revenues
Premiums

% change
Net investment income
Fee income
Other revenues

Total revenues
% change

Claims and expenses
Claims and claim adjustment expense

Loss and LAE ratio

Underwriting expense ratio

Combined ratio
Amortization of deferred acquisition costs
General and administrative expenses
Interest expense

Total claims and expenses

Operating income before income taxes
Income tax expense

% tax rate
Operating income

% growth

Operating income per share
% growth

Net realized investment gains after tax
Discontinued operations

Net income
Net income per share

Basic weighted average shares outstanding (millions)
Diluted weighted average shares outstanding (millions)
Common shares outstanding at period end

Operating ROE

Common stock dividends declared

Book value per share at period end

Loss and LAE ratio

Underwriting expense ratio

GAAP combined ratio

Net favorable prior year reserve development
Catastrophes net of reinsurance
Accident-year loss ratio excluding catastrophe

2005 2006 2007 2008 2009 2010 1Q'11 2Q'11E 3QM1E 4Q"1E 2011E 2012E 2013E
20,341 20,760 21,470 21,579 21,418 21,432 5,371 5,473 5,515 5,558 21,917 22,668 23,479
2.1% 3.4% 0.5% -0.7% 0.1% 2.7% 2.5% 1.7% 2.2% 2.3% 3.4% 3.6%
3,165 3,517 3,761 2,792 2,776 3,059 779 787 783 786 cHilels) 3,281 3,467
664 591 508 390 306 287 74 71 60 62 267 250 234
178 211 124 131 163 70 34 37 41 35 147 173 210
24,348 25,079 25,863 24,892 24,663 24,848 6,258 6,368 6,399 6,440 25,466 26,372 27,391
3.0% 3.1% -3.8% -0.9% 0.8% 2.7% 2.5% 2.3% 2.4% 2.5% 3.6% 3.9%
14,927 12,244 12,397 12,993 12,408 13,210 3,382 4,801 3,669 3,560 15,411 15,015 16,450
71.9% 57.5% 56.6% 59.4% 57.3% 61.0% 62.1% 86.9% 65.7% 63.3% 69.5% 65.5% 69.3%
29.4% 30.6% 30.8% 32.5% 31.9% 32.2% 32.6% 32.0% 32.6% 32.7% 32.5% 32.5% 32.0%
101.3% 88.1% 87.4% 91.9% 89.2% 93.2% 94.7% 118.9% 98.3% 96.0% 102.0% 98.0% 101.3%
3,252 3,339 3,706 3,880 3,813 3,802 948 951 975 989 3,863 3,996 4,080
3,229 3,458 3,352 3,518 3,366 3,406 883 870 894 898 3,545 3,647 BN7A'3]
286 324 346 370 382 388 96 96 96 96 384 384 384
21,694 19,372 19,808 20,768 19,976 20,813 5,311 6,718 5,633 5,543 23,203 23,042 24,627
2,654 5,714 6,062 4,124 4,687 4,035 947 -349 766 897 2,261 3,330 2,764
628 1,514 1,562 936 1,094 890 123 -85 187 218 443 811 673
23.7% 26.5% 25.8% 22.7% 23.3% 24.8% 13.0% 24.3% 24.3% 24.3% 19.6% 24.3% 24.3%
2,026 4,200 4,500 3,188 3,593 3,036 824 -264 580 679 1,818 2,520 2,091
107.3% 7.1% -29.2% 12.7% -15.5% 31.0%  -138.4% -32.3% -21.3% -40.1% 38.6% -17.0%
2.90 5.90 6.71 5.26 6.29 6.26 1.89 -0.61 1.36 1.62 4.25 6.10 5.19
103.4% 13.7% -21.6% 19.6% -0.5% 54.9%  -144.0% -25.0% -14.1% -32.1% 43.6% -15.0%
35 8 101 -271 22 173 13 30 30 30 103 120 120
-439
1,622 4,208 4,601 2,917 3,615 3,209 837 -234 610 709 1,921 2,640 2,211
2.33 5.91 6.86 4.81 6.33 6.62 1.92 -0.54 1.43 1.69 4.50 6.40 5.49
676.3 687.1 652.9 596.0 563.2 476.5 428.2 423.7 419.2 410.2 420.3 405.0 395.2
712.8 716.7 672.0 604.4 568.6 482.5 434.4 431.7 427.2 418.2 427.9 413.0 403.2
693.4 678.3 627.8 585.1 520.3 434.6 420.3
9.1% 17.8% 17.5% 12.4% 13.4% 11.4% 13.0% -4.2% 9.4% 11.0% 7.3% 10.4% 9.0%
621.8 696 738 712 690 670 155 174 172 168 669 664 648
31.94 36.86 52.22 43.12 52.54] 58.47 59.91 56.92 57.96 59.26 59.26 58.73 57.30
71.9% 57.5% 56.6% 59.4% 57.3% 61.0% 62.1% 86.9% 65.7% 63.3% 69.5% 65.5% 69.3%
29.4% 30.6% 30.8% 32.5% 31.9% 32.2% 32.6% 32.0% 32.6% 32.7% 32.5% 32.5% 32.0%
101.3% 88.1% 87.4% 91.9% 89.2% 93.2% 94.7% 118.9% 98.3% 96.0% 102.0% 98.0% 101.3%
1.6% -1.9% -2.5% -7.1% -6.2% -5.80% -4.4% -5.1% -4.0% -3.7% -4.3% -2.1% 0.5%
10.7% 0.5% 0.7% 6.5% 2.1% 5.20% 3.4% 29.7% 7.4% 3.4% 11.0% 4.1% 4.1%
59.6% 58.9% 58.4% 60.0% 61.4% 61.6% 63.1% 62.4% 62.3% 63.7% 62.9% 63.6% 64.8%

Sources: Company reports and William Blair & Company, L.L.C.
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Management

Jay S. Fishman, Chairman and Chief Executive Officer

Mr. Fishman has served as chairman since 2005, and served as CEO since joining St. Paul
Company in 2001. Prior to that, Mr. Fishman worked in the Travelers Business for Citigroup,
and as an executive for Primerica, which later became part of Citigroup.

Jay S. Benet, Vice Chairman and Chief Financial Officer

Mr. Benet has served as vice chairman and CFO since 2005, and has been CFO since
2002. Previously, Mr. Benet held various executive positions within Citigroup’s Travelers
division. Before joining Travelers, he was a partner at accounting firm Coopers & Lybrand.

Charles J. Clarke, Vice Chairman
Mr. Clarke has been vice chairman since 2004. Prior to the merger of St. Paul and Travel-
ers, he served as president and vice chairman of Travelers.

Alan D. Schnitzer, Vice Chairman and Chief Legal Officer; Financial, Professional and
International Insurance

Mr. Schnitzer has been vice chairman and chief legal officer since joining the firm in 2007.
He was previously a partner at the law firm of Simpson Thacher & Bartlett LLP.

Brian W. MacLean, President and Chief Operating Officer

Mr. MacLean has been COO since 2005 and president since 2008. He joined the firm
in 1988, and had several executive positions over the last 20 years, many in the claims
services division.

Additional information is available upon request.

This report is available in electronic form to registered users via R*Docs™ at www.rdocs.
com or www.williamblair.com.

Please contact us at (800) 621-0687 or consult http://www.williamblair.com/pages/eqresearch_
coverage.asp for all disclosures.

DJIA: 12,414.34
S&P 500: 1,320.64
NASDAQ: 2,773.52

The prices of the common stock of other public companies mentioned in this report follow:

ACE Limited (No Rating) $65.82
The Allstate Corporation $30.53
American International Group, Inc. $29.32
Citigroup, Inc. $41.64
General Motors Company $30.36
Hartford Financial Services Group Inc. $26.37
The Progressive Corporation $21.38
UnitedHealth Group, Inc. $51.58

William Blair & Company, L.L.C. is a market maker in the securities of The Chubb Corpora-
tion, HCC Insurance Holdings, Inc., RLI Corp., and The Travelers Companies, Inc. and may
have a long or short position.
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HCC Insurance Holdings Inc. (HCC)

Current Rating: Not Rated

Jun 30, 2008 - Jun 30, 2011 Previous Close: $31.50
$32
$30
$28
$26

313111 -NR
$24
$22
$20
$18
$16
$14 : | |
12/31/08 12/31/09 1213110
Source: William Blair & Company, L.L.C.and FactSet Legend: | = Initistion, R = Reinitiated, & = Anahyst Change PT = Price Target

Current Ratings Distribution (as of 6/30/11)

Coverage Universe __ Percent Inv. Banking Relationships* Percent
Outperform (Buy) 61% Outperform (Buy) 8%
Market Perform (Hold) 29% Market Perform (Hold) 1%
Underperform (Sell) 1% Underperform (Sell) 0%

* Percentage of companies in each rating category that are investment banking clients,
defined as companies for which William Blair has received compensation for investment
banking services within the past 12 months.

Adam Klauber attests that 1) all of the views expressed in this research report accurately
reflect his personal views about any and all of the securities and companies covered by this
report, and 2) no part of his compensation was, is, or will be related, directly or indirectly, to
the specific recommendations or views expressed by him in this report. We seek to update
our research as appropriate, but various regulations may prohibit us from doing so. Other
than certain periodical industry reports, the majority of reports are published at irregular
intervals as deemed appropriate by the analyst.

Stock ratings, price targets, and valuation methodologies: William Blair & Company, L.L.C.
uses a three-point system to rate stocks. Individual ratings and price targets (where used)
reflect the expected performance of the stock relative to the broader market (generally the
S&P 500, unless otherwise indicated) over the next 12 months. The assessment of expected
performance is a function of near-, intermediate-, and long-term company fundamentals,
industry outlook, confidence in earnings estimates, valuation (and our valuation methodol-
ogy), and other factors. Outperform (O) — stock expected to outperform the broader market
over the next 12 months; Market Perform (M) — stock expected to perform approximately in
line with the broader market over the next 12 months; Underperform (U) — stock expected to
underperform the broader market over the next 12 months; not rated (NR) — the stock is not
currently rated. The valuation methodologies used to determine price targets (where used)
include (but are not limited to) price-to-earnings multiple (P/E), relative P/E (compared with
the relevant market), P/E-to-growth-rate (PEG) ratio, market capitalization/revenue multiple,
enterprise value/EBITDA ratio, discounted cash flow, and others.

Company Profile: The William Blair research philosophy is focused on quality growth com-
panies. Growth companies by their nature tend to be more volatile than the overall stock
market. Company profile is a fundamental assessment, over a longer-term horizon, of the
business risk of the company relative to the broader William Blair universe. Factors assessed
include: 1) durability and strength of franchise (management strength and track record, mar-
ket leadership, distinctive capabilities); 2) financial profile (earnings growth rate/consistency,
cash flow generation, return on investment, balance sheet, accounting); 3) other factors such
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as sector or industry conditions, economic environment, confidence in long-term growth
prospects, etc. Established Growth (E) — Fundamental risk is lower relative to the broader
William Blair universe; Core Growth (C) — Fundamental risk is approximately in line with the
broader William Blair universe; Aggressive Growth (A) — Fundamental risk is higher relative
to the broader William Blair universe.

The ratings, price targets (where used), valuation methodologies, and company profile as-
sessments reflect the opinion of the individual analyst and are subject to change at any time.

The compensation of the research analyst is based on a variety of factors, including perfor-
mance of his or her stock recommendations; contributions to all of the firm’s departments,
including asset management, corporate finance, institutional sales, and retail brokerage;
firm profitability; and competitive factors.

Our salespeople, traders, and other professionals may provide oral or written market com-
mentary or trading strategies—to our clients and our trading desks—that are contrary to
opinions expressed in this research. Our asset management and trading desks may make
investment decisions that are inconsistent with recommendations or views expressed in
this report. We will from time to time have long or short positions in, act as principal in, and
buy or sell the securities referred to in this report. Our research is disseminated primarily
electronically, and in some instances in printed form. Electronic research is simultaneously
available to all clients. This research is for our clients only. No part of this material may be
copied or duplicated in any form by any means or redistributed without the prior written
consent of William Blair & Company, L.L.C.

THIS IS NOT IN ANY SENSE A SOLICITATION OR OFFER OF THE PURCHASE OR
SALE OF SECURITIES. THE FACTUAL STATEMENTS HEREIN HAVE BEEN TAKEN
FROM SOURCES WE BELIEVE TO BE RELIABLE, BUT SUCH STATEMENTS ARE
MADE WITHOUT ANY REPRESENTATION AS TOACCURACY OR COMPLETENESS OR
OTHERWISE. OPINIONS EXPRESSED ARE OUR OWN UNLESS OTHERWISE STATED.
PRICES SHOWN ARE APPROXIMATE.

THIS MATERIAL HAS BEEN APPROVED FOR DISTRIBUTION IN THE UNITED KINGDOM
BY WILLIAM BLAIR INTERNATIONAL, LIMITED, REGULATED BY THE FINANCIAL SER-
VICESAUTHORITY (FSA), AND IS DIRECTED ONLY AT, AND IS ONLY MADE AVAILABLE
TO, PERSONS FALLING WITHIN COB 3.5 AND 3.6 OF THE FSA HANDBOOK (BEING
“ELIGIBLE COUNTERPARTIES” AND “PROFESSIONAL CLIENTS”). THIS DOCUMENT IS
NOT TO BE DISTRIBUTED OR PASSED ON TO ANY “RETAIL CLIENTS.” NO PERSONS
OTHER THAN PERSONS TO WHOM THIS DOCUMENT IS DIRECTED SHOULD RELY ON
ITORITS CONTENTS OR USE ITAS THE BASIS TO MAKE AN INVESTMENT DECISION.

“WILLIAM BLAIR & COMPANY” AND “WILLIAM BLAIR & COMPANY (SCRIPT)” ARE
REGISTERED TRADEMARKS OF WILLIAM BLAIR & COMPANY, L.L.C. Copyright 2011,
William Blair & Company, L.L.C.
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