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This is Alleghany

Our objective is to create stockholder value through the
ownership and management of a small group of operating
businesses and investments, anchored by a core position

in property and casualty insurance. We are managed by a
select company staff which seeks out attractive investment
opportunities, delegates responsibilities to competent and
motivated managers, defines risk parameters, sets management
goals for its operating businesses, ensures that managers are
provided with incentives to meet
these goals and monitors their
progress. The operating businesses
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Directors and Officers 132 1 philosophy shuns investment fads
Corporate Information 132 and fashions in favor of acquiring
relatively few interests in basic
financial and industrial enterprises that offer the potential
to deliver long-term value to the investor. Our operating
businesses and investments include:

Alleghany Insurance Holdings LLC
A holding company for Alleghany’s property and casualty and surety insurance
operations consisting of

Capitol Transamerica Corporation
Darwin Professional Underwriters, Inc.
RSUI Group, Inc. pMAR I o ”
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Alleghany Properties LLC o
A significant landowner in the Sacramento, California region

Strategic Investments
Our investment in the common stock of Burlington Northern Santa Fe Corporation
represents a significant portion of our equity portfolio




Financial Highlights Allcghany Corporation and Subsidiaries

{in thousands except for share and per share amounts).

Yeurs Ended December 31

Operating Data 2006 2005 2004
Revenues from continuing operations $1,209.2 $1,095.8 §955.2
Eamings from continuing operations after taxes $ 2512 $ 460 $ 1027
Earnings from discontinued operations after taxes — 6.3 15.0
Net eamnings $ 2512 $ 523 $ 1177
Busic eamings (losses) per share of common stock®
Continuing operations

Operations $ 28.07 $ (6.29) $ 579

Sccurity gains 230 12.00 7.08

Total $ 3037 $ 571 $ 12.87
Discontinued operations** — 0.79 1.88
Net carnings* $ 3037 $ 6.50 $ 14.75
Common stockholders” equity per share® $ 266.82 $231.72 $222.06
Average number of shares outstanding* 7.977.554 §8.043,732 7.977.591
= Amounts have been adjusted for subsequent common siock dividends.
s+ Discontinued operations consist of the operations of World Minerals, Inc. prior to ity disposition in July 2005 and

Heads & Throads International LLC prior to ils disposition in December 2004,
Per Share Net Earnings Contributions*
Years Ended December 31
Alleghany Total from
Insurance Corporate Continuing Discontinued
Holdings Aclivities Operations Operations** Total

2006
Operations $27.91 $ .16 $28.07 — $28.07
Security guins 1.13 1.17 2.30 — 2.30
Total $29.04 $1.33 §30.37 — $30.37
2005
Operations $(5.04) $(1.25) $(6.29) 50.79 $(5.50)
Security gains 2.56 9.44 12.00 — 12.00
Total $(2.48) $819 $ 571 $0.79 $ 6.50
2004
Operations $ 736 $(1.57) 3579 $1.88 $ 7.67
Security guins 6.88 19 7.08 — 708
Total $14.25 $(1.38) $12.87 $1.88 $14.75

*  Basic earnings per shave amounts huve been adjusted for subseguent common stock dividends.
== Discontinwed operations consist of the operations of World Minerals, Inc, prior to its disposition in July 2005 and
Heads & Threads Iternational LLC prior o ity disposition in December 2004,
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To Our Stockholders

Alleghany’s common stockholders” equity per share at year-end 2006 was $266.82,
an increase of 15.1% over common stockholders’ equity per share of $231.72 at
year-end 2005, adjusted for stock dividends. Underwriting results were excellent at
all three of our insurance operating units, and net investment income rose to record
levels. In contrast to 2004 and 2005, we had very low catastrophe losses, a
fortuitous development that cannot be expected to recur in future periods. For the
five years-ended December 31, 2006, Alleghany’s common stockholders’ equity per
share increased at a compound annual rate of 8.7 percent, compared with a compound
annual rate of return of 6.2 percent for the S&P 500 over the same time period.

Alleghany’s principal financial objective is to grow book value per share
at double-digit rates without employing excessive amounts of financial leverage
or taking undue amounts of operating risk. We believe that we can achieve this
objective through the ownership of property and casualty insurance companies that
consistently produce underwriting profits, and by generating superior investment
returns on a growing invested asset base. At the end of 2001, Alleghany had
consolidated cash and invested assets of $1,363 million and no insurance operations.
At the end of 20006, Alleghany had consolidated cash and invested assets of $4,126
million, three insurance operating units, and a significant investment in another
insurance company. Roughly one-fourth of our consolidated cash and invested
assets remains at the parent company or unregulated subsidiaries and is available to
be redeployed in additional acquisitions or for other general purposes.

We continue to find the acquisition market extremely challenging.

The growth and institutionalization of the private equity industry has fundamentally
changed the opportunity set that Alleghany has as an acquirer of businesses. Being
less willing to employ financial leverage to transform mediocre returns on capital
into potentially attractive returns on equity, Alleghany is usually not competitive as a
bidder in organized auctions. Our strategy is to remain liquid, stick to proven value
investing principles, seek opportunistic investments and acquisitions, and continue to
wait for a time when investors appropriately discount risk. Although we cannot
predict when this may happen, our institutional experience has been that it always
does happen eventually.

We made significant progress in improving the quality and risk profile of
our insurance operating units in 2006.

RSUIT has significantly reduced its gross exposure to infrequent but
potentially severe natural catastrophes. According to the most recent catastrophe
models, RSUI’s exposure has decreased by approximately 60 percent since the fall
of 2005. Since our purchase of RSUI in July of 2003, the company has produced
cumulative underwriting profits of approximately $240 million. In addition, the
company’s investment portfolio has more than tripled in size. At the end of 20006,
RSUI had stockholder’s equity of just over $1 billion.
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PART |

References in this Form 10-K Report to the “company,” “Alleghany,” “we,” “our” and “us”
are to Alleghany Corporation and its subsidiaries, unless the context otherwise requires.

In addition, unless the context otherwise requires, references to

* “AJHL” are to our insurance holding compuany subsidiary Alleghany Insurance Holdings
LLC,

« “RSUI"” are to our subsidiary RSUI Group, Inc. and its subsidiaries,

+ “CATA” are to our subsidiary Capitol Transamerica Corporation and its subsidiaries,
and also includes the operations and results of Platte River Insurance Company,
or “Platie River” unless the context otherwise requires,

* “Darwin” are to our majority-owned subsidiary Darwin Professional Underwriters, Inc.
and its subsidiaries,

e “AIHL Re" are to our subsidiary AIHL Re LLC, and

» “Alleghany Properties” are to Alleghany Properties Holdings LLC and its subsidiaries.

Items 1 and 2. Business and Properties.

Business Overview

We were incorporated in 1984 under the laws of the State of Delaware. In December 1986,
we succeeded to the business of our parent company. Alleghany Corporation, a Maryland
corporation incorporated in 1929, upon its liquidation. We are engaged, through ATHL and
its subsidiaries RSUI, CATA and Darwin, in the property and casualty and surety insurance
business. We also own and manage properties in the Sacramento, California region through
our subsidiary Alleghany Properties. In June 2006, we established AIHL Re as a captive
reinsurance subsidiary of ATHL to provide catastrophe reinsurance coverage for RSUIL.

We were engaged in the industrial minerals business through World Minerals, Inc. and its
subsidiaries, or “World Minerals,” until July 14, 2005, when we sold that business to Imerys
USA. Inc. We were also engaged, through our subsidiary Heads & Threads International
LI.C, or “Heads & Threads,” in the steel fastener importing and distribution business until
December 31, 2004 when Heads & Threads was merged with an acquisition vehicle formed
by a private investor group led by Heads & Threads management and Capital Partners, Inc.
As a result of our disposition of World Minerals and Heads & Threads, these businesses have
been classified as discontinued operations in this Form 10-K Report, and we no longer have
any foreign operations.

On January 4, 2002, AIHL completed the acquisition of CATA. The total purchase price
paid by AIHL was approximately $182.0 million. Contemporaneous with the acquisition of
CATA, Alleghany purchased Platte River for approximately $40.0 million, $31.0 million of
which represented consideration for Platte River’s investiment portfolio and the balance of
which represented consideration for licenses. The seller provided loss reserve guarantees for
all of the loss and loss adjustment expense liabilities of Platte River that existed at the time
of the sale.

On July 1, 2003, AIHL compieted the acquisition of Resurgens Specialty Underwriting, Inc.,
or “Resurgens Specialty,” a specialty wholesale underwriting agency, from Royal Group, Inc., a
subsidiary of Royal & SunAlliance Insurance Group ple, or “R&SA.” for cash consideration,
including capitalized expenditures, of approximately $116.0 million. Resurgens Specialty
became a subsidiary of RSUL In connection with the acquisition of Resurgens Specialty, on
June 30, 2003, RSUI acquired RSUI Indemnity Company, or “RIC,” to write admitted business
underwritien by Resurgens Specialty, from Swiss Re America Holding Corporation for con-




sideration of approximately $19.7 million, $13.2 million of which represented consideration
for RIC’s investment portfolio and the balance of which represented consideration for
licenses. On September 2, 2003, RIC purchased Landmark American Insurance Company,
or “Landmark,” to write non-admitted business underwritten by Resurgens Specialty, from
R&SA for cash consideration of $33.9 million, $30.4 million of which represented consideration
for Landmark’s investment portfolio and the balance of which represented consideration

for licenses. R&SA provided loss reserve guarantees for all of the loss and loss adjustment
expense liabilities of Landmark that existed at the time of the sale. RIC and Landmark were
further capitalized by us in an aggregate amount of approximately $520.0 million.

On May 3, 2004, AIHL acquired Darwin National Assurance Company, or “DNA.” an
admitted insurance company domiciled in Delaware, for cash consideration of approximately
$20.4 million, $17.1 million of which represented consideration for DNA’s investment
portfolio and the balance of which represented consideration for licenses.

On May 2, 2005, DNA purchased Darwin Select Insurance Company, or “Darwin Select,” an
insurance company domiciled in Arkansas, from Ulico Casualty Company to support future
business underwritten by Darwin for cash consideration of $25.3 million, $22.3 million of
which represented consideration for Darwin Select’s investment portfolio and $3.0 million
of which represented consideration for licenses.

In 2006, we studied a number of potential acquisitions. We intend to continue to expand our
operations through internal growth at our subsidiaries, as well as through possible operating
company acquisitions and investments. At December 31, 2006, we had 713 employees, with
698 at our subsidiaries and 15 at the parent level, Qur principal executive offices are located
in leased office space of approximately 14,200 square feet at 7 Times Square Tower, New
York, New York 10036, and our telephone number is (212) 752-1356.

Our annual reports on Form 10-K, quarterly reports on Form 10-Q, ¢urrent reports on Form
8-K and amendments to those reports filed or furnished pursuant to Section 13(a) or 15(d)
of the Securities Exchange Act of 1934, as amended, or the “Exchange Act,” are available,
free of charge, on our website at www.alleghany.com, as soon as reasonably practicable after
we electronically file or furnish this material to the Securities and Exchange Commission.
Our Financial Personnel Code of Ethics, Code of Business Conduct and Ethics, Corporate
Governance Guidelines and the charters for our Audit, Compensation and Nominating and
Governance Committees are also available on our website. In addition, you may obtain, free
of charge, copies of any of the above reports or documents upon request to the Secretary of
Alleghany.

We refer you to Ttems 7 and 8 of this Form 10-K Report for further information about our
business in 2006. Qur consolidated financial statements are set forth in Item 8 of this Form
10-K Report and include our accounts and the accounts of our subsidiaries for all periods
presented.

Property and Casualty and Surety Insurance Businesses
General Doscription of Business

AIHL is our holding company for our property and casualty and surety insurance operations,
which are conducted through RSUI, headquartered in Atlanta, Georgia, CATA, headquartered
in Middleton, Wisconsin and Darwin, headquartered in Farmington, Connecticut. Surety
operations are conducted through CATA, and ATHL Re, our Vermont-domiciled captive
reinsurance company, provides reinsurance to RSUIL. Unless we state otherwise, references
to AIHL include the operations of RSUIL, CATA, Darwin and AIHL Re.
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In general, property insurance protects an insured against financial loss arising out of loss of
property or its use caused by an insured peril. Casualty insurance protects the insured against
financial loss arising out of the insured’s obligation to others for loss or damage to persons
or property. In 2006, property insurance accounted for approximately 40.7 percent and casualty
insurance accounted for approximately 56.3 percent of AIHL's gross premiums written,
Surety bonds, both commercial and contract, are three-party agreements in which the issuer
of the bond (the surety) joins with a second party (the principal) in guaranteeing to a third
party {the owner/obligee) the fulfiliment of some obligation on the part of the principal to
the ownerfobligee. In 2006, surety bonds accounted for approximately 3.0 percent of AIHL's
gross premiums written.

RSUI

General. RSUI, which includes the operations of its operating subsidiaries RIC and Landmark.
underwrites specialty insurance coverages in the property, umbrella/excess, general liability,
directors and officers liability, or “D&0O.” and professional liability lines of business. RSUI
wriles business on an admitted basis primarily through RIC in the 47 states and the District
of Columbia where RIC is licensed and subject to form and rate regulations. RSUI writes
business on an approved, non-admitted basis primarily through Landmark, which, as a
non-admitted company, is not subject to state form and rate regulations and thus has more
flexibility in its rates and coverages for specialized or hard-to-place risks. As of December 31,
2006, Landmark was approved to write business on a non-admitted basis in 49 states and on
an admitted basis in Oklahoma.

RIC and Landmark entered into a quota share arrangement, effective as of September 1, 2003,
whereby Landmark cedes 90 percent of all premiums and losses, net of third party reinsurance,
to RIC. As of December 31, 2006, the statutory surplus of RIC was approximately $920.5
million and the statutory surplus of Landmark was $130.4 million. RIC is rated A (Excellent)
by A.M. Best Company, Inc., or “A.M. Best,” an independent organization that analyzes the
insurance industry, and Landmark is rated A (Excellent) on a reinsured basis by A.M. Best.
RSUI leases approximately 133,000 square feet of office space in Atlanta, Georgia for its head-
quarters and approximately 34,000 square feet of office space in Sherman Oaks, California.

Distribution. At December 31, 2006, RSUI conducted its insurance business through
approximately 145 independent wholesale insurance brokers located throughout the United
States and fifteen managing general agents. RSUI's wholesale brokers are appointed on an
individual basis based on management’s appraisal of expertise and experience, and only
specific locations of a wholesale broker’s operations may be appointed to distribute RSUI’s
products. Producer agreements which stipulate premium collection, payment terms and
commission arrangements are in place with each wholesule broker. No wholesale broker
holds underwriting. claims or reinsurance authority, with the exception of underwriting
authority arrangements with fifteen managing general agents for small, specialized
coverages. RSUI's top five producing wholesale brokers accounted for approximately 52
percent of gross premiums written by RSUT in 2006. RSUI's top two producing wholesale
brokers, Swett & Crawford Group and CRC Insurance Services, each accounted for
approximately 15 percent of AIHL's gross premiums written in 2006.

Underwriting. RSUI's underwriting philosophy is based on handling only product lines

in which its underwriters have strong underwriting expertise. RSUI generally focuses on
higher severity, lower frequency specialty risks that can be effectively “desk underwritten”
without the need for inspection or engineering reviews. RSUI tracks underwriting results for
each of its underwriters and believes that the underwriting systems and applications it has in
place facilitate efficient underwriting and high productivity levels. Underwriting authority is
delegated on a “top-down” basis ultimately to individual underwriters based on experience
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and expertise. This authority is in writing and addresses maximum limits, excluded classes
and coverages and premium size referral. Referral to a product line manager is required for
risks exceeding an underwriter’s authority.

CATA

General. CATA, primarily through its wholly-owned subsidiaries Capitol Indemnity
Corporation, or “Capitol Indemnity,” and Capitol Specialty Insurance Corporation, or
“CSIC,” operates in 50 states and the District of Columbia, with a geographic concentration
in the Midwestern and Plains states. Capitol Indemnity conducts its property and casualty
insurance business on an admitted basis except in California where it operates as an approved,
non-admitted insurer. Capitol Indemnity also writes surety products such as commercial
surety bonds and contract surety bonds on a national basis. Commercial surety bonds include
all surety bonds other than contract surety bonds and cover obligations typically required by
law or regulation, such as license and permit coverage. Capitol Indemnity offers contract
surety bonds in the non-construction segment of the market which secure performance under
supply, service and maintenance contracts and developer subdivision bonds. CSIC conducts
substantially all of its business on an approved, non-admitted basis and writes primarily
specialty lines of property and casualty insurance for certain types of businesses or activities,
including barber and beauty shops, bowling alleys, contractors, restaurants and taverns.
Platte River is licensed in 50 states and the District of Columbia and operates in conjunction
with Capitol Indemnity primarily by providing surety products and offering pricing
flexibility in those jurisdictions where both Capitol Indemnity and Platte River are licensed.
The property and casualty business of CATA accounted for approximately 72 percent of its
gross premiums written in 2006, while the surety business accounted for the remainder.

CATA continuously evaluates its lines of business and adjusts its product offerings as
appropriate. In January 2005, CATA decided to exit the construction segment of the contract
surety line of business upon completion of a strategic review. Since then, CATA has not
issued additional contract surety bonds in the construction segment, except to the extent
required under applicable law or in certain other limited circumstances. CATA continues

to manage the run-off from this business line and is obligated to pay losses incurred on the
construction segment of the contract surety business written by CATA prior to exit.

As of December 31, 2006, the statutory surplus of Capitol Indemnity was approximately
$181.3 million, the statutory surplus of CSIC was $32.5 million, and the statutory surplus
of Platte River was approximately $36.3 million. Capitol Indemnity and Platte River are
rated A (Excellent) on a pooled basis by A.M. Best. CSIC, which is party to a quota share
arrangement with its parent Capitol Indemnity, is rated A (Excellent) on a reinsured basis
by A.M. Best. CATA leases approximately 55,000 square feet of office space in Middleton,
Wisconsin for its and Platte River’s headquarters.

Distribution. CATA conducts its insurance business through independent and general
insurance agents located throughout the United States, with a concentration in the Midwestern
and Plains states. At December 31, 2006, CATA had approximately 380 independent agents
and 48 general agents licensed to write property and casualty and surety coverages, as well
as approximately 285 independent agents licensed only to write surety coverages. The
general agents write very little surety business and have full quoting and binding authority
within the parameters of their agency contracts with respect to the property and casualty
business that they write. Certain independent agents have binding authority for specific
business owner policy products, including property and liability coverages, and non-contract
surety products. No agent of CATA had writings in excess of 10 percent of AIHL’s gross
premiums written in 2006.




Underwriting. CATA’s underwriting strategy emphasizes underwriting profitability.

Key elements of this strategy are prudent risk selection, appropriate pricing and coverage
customization. All accounts are reviewed on an individual basis to determine underwriting
acceptability. CATA is a subscriber to the Insurance Service Organization, or “ISO,” and
Surety and Fidelity Association of America, or “SFAA.” insurance reference resources
recognized by the insurance industry. Underwriting procedures, rates and contractual
coverage obligations are based on procedures and data developed by the ISO for property
and casualty lines and by the SFAA for surety lines. Underwriting acceptability is
determined by type of business, claims experience, length of time in business and business
experience, age and condition of premises occupied and financial stability. Information is
obtained from, among other sources, agent applications, financial reports and on-site loss
control surveys. If an account does not meet predetermined acceptability parameters,
coverage is declined. If an in-force policy becomes unprofitable due to extraordinary claims
activity or inadequate premium levels, a non-renewal notice is issued in accordance with
individual state statutes and rules.

Darwin Professional Underwriters

General. Darwin is a specialty property and casualty insurance group focused on three
broad professional liability market lines of business: D&O, errors and omissions, or
“E&Q,” and medical malpractice liability. Darwin was initially formed in March 2003

as an underwriting manager for CATA. As of December 31, 2006, DNA was licensed or
authorized to write business in 48 states and the District of Columbia, and Darwin Select
was licensed on an admitted basis to write business in its state of domicile and authorized to
write business on a surplus lines basis in 45 additional states. At December 31, 2006, DNA’s
statutory surplus was approximately $184.0 million and Darwin Select’s statutory surplus
was approximately $23.0 million. DNA and Darwin Select are rated “A- (Excellent)” on a
reinsured basis by A.M. Best Company. Darwin leascs approximately 25,000 square feet of
office space in Farmington, Connecticut for its headquarters.

On May 24, 2006, Darwin closed the initial public offering of its common stock. In the
offering, Darwin sold 6.0 million shares of common stock for net proceeds of $86.3 million,
all of which were used to reduce Alleghany’s equity interests in Darwin by redeeming
Darwin preferred stock held by Alleghany. Upon completion of the offering, all remaining
unredeemed shares of Darwin preferred stock automatically converted to shares of Darwin
common stock. Alleghany continues to own 54.9 percent of the total outstanding shares of
common stock of Darwin, with no preferred stock outstanding.

Distribution. Darwin is highly selective in establishing relationships with distribution
partners. Its business development staff is responsible for selecting brokers and agents,
training them to market and setl Darwin’s products and monitoring their operations to ensure
compliance with Darwin’s production and profitability standards. Currently, Darwin sells

its products through approximately 180 distribution partners, including brokers, agents and four
program administrators, one in Darwin’s municipal entity and public officials E&O class of
business, one in Darwin’s psychiatrists medical malpractice liability class of business and the
remaining two in select E&O classes of business. Darwin’s selection criteria for distribution
partners and program administrators include profitability, reputation, and shared values

with Darwin. Authority to bind policies is delegated carefully, audits by Darwin are regular

and Darwin retains responsibility for claims administration. Darwin’s distribution partners
produce business through traditional channels as well as through “i-Bind.” its web-based
underwriting system. No Darwin distribution partner had writings in excess of 10 percent of
AIHL’s gross premiums written in 2006.




Underwriting. Darwin’s underwriting approach focuses on disciplined analysis,
appropriate pricing based on the actual risk and attachment level and the granting of
appropriate coverage, accompanied by underwriting and actuarial reviews of accounts.
Formal rating strategies and plans have been adopted for each line of business. Darwin
determines underwriting acceptability by type of business, company experience, claims
experience, experience of the insured’s management team, financial stability and other
relevant factors. Information is obtained from, among other sources, application forms,
underlying insurance coverage (if any), company policies and procedures, loss experience,
financial condition, public disclosures and interviews with the insured’s management team.
If an account does not meet acceptability parameters, coverage is declined. In connection
with renewal, claims activity is reviewed to ensure that profitability assessments were
correct and the information obtained during the prior underwriting of the insured is updated.

AIHL Re LLC

AIHL Re was formed in June 2006 as a Vermont-domiciled captive reinsurance subsidiary
of AIHL to provide catastrophe reinsurance coverage for RSUL. ATHL Re and RSUT entered
into a reinsurance agreement, effective July 1, 2006, whereby AIHL Re, in exchange for
market-based premiums, took that portion of RSUI's $625.0 million catastrophe reinsurance
program not covered by third party reinsurers. Pursuant to this agreement, ATHL Re is
providing coverage for 64 percent of non-earthquake losses and 49 percent of earthquake
losses in RSUI's current catastrophe reinsurance program. AIHL Re’s obligations to make
payments to RSUI under the July 1, 2006 agreement were secured through two trust funds
established for the benefit of RSUL. AIHL made a contribution of $103.0 million into one
trust fund and AIHL Re made a contribution of $105.0 million into the other trust fund.
AJHL Re had no employees at December 31, 2006.

Changes in Historical Net Loss and LAE Reserves

The following table shows changes in historical net loss and loss adjustment expense, or
“LAE,” reserves for AIHL for each year since 2002. The first line of the upper portion of
the table shows the net reserves at December 31 of each of the indicated years, representing
the estimated amounts of net outstanding losses and LAE for claims arising during that year
and in all prior years that are unpaid, including losses that have been incurred but not yet
reported to AIHL’s insurance operating units. The upper (paid) portion of the table shows
the cumulative net amounts paid as of December 31 of successive years with respect to the
net reserve liability for each year. The lower portion of the table shows the re-estimated
amount of the previously recorded net reserves for each year based on experience as of the end
of each succeeding year. The estimate changes as more information becomes known about
claims for individual years. In evaluating the information in the table, it should be noted that
a reserve amount reported in any period includes the effect of any subsequent change in such
reserve amount. For example, if a loss was first reserved in 2002 at $100,000 and was
determined in 2003 to be $150,000, the $50,000 deficiency would be included in the Cumulative
(Deficiency) Redundancy row shown below for each of the years 2002 through 2006.




Conditions and trends that have affected the development of the net reserve liability in the
past may not necessarily occur in the future. Accordingly, it is not appropriate to extrapolate
future redundancies or deficiencies based on this table.

Changes in Historical Net Reserves for Losses and LAE

Years Ended December 31
(in thousands): 2002 2003 2004 2005 2006

Net liability as of the end of year $113,705  $275962 $ 640,920 $1,039.804 51,294,858

Cumulative amount of net liability

paid as of:

One year later 47,396 72,604 239.636 178,652 —

Two years later 80,557 116,784 312,479 —

Three years later 100,104 149,646 — —

Four years later 100,124 — — —

Net liability re-estimated as of:

One year later 133,962 268,663 633,517 1,027,844 —

Two years later 147,964 264,584 621,960 — —

Three years later 149,008 268,079 — — —

Four years later 150,745 — — — —
Cumulative (Deficiency)

Redundancy (37,040) 1,883 18,960 11,960 —
Gross Liability-End of Year $258,471 $437,994  $1,232,337 $2,581,041 $2,304,644
Less: Reinsurance Recoverable 144,766 162,032 591,417 1,541,237 1,009,786
Net Liability-End of Year $113,705 $275.962 § 640920 $1.039804 351,294,858
Gross Re-estimated Liability-Latest $294,557  $435.811 $1,233,021 $2,523.705 —
Re-estimated Recoverable-Latest 143,812 167,732 611,061 1,495,861 —

Net Re-estimated Liability-Latest $150,745  $268,079 § 621,960 $1,027,844 —

Gross Cumulative (Deficiency)
Redundancy $(36,086) § 2,183 § (684) § 57336 —

The significant net cumulative deficiency in 2002 principally reflects strengthening of
CATA’s asbestos and environmental reserves. Information with respect to these reserves is
set forth on pages 16 to 18 of this Form 10-K Report. The net cumulative redundancies in
2004 and 2005 reflect net reserve releases by CATA which are discussed on pages 43 and 44
of this Form 10-K Report, partially offset by a net reserve adjustment by RSUI in 2006.
RSUI’s 2006 net reserve adjustment primarily reflects a decrease in estimated reinsurance
recoverables related to Hurricane Katrina due to a change in the composition of estimated
losses ceded by RSUI, partially offset by reserve releases related to Hurricane Wilma and
2004 hurricanes, which is discussed on pages 41 and 42 of this Form 10-K Report.

The reconciliation between the aggregate net loss and LAE reserves of AIHL reported in

the annual statements filed with state insurance departments prepared in accordance with
statutory accounting practices, or “SAP;” and those reported in ATHL's consolidated financial
statements prepared in accordance with generally accepted accounting principles in the United
States of America, or “GAAP.” for the last three years is shown below (in thousands):




Reconciliation of Reserves for Losses and LAE from SAP Basis to GAAP Basis

2006 2005 2004
Statutory reserves $1,295,517 $1.040,682 $ 642,017
Reinsurance recoverables * 1,009,786 1,541,237 591,417
Purchase accounting adjustment (659) (878) (1.097)
GAAP reserves $2,304,644 $2.581,041 $1.232.337

*Reinsurance recoverables in this table include only ceded loss reserves. Amounts reflected under the caption
“Reinsurance recoverables™ on our consolidated balance sheets set forth in Item 8 of this Form 10-K Report also
include paid loss recoverables.

The reconciliation of beginning and ending aggregate reserves for unpaid losses and LAE of
AIHL for the last three years is shown below (in thousands):

Reconciliation of Reserves for Losses and LAE

2006 2005 2004

Reserves as of January | $2,581,041 $1,232,337 $ 437.994
Reserves acquired — — —
Less: reinsurance recoverables 1,541,237 501,417 162,032
Net reserves 1,039,804 640,920 275,962
Incurred loss, net of reinsurance, related to:
Current year 510914 755,180 547,868
Prior ycars (11,960) (7.213) (7,299)
Total incurred loss, net of reinsurance 498,954 747,967 540,569
Paid loss. net of reinsurance, related to:
Current year 65,248 109,431 103,033
Prior years 178,652 239,652 72,578
Total paid loss. net of reinsurance 243,900 349,083 175,611
Reserves. net of reinsurance recoverables,

as of December 31 1,204 858 1,039,804 6440920
Reinsurance recoverables,

as of December 3 1% 1,009,786 1,541,237 591,417
Reserves, gross of reinsurance recoverables.

as of December 31 $2.304,644 $2.581,041 $1.232.337

*Reinsurance recoverables in this table include only ceded loss reserves. Amounts reflected under the caption
"Reinsurance recoverables™ on our consolidated balance sheets set forth in Item 8 of this Form 10-K Report also
include paid loss recoverables.

Asbestos and Environmental Impairment Reserves

AIHL’s reserves for tosses and LAE include amounts for various liability coverages related
to asbestos and environmental impairment claims that arose from reinsurance of certain
general liability and commercial multiple peril coverages assumed by Capitol Indemnity
between 1969 and 1976. Capitol Indemnity exited this business in 1976. Prompily after
we acquired CATA in January 2002, CATA’s management commenced a program to settle,
or position for commutation, Capitol Indemnity’s assumed reinsurance treaties and make
appropriate payments on a timely basis when deemed necessary. From January 2002
through December 2004, Capitol Indemnity experienced an increase in paid losses on its
assumed reinsurance runoff related to such treaties, which was initially attributed to this




change in CATA’s settlement philosophy. Upon completion in 2003 of an actuarial study
undertaken by management, it was determined that the increase in paid losses related to
the treaties reflected developments in the underlying claims environment, particularly with
respect to asbestos related claims, and, accordingly, CATA strengthened its reserves related
to such assumed reinsurance coverages in the amount of $20.7 million.

For the year ended December 31, 2006, the aggregate gross loss and LAE payments for
asbestos and environmental impairment claims of CATA were $1.9 million, compared with
$1.1 million in 2005. As of December 31, 2006, reserves of CATA totaled approximately
$17.4 million for asbestos liabilities and approximately $6.4 million for environmental
liabilities, resulting in aggregate asbestos and environmental reserves of $23.8 million.

At December 31, 2006, the reserves for asbestos liabilities were approximately 14.5 times the
average paid claims for the prior three-year period, compared with 1 1.1 times at December
31. 2005, and the reserves for environmental impairment liabilities were approximately

22.1 times the average paid claims for the prior three-year period, compared with 19.8 times
at December 31. 2005. In computing such ratios, average paid claims include the effects

of commutations that CATA has made from time to time. If CATA had not made such
commutations, the reserves for asbestos liabilities and environmental impairment liabilities
would have been substantially higher relative to average paid claims. Additional information
regarding the policies that CATA uses to set reserves for these asbestos and environmental
claims are described on pages 34 and 35 of this Form 10-K Report.

The reconciliation of the beginning and ending aggregate reserves for unpaid losses and
LAE related to asbestos and environmental impairment claims of AIHL for the years 2004

through 2006 is shown below (in thousands):

Reconciliation of Asbestos-Related Claims Reserves for Losses and LAE

2006 2005 2004
Reserves as of January | $18.792 519342 $24,781
Losses and LAE incurred 272 328 (4,227
Paid losses® (1.677) (878) (1,212)
Reserves as of December 31 $17.387 $18,792 $19.342
Type of reserves
Case $ 4,008 $ 4.635 $ 43548
IBNR 13.379 14.157 14,704
Total $17.387 $ 18,792 $19,342

#Paid losses include commutations and legal settlements as well as regular paid losses.

Reconciliation of Environmental Impairment Claims Reserves for Losses and LAE

2006 2005 2004
Reserves as of January 1 $ 6915 $ 7.118 $ 3335
Losses and LAE incurred (275) 11 4227
Paid losses (242) (214) (444)
Reserves as of December 31 $ 6.398 $ 6,915 $ 7,118
Type of reserves
Cuse $ 1475 $ 1.706 $ 1.674
IBNR 4,923 5.200 5,444
Total $ 6.398 $ 6915 $ 7.118




In 2004, CATA’s management performed a review of various assumed reinsurance treaties
and concluded that a re-allocation of reserves totaling $4.2 million should be made from the
asbestos loss claims reserve to the environmental impairment claims loss reserve. AIHL's
subsidiaries have experienced limited mold claims to date and have exclusions for mold
claims in their policies.

Catastrophe Risk Management

AIHL’s insurance operating units, particularly RSUI, expose AIHL to losses on claims arising
out of natural or man-made catastrophes, including hurricanes, other windstorms, earthquakes
and floods. as well as terrorist activities. The incidence and severity of catastrophes in any
short period of time are inherently unpredictable. The extent of losses from a catastrophe is
a function of both the total amount of insured exposure in the area affected by the event and
the severity of the event. Most catastrophes are restricted to small geographic areas; however,
hurricanes, other windstorms. earthquakes and floods may produce significant damage in
areas that are heavily populated. The geographic distribution of AIHL's insurance operating
units subjects them to catastrophe exposure in the United States principally from hurricanes
in the Gulf coast regions, Florida, the Mid-Atlantic, and Northeast, from other windstorms
in the Midwest and Southern regions, and earthquakes in California. the Pacific Northwest
region and along the New Madrid fault line in the Midwest region.

AIHL's insurance operating units use underwriting controls and systems, including third
party catastrophe modeling software, to help model potential losses. The operating units

use modeled loss scenerios to set risk retention levels and help structure their reinsurance
programs, in an effort to ensure that the aggregate amount of catastrophe exposures conform
to established risk tolerances and fit within the existing exposure portfolio. RSUT also relies
on reinsurance to limit its exposure to catastrophes, which is discussed in more detail under
“Reinsurance” below. Additional information regarding the risks faced by AIHL’s insurance
operating uniis. particularly RSUI, with respect to managing their catastrophe exposure risk
can be found on pages 24 and 25 of this Form 10-K Report.

Reinsurance

AIHL’s insurance operating units reinsure a significant portion of the risks they underwrite
in order to mitigate their exposure to losses, manage capacity and protect capital resources.
In general, the insurance operating units obtain reinsurance on a treaty and facultative basis.
Treaty reinsurance is based on a contract between a primary insurer or “cedent” and a rein-
surer and covers certain classes of risk specified in the treaty. Under most treaties, the cedent
is obligated to offer, and the reinsurer is obligated to accept, a specified portion of a class
of risk underwritien by the cedent. Alternatively, facultative reinsurance is the reinsurance
of individual risks, whereby a reinsurer separately rates and underwrites each risk and is
free to accept or reject each risk offered by the cedent. Facultative reinsurance is normally
purchased for risks not otherwise covered or covered only in part by reinsurance treaties,
and for unusual or large risks. Treaty and facultative reinsurance can be written on a quota
share, surplus share or excess of loss basis. Under a quota share reinsurance treaty, the
cedent and reinsurer share the premiums as well as the losses and expenses of any single
risk, or an entire group of risks. Under a surplus share reinsurance treaty, the cedent may
transfer, and the reinsurer is required to accept, the part of every risk that exceeds a
predetermined amount (commonly referred to as the cedent’s “retention”). with the reinsurer
sharing premiums and losses in the same proportion as it shares in the total policy limits of
the risk written by the cedent. Under an excess of loss reinsurance treaty. a reinsurer agrees
to reimburse the cedent for all or part of any losses in excess of the cedent’s retention,
generally up to a predetermined limit, at which point the risk of loss is assumed by another
reinsurcr or reverts to the cedent.
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In 2006, RSUI ceded 50 percent of its gross premiums written to reinsurers. Although the
net amount of loss exposure retained by RSUI varies by line of business, in general. as of
December 31, 2006, RSUI retained a maximum net exposure for any single property risk
of $10.0 million and any single casualty risk of $8.0 million, with the exception of losses
arising from acts of foreign terrorism,

With respect to RSUI's property lines of business, RSUI reinsures through a program
consisting of surplus share treaties, facultative placements. per risk and catastrophe excess
of loss treaties. Under its surplus share treaties. which generally provide coverage on a risk
attaching basis (the treaties cover policies which become effective during the treaty coverage
period) from January | to December 31. RSUI is indemnified on a pro rata basis against
covered property losses. The amount indemnified is based on the proportionate share of
risk ceded after consideration of a stipulated dollar amount of “line” for RSUI to retain in
relation to the entire limit written. RSUI ceded approximately 30 percent of its property
gross premiums written in 2006 under these surplus share treaties. Under RSUI's property
per risk reinsurance program, which generally provides coverage on an annual basis for
losses occurring from May 1 1o the following April 30, RSUI is reinsured for $90.0 million
in excess of a $10.0 million net retention per risk after the application of the surplus share
treaties and facultative reinsurance. RSUT’s catastrophe reinsurance program covers $625.0
million of losses, before co-participation by RSUI, in excess of a $75.0 million net retention
after application of the surplus share treaties, facultative reinsurance and per risk covers.
The catastrophe reinsurance program coverage period runs on an annual basis from May |
to the following April 30. The program was placed approximately 36 percent for non-earth-
quake losses and approximately 51 percent for earthquake losses with third party reinsurers.
The remainder of the program was placed with ATHL Re. The 64 percent of non-earthquake
losses and 49 percent of earthquake losses not covered by third party reinsurers are retained
by AIHL Re and include a 5 percent co-participation by RSUIL Because AIHL Re is a
wholly-owned subsidiary of AIHL, there is no net reduction of Alleghany’s catastrophe
exposure on a consolidated basis as a result of RSUI's arrangement with AIHL Re.

RSUI’s current catastrophe reinsurance program expires on April 30, 2007. RSUI is in the
process of planning its catastrophe reinsurance program for the May 1, 2007 to April 30, 2008
coverage period. In this regard, RSUL due to its reduction in exposed limits since May 1, 2006,
may seek a lesser amount of catastrophe reinsurance coverage than provided under its current
program. In addition, depending upon third party reinsurance capacity, RSUI may not use
ATHL Re for reinsurance coverage for the May 1, 2007 to April 30, 2008 coverage period.

With respect to its other lines of business, RSUI reinsures through quota share treaties.

For umbrella/excess, its quota share treaty provides reinsurance for policies with limits up

to $30.0 million, with RSUI ceding 50 percent of the premium and loss for policies with
limits up to $10.0 million and ceding 75 percent of the preminm and loss for policies with
limits in excess of $10.0 million up to $30.0 million. For professional liability, its treaty
provides reinsurance for policies with limits up to $10.0 million, with RSUI ceding 25 percent
of the premium and losses for policies with limits up to $1.0 million and ceding 50 percent
of the premium and loss on policies with limits greater than $1.0 million up to $10.0 million.
Its primary casualty lines treaty provides reinsurance for policies with limits up to $2.0 million,
with RSUI ceding 25 percent of the premium and loss. Finally, its D&O liability line treaty
provides reinsurance for policies with limits up to $20.0 million, with RSUI ceding 40 percent
of the premium and loss for all policies with limits up to $10.0 million, ceding 60 percent

of the premium and loss for policies classified as “for profit” with limits in excess of $10.0
million up to $15.0 million, and ceding 60 percent of the premium and loss for policies
classified as “not for profit” with limits in excess of $10.0 million up to $20.0 million.

With respect (o potential losses at RSUI arising from acts of foreign terrorism, the Terrorism




Risk Insurance Act of 2002, as extended and amended by the Terrorism Risk Insurance
Extension Act of 2005, which we collectively refer to as the “Terrorism Act,” established a
program under which the federal government will reimburse insurers for losses arising from
certain acts of foreign terrorism. The Terrorism Act is effective until December 31, 2007, at
which time it will automatically expire. The intent of the Terrorism Act is to provide federal
assistance to the insurance industry in order to meet the needs of commercial insurance
policyholders with potential exposure for losses due to acts of terrorism. Under the
Terrorism Act, an act must be certified by the U.S. Secretary of Treasury for it to constitute
an act of terrorism, with the definition of terrorism excluding domestic acts of terrorism and
acts of terrorism committed in the course of a war declared by Congress. This law requires
insurers writing certain lines of property and casualty insurance to offer coverage against
certain acts of terrorism causing damage within the United States or to U.S. flagged vessels
or aircraft. In return, the law requires the federal government to indemnify such insurers
for 85 percent of insured losses for 2007 resulting from covered acts of terrorism, subject

to certain premium-based deductibles. AIHL’s deductible under the Terrorism Act in 2007
will be 20 percent of its direct premiums earned in 2006, or approximately $343.1 million.
In addition. federal compensation will only be paid under the Terrorism Act if the aggregate
industry insured losses resulting from the covered act of terrorism exceed $100.0 million for
insured losses occurring in 2007 but no payment shall be made for the portion of aggregate
industry insured losses that exceed $100.0 billion in 2007,

ATHL’s terrorism exposure is substantially attributable to RSUL In general, RSUI's casualty
reinsurance programs provide coverage for domestic and foreign acts of terrorism, while
RSUTI’s property reinsurance programs provide coverage only for domestic acts of terrorism.
The cost of property reinsurance in the marketplace has increased significantly in recent
years, and reinsurance capacity for terrorism exposures is limited and expensive. As a
result, RSUI would be liable for these exposures on a net basis, subject to the Terrorism

Act coverage, for property policies containing foreign terrorism coverage. Approximately

& percent of all policies, and approximately 18 percent of all property policies, written by
RSUI in 2006 contained coverage for domestic and foreign acts of terrorism. RSUT uses
various underwriting strategies to mitigate its exposure to terrorism losses.

CATA uses reinsurance to protect against severity losses. In 2006, CATA reinsured individual
property and casualty and contract surety risks in excess of $1.5 million with various
reinsurers, The commercial surety ling was reinsured for individual losses above $1.25
million. In addition, CATA purchases facultative reinsurance coverage for risks in excess
of $6.0 million on property and casualty and $15.0 million on commercial surety.

In general, Darwin purchases excess of loss reinsurance on a treaty basis to stop its loss from
a single occurrence on any one coverage part of any one policy. For substantially all of its
D&O and the majority of its E&O liability lines of business, Darwin generally retains $2.75
million of loss on policies written at Darwin’s maximum offered limit of $10.0 million. For
Darwin’s Side A-only D&O product, where Darwin has written limits up to $15.0 million,
Darwin generally retains $3.5 million. For Darwin’s managed care E&Q line, where Darwin
has written limits up to $20.0 million, Darwin generally retains $2.75 million of loss on the
first $10.0 million of loss and $1.0 million of the next $10.0 million of loss. For certain of
Darwin’s classes of E&O business (primarily public entities and psychiatrists professional
liability) Darwin generally retains $250,000 1o $500,000 of loss. For Darwin’s medical
malpractice line of business, Darwin generally retains $2.65 million of loss at its maximum
offered limit of $11.0 million. Some of Darwin’s reinsurance treaties contain premiums that
will vary, within a range, depending upon the profitability of the underlying premium subject
to the treaty. Darwin also obtains facultative reinsurance for certain business.




At December 31, 2006, AIHL had total reinsurance recoverables of $1.1 billion, consisting
of $1.0 billion of ceded outstanding losses and LAE and $0.1 billion of recoverables on

paid losses. The reinsurance purchased by AIHL's insurance operating units does not relieve
them from their obligations to their policyholders, and therefore, the financial strength of
their reinsurers is important. Approximately 91.2 percent of AIHL's reinsurance recoverables
balance at December 31, 2006 was due from reinsurers having an A.M. Best financial strength
rating of A (Excellent) or higher. AIHL had no allowance for uncollectible reinsurance as of
December 31, 2006. Additional information regarding the risks faced by AIHL’s insurance
operating units with respect to their use of reinsurance can be found on pages 25 and 26 of
this Form 10-K Report. AIHL’s Reinsurance Security Committee, which includes certain

of our officers and the chief financial officers of each of AIHL’s operating units, meets to
track, analyze and manage the use of reinsurance by AIHL's insurance operating units, The
Reinsurance Security Committee considers the limits on the maximum amount of unsecured
reinsurance recoverables that should be outstanding from any particular reinsurer, the lines
of business that should be ceded to a particular reinsurer and, where applicable, the types

of collateral that should be posted by reinsurers. Information related to concentration of
reinsurance recoverables can be found in Note 5 to our consolidated financial statements set
forth in Item § of this Form 10-K Report.

Based on reviews by management. all of the current reinsurance contracts used by AIHL’s
insurance operating units provide for sufficient transfer of insurance risk to qualify for
reinsurance accounting treatment under GAAP. As such, AIHL's insurance operating units
have no reinsurance contracts accounted for under the deposit method.

Invesimenis

The investment portfolios of RSUI, CATA and Darwin are managed by AIHL. For a discussion
of AIHL investment results, please see pages 47 to 51 of this Form 10-K Report.

Competition

The property and casualty businesses of RSUI and Darwin, as well as the surety business

of CATA, compete on a national basis. CATA’s property and casualty businesses compete
on a regional basis with a primary focus on the Midwestern and Plains states. Competitors
of each of our insurance operating units include other primary insurers and new forms of
insurance such as alternative self-insurance mechanisms. Many competitors have considerably
greater financial resources and greater experience in the insurance industry and offer a
broader line of insurance products than do AIHL's insurance operating units. Except for
regulatory considerations, there are virtually no barriers to entry into the insurance industry.
Competition may be domestic or foreign, and competitors are not necessarily required to

be licensed by various state insurance departments. The commercial property and casualty
insurance and surety insurance industries are highly competitive, competing on the basis of
reliability, financial strength and stability, ratings, underwriting consistency, service, business
ethics. price, performance, capacity, policy terms and coverage conditions.

Historically, insurers have experienced significant fluctuations in operating results due to
competition, frequency or severity of catastrophic and other loss events, levels of capacity,
general economic and social conditions and other factors. The supply of insurance is related
to prevailing prices, the level of insured losses and the level of industry surplus which, in
turn, may fluctuate in response to changes in rates of return on investments being earned in
the insurance industry. As a result, the insurance business historically has been a cyclical
business characterized by periods of intense price competition due to excessive underwriting
capacity as well as periods when shortages of capacity permitted favorable premium levels.
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A discussion of the risks faced by our insurance operating units due to the cyclicality of the
insurance business can be found on page 27 of this Form 10-K Report.

Regulation

AIHL is subject to the insurance holding company laws of several states. In addition, dividends
and distributions by an insurance subsidiary are subject to approval by the insurance regulators
of the domiciliary state of a subsidiary. Other significant transactions between an insurance
subsidiary and its holding company or other subsidiaries of the holding company may require
approval by insurance regulators in the domiciliary state of each of the insurance subsidiaries
participating in these transactions.

AIHL’s insurance operating units are subject to regulation in their domiciliary states as well
as in the other states in which they do business. This regulation pertains to matters such as
approving policy forms and various premium rates, licensing agents, granting and revoking
licenses to transact business and regulating trade practices. In addition, some of AIHL's
insurance operating units are in states requiring prior approval by regulators before proposed
rates for property or casualty or surety insurance policies may be implemented. Insurance
regulatory authorities perform periodic examinations of an insurer’s market conduct and
other affairs.

Insurance companies are required (o report their financial condition and results of operations
in accordance with statutory accounting principles prescribed or permitted by state insurance
regulators in conjunction with the National Association of Insurance Commissioners, or
“NAIC.” State insurance regulators also prescribe the form and content of statutory financial
statements, perform periodic financial examinations of insurers, set minimum reserve and
loss ratio requirements, establish standards for permissible types and amounts of investments,
and require minimum capital and surplus levels. These statutory capital and surplus
requirements include risk-based capital, or “RBC,” rules promulgated by the NAIC. These
RBC standards are intended to assess the level of risk inherent in an insurance company’s
business and consider items such as asset risk, credit risk, underwriting risk and other business
risks relevant 1o its operations. In accordance with RBC formulas, a company’s RBC
requirements are calculated and compared to its total adjusted capital to determine whether
regulatory intervention is warranted. At December 31. 2006, the total adjusted capital of each
of ATHL's insurance subsidiaries exceeded the minimum levels required under RBC rules
and each had excess capacity to write additional premiums in relation to these requirements.

The NAIC annually calculates certain statutory financial ratios for most insurance companies
in the United States. These calculations are known as the Insurance Regulatory Information
System, or "IRIS.” ratios. There presently are tweive IRIS ratios, with each ratio having an
established “usual range” of results. The IRIS ratios assist state insurance departments in
executing their statutory mandate to oversee the financial condition of insurance companies.
A ratio falling outside the usual range is not considered a failing result; rather, unusual values
are viewed as part of the regulatory early monitoring system. Furthermore, in some years,

it may not be unusual for financially sound companies to have several ratios with results
outside the usual ranges. The NAIC reports the ratios to state insurance departments who may
then contact a company if four or more of its ratios fall outside the NAIC’s usual ranges.
Based upon calculations as of December 31, 2006, DNA and CSIC had two of their ratios,
and Darwin Select and Landmark had three of their ratios, falling outside the usuval ranges.
In the case of DNA. the two unusual ranges were due to DNA’s rapid premium growth and
inter-company reinsurance relationship with subsidiaries of CATA. In the case of CSIC, the
two unusual ranges were due to the growth in the non-admitted business and low operating
expenses. In the case of Darwin Select, the three unusual ranges were due to significant
growth in direct writings as well as Darwin Select’s inter-company reinsurance relationship
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with DNA. In the case of Landmark, the three unusual ranges were due to Landmark’s inter-
company reinsurance relationship with RIC.

ATHL's insurance operating units are required under the guaranty fund laws of most states in
which they transact business to pay assessments up to prescribed limits to fund policyholder
losses or liabilities of insolvent insurance companies. AIHL’s insurance operating units

also are required to participate in various involuntary pools, principally involving workers
compensation and windstorms. In most states, the involuntary pool participation of AIHL's
insurance operating units is in proportion to their voluntary writings of related lines of
business in such states.

In addition to the regulatory requirements described above, a number of current and pending
legislative and regulatory measures may significantly affect the insurance business in a
variety of ways. These measures include, among other things, tort reform, consumer privacy
requirements and financial services deregulation initiatives.

Employees

AIHL’s insurance operating units employed 694 persons as of December 31. 2006, 361 of
whom were at RSUI and its subsidiaries. 222 of whom were at CATA and its subsidiaries
and 111 of whom were at Darwin and its subsidiaries.

Real Estate Business

Headquartered in Sacramento, California, Alleghany Properties owns and manages properties
in the Sacramento region of California. These properties include improved and unimproved
commercial land and residential lots. The majority of these properties are located in the
City of Sacramento in the planned community of North Natomas. A considerable amount of
activity from developers has occurred in the North Natomas area since 1998, including the
construction of more than 12,000 single family homes, 3,400 apartment units, office buildings
and several fully-leased regional retail shopping centers. Participating in this growth,
Alleghany Properties has sold over 387 acres of residential land and 61 acres of commercial
property. At December 31, 2006, Alleghany Properties owned approximately 345 acres of
property in various land use categories ranging from multi-family residential to commercial.
Alleghany Properties had 4 employees at December 31, 2006.

Parent Company Operations

We conduct corporate investment and other activities at the parent level, including the
holding of strategic equity investments which are available to support the internal growth
of subsidiaries and for acquisitions of, and substantial investments in. operating companies.
At the parent level, our objective is to seek out attractive investment opportunities, delegate
responsibilities to competent and motivated managers at the operating business level, define
risk parameters, set management goals for our operating businesses, ensure that operating
business managers are provided with incentives to meet these goals and monitor their
progress. At December 31, 2006, we had 15 employees at the parent level.

Item 1A. Risk Factors.

We face risks from our property and casualty and surety insurance businesses and our
investments in debt and equity securities. Some of what we believe are our more significant
risks are discussed below; however, they are not the only risks that we face. Our businesses
may also be adversely affected by risks and uncertainties not currently known to us or that
we currently consider immaterial.
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The reserves for losses and loss adjustinent expenses of our insurance operating units
are estimates and may not be adequate, which would require our insurance operating
units to establish additional reserves.

Gross reserves for losses and LAE reported on our balance sheet as of December 31, 2006
were approximately $2.3 bitlion. These loss and LAE reserves reflect our best estimates of
the cost of settling all claims and related expenses with respect to insured events that have
occurred. Reserves do not represent an exact calculation of liability, but rather an estimate
of what management expects the ultimate settlement and claims administration will cost
for claims that have occurred, whether known or unknown. The major assumptions about
anticipated loss emergence patterns are subject to unanticipated fluctuation. These reserve
estimates. which generally involve actuarial projections, are based on management’s
assessment of facts and circumstances currently known and expected future trends in
claims severity and frequency, inflation, judicial theories of liability, reinsurance coverage,
legislative changes and other factors.

The inherent uncertainties of estimating reserves are greater for certain types of liabilities,
where long periods of time elapse before a definitive determination of liability is made

and settlement is reached. In periods with increased economic volatility, it becomes more
difficult to accurately predict claim costs. Reserve estimates are continually refined in an
ongoing process as experience develops and further claims are reported and settled.
Adjustments to reserves are reflected in the results of the periods in which the adjustments
are made. Because setting reserves is inherently uncertain, we cannot assure you that our
current reserves will prove adequate in light of subsequent events. Should our insurance
operating units need to increase their reserves, our pre-tax income for the period would
decrease by a corresponding amount. Although current reserves reflect our best estimate of
the costs of settling claims, we cannot assure you that our reserve estimates will not need to
be increased in the future.

Because our insurance operating units are property and casualty insurers, we face
losses from natural and human-made catastrophes.

Property and casualty insurers are subject to claims arising out of catastrophes that may
have a significant effect on their results of operations, liquidity and financial condition.
Catastrophe losses, or the absence thereof, have had a significant impact on our results.
For example, pre-tax catastrophe losses, net of reinsurance and reinsurance reinstatement
premiums, at our insurance operating units were $18.0 million in 2006, $330.8 million in
2005 and $163.8 million in 2004. RSUI’s 2005 results were impacted by $313.4 million
of pre-tax losses from the 2005 hurricanes, net of reinsurance recoverables and reinsurance
reinstatement premiums. Several states, or underwriting organizations of which our insurance
operating units are required to be members, may increase their mandatory assessments as
result of these recent catastrophes and other events, and we may not be able to fully recoup
these increased costs.

Catastrophes can be caused by various events, including hurricanes, other windstorms,
earthquakes and floods, as well as terrorist activities. The incidence and severity of
catastrophes in any short period of time are inherently unpredictable. The extent of losses
from a catastrophe is a function of both the total amount of insured exposure in the area
affected by the event and the severity of the event. Most catastrophes are restricted to small
geographic areas; however, hurricanes, other windstorms, earthquakes and floods may
produce significant damage in areas that are heavily populated. The geographic distribution
of AIHL’s insurance operating units subjects them to catastrophe exposure in the United
States principalty from hurricanes in the Gulf coast regions, Florida, the Mid-Atlantic, and




Northeast, from other windstorms in the Midwest and Southern regions, and earthquakes in
California, the Pacific Northwest region and along the New Madrid fault line in the Midwest
region. Catastrophes can cause losses in a variety of our property and casualty lines, and
most of our past catastrophe-related claims have resulted from severe storms. It is therefore
possible that a catastrophic event or multiple catastrophic events could produce significant
losses and have a material adverse effect on our financial condition and results of operations,

With respect to terrorism, to the extent that reinsurers have excluded coverage for terrorist
acts or have priced this coverage at rates that are not practical, our insurance operating units,
particularly RSUI, do not have reinsurance protection and are exposed to potential losses as a
result of any terrorist acts. To the extent an act of terrorism is certified by the U.S. Secretary
of Treasury, we may be covered under the Terrorism Act; however, the Terrorism Act is set to
terminate on December 31, 2007, thereby eliminating the federal government’s participation
in the terrorism insurance market. Information regarding the Terrorism Act and its impact on
our insurance operating units can be found on page 20 of this Form 10-K Report.

RSUI attempts to manage its exposure to catastrophe risk partially through the use
of catastrophe modeling software. The failure of this software to accurately gauge the
catastrophe-exposed risks RSUI writes could have a material adverse effect on our
financial condition and results of operations.

As part of its approach to managing catastrophe risk, RSUI has historically used a number
of tools, including third party catastrophe modeling software, to help model potential losses.
RSUT has used modeled loss scenarios to set its level of risk retention and help structure its
reinsurance programs. Modeled loss estimates, however, have not accurately predicted
RSUI’s ultimate losses with respect to recent hurricane activity. In the case of Hurricane
Katrina, the modeled estimates significantly underestimated RSUI’s current estimate of
ultimate losses due to a number of factors, the most significant of which was higher than
expected damage to inland located risks. Accordingly, in an effort to better manage its
accumulations of risk such that its loss exposure conforms to its established risk tolerances
and fits within its reinsurance programs, RSUI reviewed its catastrophe exposure management
approach, resulting in the implementation of new monitoring tools and a revision of its
underwriting guidelines and procedures. However, these efforts may not be successful in
sufficiently mitigating risk exposures and losses resulting from future catastrophes.

If market conditions cause reinsurance to be more costly or unavailable, our insurance
operating units may be required to bear increased risks or reduce the level of their
underwriting commitments.

As part of our overall risk and capacity management strategy, our insurance operating units
purchase reinsurance for certain amounts of risk underwritten by them, especially catastrophe
risks. The reinsurance programs purchased by our insurance operating units are generally
subject 10 annual renewal. Market conditions beyond their control determine the availability
and cost of the reinsurance protection they purchase, which may affect the level of their
businesses and profitability. If our insurance operating units are unable to renew their expiring
facilities or to obtain new reinsurance facilities, either their net exposures would increase,
which could increase the volatility of their results or, if they are unwilling to bear an increase
in net exposures, they would have to reduce the level of their underwriting commitments,
especially catastrophe-exposed risks, which may reduce their revenues and net income.

RSUI reinsures its property lines of business through a program consisting of surplus share

treaties, facultative placements, per risk and catastrophe excess of loss treaties. RSUI's
catastrophe reinsurance program covers risks including, among others, windstorms and
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earthquakes. RSUI’s catastrophe reinsurance program covers $625.0 million of losses,
before co-participation by RSUI, in excess of a $75.0 million net retention after application
of the surplus share treaties, facultative reinsurance and per risk covers. The catastrophe
reinsurance program coverage period runs on an annual basis from May 1 to the following
April 30. The program was placed approximately 36 percent for non-earthquake losses and
approximately 51 percent for earthquake losses with third party reinsurers. The remainder
of the program was placed with ATHL Re. The 64 percent of non-earthquake losses and

49 percent of earthquake losses not covered by third party reinsurers are retained by AIHL
Re and include a 5 percent co-participation by RSUI. Because AIHL Re is a wholly-owned
subsidiary of ATHL, there is no net reduction of Alleghany’s catastrophe exposure on a
consolidated basis as a result of RSUI’s arrangement with AIHL Re.

RSUT’s current catastrophe reinsurance program expires on April 30, 2007. RSUI is in the
process of planning its catastrophe reinsurance program for the May 1, 2007 to April 30,
2008 coverage period. In this regard, RSUI, due to its reduction in exposed limits since
May 1, 2006, may seek a lesser amount of catastrophe reinsurance coverage than provided
under its current program. In addition, depending upon third party reinsurance capacity,
RSUI may not use AIHL Re for reinsurance coverage for the May 1, 2007 to April 30, 2008
coverage period.

In accordance with industry practice, catastrophe reinsurance contracts generally provide
coverage tor only two catastrophic events during a single coverage period, which is typically
a single twelve month period, and only for the second event if the insured pays a reinsurance
reinstatement premium to restore coverage after the first event. If our insurance operating units
use their third party catastrophic reinsurance contracts for two catastrophic events during a
single coverage period, they will not have any reinsurance coverage available for losses
incurred as a result of additional catastrophic events during that coverage period. Under its
agreement with RSUI, AIHL Re will provide coverage for only one catastrophic event during
the coverage period.

We cannot guarantee that the reinsurers used by our insurance operating units will pay
in a timely fashion, if at all, and, as a result, we could experience losses even if reinsured.

Our insurance operating units purchase reinsurance by transferring, or ceding, part of the risk
that they have underwritten to a reinsurance company in exchange for part of the premium
received by our insurance operating units in connection with that risk. Although reinsurance
makes the reinsurer liable to our insurance operating units to the extent the risk is transferred
or ceded to the reinsurer, it does not relieve our insurance operating units of their Lability

to their policyholders. Reinsurers may not pay the reinsurance recoverables that they owe

1o our insurance operating units or they may not pay these recoverables on a timely basis.
This risk may increase significantly if these reinsurers experience financial difficulties as a
result of natural catastrophes and other events. Underwriting results and investment returns
of some of the reinsurers used by our insurance operating units may affect their future ability
to pay claims. Accordingly, we bear credit risk with respect to our insurance operating units’
reinsurers, and if they fail to pay, our financiat results would be adversely affected. As of
December 31, 2006, the amount due from reinsurers reported on our balance sheet was

$1.1 billion, with $0,9 billion attributable to RSUT’s reinsurers.
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If RSUI’s Hurricane Katrina losses are greater than currently estimated, RSUI will not
have reinsurance coverage for such losses.

Based on RSUT’s current estimate of losses related to Hurricane Katrina, RSUI has exhausted
its catastrophe reinsurance protection with respect to this event, meaning that it has no further
catastrophe reinsurance coverage available should its Hurricane Katrina losses prove to be
greater than currently estimated.

Our insurance operating units are rated by A.M. Best and a decline in these ratings
could affect the standing of our insurance operating units in the insurance industry
and cause their premium volume and earnings o decrease.

Ratings have become an increasingly important factor in establishing the competitive
position of insurance companies. Some of our insurance operating unit companies are

rated by A.M. Best, an independent organization that analyzes the insurance industry.

A.M. Best’s ratings reflect its opinion of an insurance company’s financial strength,
operating performance, strategic position and ability to meet its obligations to policyholders.
These ratings are subject to periodic review, and we cannot assure you that any of our
insurance operating unit companies will be able to retain those ratings. If the ratings of our
insurance operating unit companies are reduced from their current levels by A.M. Best, their
competitive positions in the insurance industry could suffer and it would be more difficult for
them to market their products. A significant downgrade could result in a substantial loss of
business as policyholders move to other companies with higher claims-paying and financial
strength ratings.

The property and casualty insurance business is cyclical in nature, which may affect
our financial performance.

Historically, the financial performance of the property and casualty insurance industry has
tended to fluctuate in cyclical periods of price competition and excess underwriting capacity,
known as a soft market, followed by periods of high premium rates and shortages of
underwriting capacity, known as a hard market. Although an individual insurance company’s
financial performance is dependent on its own specific business characteristics, the profitability
of most property and casualty insurance companies tends to follow this cyclical market pattern.
Further, this cyclical market pattern can be more pronounced in the excess and surplus market
in which RSUT and Darwin primarily compete, than in the admitted insurance market. When
the admitted insurance market hardens, the excess and surplus market hardens, and growth
in the excess and surplus market can be significantly more rapid than growth in the standard
insurance market. Similarly, when conditions begin to soften, many customers that were
previously driven into the excess and surplus market may return to the admitted insurance
market, exacerbating the effects of rate decreases. Since cyclicality is due in large part to

the actions of our insurance operating units’ competitors and general economic factors, we
cannot predict the timing or duration of changes in the market cycle. These cyclical patterns
cause our revenues and net income to fluctuate.
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A significant amount of our assets is invested in debt securities and is subject to market
fluctuations.

Our investment portfolio consists substantially of debt securities. As of December 31, 2006,
our investment in debt securities was approximately $2.6 billion, or 64.6 percent of our total
investment portfolio. The fair market value of these assets and the investment income from
these assets fluctuate depending on general economic and market conditions. The fair market
value of debt securities generally decreases as interest rates rise but investment income
earned from future investments in debt securities will be higher. Conversely, if interest rates
decline, investment income earned from future investments in debt securities will be lower
but fair market value of current debt securities will generally rise. In addition, some debt
securities, such as mortgage-backed and other asset-backed securities, carry prepayment risk,
or the risk that principal will be returned more rapidly or slowly than expected, as a resuit of
interest rate fluctuations. Based upon the composition and duration of our investment
portfolio at December 31, 2006, a 100 basis point increase in interest rates would result in a
decrease in the fair value of our debt security investments of approximately $112.2 million.

The value of our investments in debt securities, and particularly investments in debt securities
that are non-rated or rated below Baa/BBB, is subject to impairment as a result of deterioration
in the credit-worthiness of the issuer. Although we attempt to manage this risk by diversifying
our portfolio and emphasizing preservation of principal, our investments are subject to losses
as a result of a general decrease in commercial and economic activity for an industry sector
in which we invest, as well as risks inherent in particular securities.

We invest some of our assets in equity securities, which may decline in value.

We invest a portion of our investment portfolio in equity securities which are subject to
fluctuations in market value. As of December 31, 2006, our investments in equity securities
were approximately $872.9 million, or 21.5 percent of our investment portfolio. We hold
our equity securities as available for sale, and any changes in the fair value of these
securities, net of tax, would be reflected in our accumulated other comprehensive income
as a component of stockholders’ equity.

As of December 31, 2006, our equity portfolio had investment concentrations in the common
stock of Burlington Northern Santa Fe Corporation, or “Burlington Northern,” and in certain
energy sector businesses. As of December 31, 2006, our Burlington Northern common stock
holdings had a fair market value of $428.8 million, which represented 49.1 percent of our
equity portfolio, and our energy sector equity holdings had an aggregate fair market value

of $280.9 million, which represented 32.2 percent of our equity portfolio. These investment
concentrations may lead to higher levels of short-term price volatility and variability in the
level of unrealized investment gains or losses. In January and February of 2007, we sold
approximately 809,000 shares of our Burlington Northern common stock holdings for
approximately $65.0 million of proceeds.




item 1B. Unresolved Staff Comments.

None.

1tem 3. Legal Proceedings.

Our subsidiaries are parties to pending litigation and claims in connection with the ordinary
course of their businesses. Each subsidiary makes provision on its books, in accordance
with GAAP, for estimated losses to be incurred in these litigation and claims, including legal
costs. In the opinion of management, this provision is adequatc under GAAP as of
December 31, 2006.

item 4. Submission of Matters to a Vote of Security Holders.

We did not submit any matter to a vote of security holders during the fourth quarter of 2006.

PART 1l

item 5. Market for Registrant’s Common Equity, Related Stockholder
Matters and Issuer Purchases of Equity Securities.

As of December 31, 2006, there were 1,163 holders of record of our common stock. The fol-
lowing table indicates quarterly high and low prices of our common stock in 2006 and 2005
on the New York Stock Exchange. Our ticker symbol is Y.

2006 2005

Quarter Ended High Low High Low

March 31 $293.43 $273.53 $278.78 $256.10
June 30 293.87 264.00 294.85 261.77
September 30 291.20 274.00 30245 276.96
December 31 364.00 288.50 313.73 276.72

In 2006 and 2005, our Board of Directors declared, as our dividend on our common stock
for that year, a stock dividend consisting of one share of our common stock for every fifty
shares outstanding. Our credit agreement prohibits us from paying cash dividends at any
time when a Default or Event of Default (the definition of which is set forth on pages 53
and 54 of this Form 10-K Report) has occurred and is continuing. At December 31, 2006,
the credit agreement permitted us to pay cash dividends aggregating approximately $272.3
million.

We did not repurchase any shares of our common stock and we did not sell any unregistered

shares of our common stock in the fourth quarter of 2006.




Performance Graph

The following graph compares for the years 2002-2006 the cumulative total stockholder
return on Alleghany’s common stock, the cumulative total return on the Standard & Poor’s
500 Stock Index (the “S&P 500°) and the cumulative total return on the Standard & Poor’s
500 Property and Casualty Insurance Index (the “P&C Index™). The graph shows the value at
the end of each such year of $100 invested as of January 1, 2002 in Alleghany’s common
stock, the S&P 500 and the P&C Index.

Comparison of Cumulative Five Year Total Return
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2002 2003 2004 2005 2006
Company / Index 2002 2003 2004 2005 2006
B Alleghany 94.08 120.29 157.29 1539.74 208.60
O S&P 500 77.90 100.25 111.15 116.61 135.03
A P&C Index 88.98 112,48 124.20 142,97 161.38

This performance graph is based on the following assumptions: (i) cash dividends are
reinvested on the ex-dividend date in respect of such dividend; and (ii} the two-percent
stock dividends Alleghany has paid in each of the years 2002 through 2006 are included
in the cumulative total stockholder return on Alleghany’s common stock.
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item 6. Selected Financial Data.

Alleghany Corporation and Subsidiaries*

Yeuars Ended December 31

(in thousands except for share and share amounts): 2006 2005 2004 2003 2002+
Operating Data
Revenues from

continuing operations $1.209.165 $1.095.826 $ 955214 $638.686 $430.552
Earnings from

continuing operations $ 251244 $ 45977 $102,698 $152,866 § 41,237
Earnings from

discontinued operations — 6.357 14,998 9512 % 13576
Nel earnings $ 251,244 $ 52334 $117.696 $162.378 §$ 54813

Basic earnings (losses)
per share of common stock**

Continuing operations $ 3037 % 57t % 1287 $ 1933 § 529
Discontinued operations — 0.79 1.88 1.20 1.74
Net earnings $ 3037 % 650 $ 1475 $ 2053 § 7.03
Average number of shares

of common stock** 7977554 8,043.732 7977591 7906663 7903939

Years Ended December 31

2006 2005 2004 2003 2002%*
Balance Sheet
Total assets $6,178,740 $5,796,207 $4.328.972 $3.453.000 $2.068.745
Debt $ 80,000 $ 80,000 § 80,000 $ 8800035 96,000
Common stockholders’ equity $2.123.719 $1.868327 $1.773.416 $1.573.579 $1.386.851
Common stockholders’ equity
per share of common stock** $ 26682 $ 23172 § 22206 § 19786 % 17638

*AJHL purchased CATA and Platte River in January 2002, AIHL established Darwin in March 2003 and
acquired RSUI in July 2003. On July 1, 2003, AIHL completed the acquisition of Resurgens Specialty which
became a subsidiary of RSUL In connection with the acquisition of Resurgens Specialty, on June 30, 2003,
RSUI acquired RIC. On September 2, 2003, RIC purchased Landmark. In 2004, AIHL acquired DNA and in
2005, DNA acquired Danwin Select. We sold Heads & Threads in December 2004. Heads & Threads has been
classified as discontinued operations for the three years ended 2004. We sold World Minerals on July 14, 2005.
World Minerals has been classified as discontinued operations for the four years ended 2005,

**Amounts have been adjusied for subsequent common stock dividends.
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item 7. Management’s Discussion and Analysis of Financial Condition
and Results of Operations.

“Management’s Discussion and Analvsis of Financial Condition and Results of Operations”
and “Quantitative and Qualitative Disclosures About Market Risk” contain disclosures
which are forward-looking statements as defined in the Private Securities Litigation Reform
Act of 1995, Forward-looking statements include all statements that do rot relate solely to
historical or current facts, and can be identified by the use of words such as “may,” “will,”
“expect.” “profect,” “estimate,” “anticipate,” “plan,” “believe.” “potential,” “should,”
“continue” or the negative versions of those words or other comparable words. These
Sforward-looking starements are based upon our current plans or expectations and are subject
to a menber of uncertainties and risks that could significantly affect current plans, anticipated
actions and onr future financial condition and results. These statements are not guarantees
of future performance, and we have no specific intention to update these statements.

The uncertainties and risks include, but are not limited to, risks relating to our insurance
operating units such as

LY L2 (LI LI LY

» significant weather-related or other natural or human-made catastrophes and disasters;

o the cyclical nature of the property and casualty industry;

» the long-tail and potentially volatile nature of certain casualty lines of business written by
our insurance operating units;

» the cost and availability of reinsurance;

* CXPOSHYe 10 lerrorist acts,

* the willingness and ability of our insurance operating units’ reinsurers to pay reinsurance
recoverables owed to our insurance operating units;

» changes in the ratings assigned 1o our insurance operating units;

* claims development and the process of estimating reserves;

» legal and regulatory changes,

* the uncertain nature of damage theories and loss amounts;

s increases in the levels of risk retention by our insurance operating units; and

* adverse loss development for events insured by our insurance operating units in either the
current year or prior year.

Additional risks and uncertainties include general economic and political conditions, including
the effects of a prolonged U.S. or global economic downturn or recession; changes in cosis;
variations in political, economic or other factors; risks relating to conducting operations in
a competitive environment; effects of acquisition and disposition activities, inflation rates or
recessionary or expansive trends; changes in market prices of our significant equity investments;
extended labor disruptions, civil unrest or other external factors over which we have no
control; and changes in our plans, strategies, objectives, expectations or intentions, which
may happen at any time at our discretion. As a consequence, current plans, anticipated
actions and future financial condition and results may differ from those expressed in any
forward-looking statements made by us or on our behalf.

Critical Accounting Estimates
Losses and LAE
Each of our insurance operating units establishes reserves on its balance sheet for unpaid

losses and LLAE related to its property and casualty insurance and surety contracts. As of any
balance sheet date, historically there have been claims that have not yet been reported, and
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some claims may not be reported for many years after the date a loss occurs. As a result of
this historical pattern, the liability for unpaid losses and LAE includes significant estimates
for ¢laims incurred but not yet reported, known as “IBNR.” Additionally. reported claims
are in various stages of the settlement process. Each claim is settled individually based upon
its merits, and certain claims may take years to settle, especially if legal action is involved.
As a result, the liabilities for unpaid losses and LAE include significant judgments, assumptions
and estimates made by management relating to the ultimate losses that will arise from the
claims. Due to the inherent uncertainties in the process of establishing these liabilities, the
actual uftimate loss from a claim is likely to differ, perhaps materially, from the liability
initially recorded and could be material to the results of our operations. The accounting
policies that our insurance operating units use in connection with the establishment of these
liabilities include critical accounting estimates.

Our insurance operating units use a variety of techniques that employ significant judgments
and assumptions to establish the liabilities for unpaid losses and LAE recorded at the balance
sheet date. These techniques include detailed statistical analyses of past claim reporting,
settlement activity, claim frequency, internal loss experience, changes in pricing or coverages
and severity data when sufficient information exists to lend statistical credibility to the analysis.
More subjective techniques are used when statistical data is insufficient or unavailable.
These liabilities also reflect implicit or explicit assumptions regarding the potential effects
of future inflation, judicial decisions, changes in laws and recent trends in such factors as
well as a number of actuarial assumptions that vary across our insurance operating units and
across lines of business. This data is analyzed by line of business. coverage and accident
year, as appropriate.

As noted above, as of any balance sheet date, not all claims that have occurred have been
reported to our insurance operating units, and if reported may not have been settled. The
time period between the occurrence of a loss and the time it is settled by the insurer is
referred to as the “claim tail.” Property claims usually have a fairly short claim tail and,
absent claim litigation, are reported and settled within no more than a few years of the date
they are reported. For short-tail lines, the process of recording quarterly and annual liabilities
for unpaid losses and LAE is primarily focused on maintaining an appropriate reserve level
for reported claims and IBNR. rather than determining an expected loss ratio for the current
business and use of other actuarial methods discussed below for long-tail business such as
casualty. Our insurance operating units provide coverage on both a claims-made and occurrence
basis. Claims-made policies generally require that claims occur and be reported during the
coverage period of the policy. Occurrence policies allow claims which occur during a policy’s
coverage period to be reported after the coverage period, and as a result, these claims can
have a very long claim tail, occasionally extending for decades. In conformity with GAAP,
our insurance operating units are not permitted to establish IBNR reserves for catastrophe
losses that have not occurred. Therefore, losses related to a significant catastrophe or
accumulation of catastrophes in any reporting period could have a material, negative impact
on our results during that period. Casualty claims can have a very long claim tail, in certain
situations extending for many years. In addition, casualty claims are more susceptible to
litigation and the legal environment and can be significantly affected by changing contract
interpretations, all of which contribute to extending the claim tail. For long-tail casualty
lines of business, estimation of ultimate liabilities for unpaid losses and LAE is a more
complex process and depends on a number of factors, including the line and volume of the
business involved. For these reasons, AIHL's insurance operating units will generally use
actuarial projections in setting reserves for all casualty lines of business.




Our loss reserve review processes use actuarial methods and underlying assumptions that
vary by company and line of business and produce point estimates for each class of business.
The actuarial methods used by our insurance operating units include the following methods:

* Reported Loss Development Method: a reported loss development pattern is calculated
based on historical data, and this pattern is then used to project the latest evaluation of
cumulative reported losses for each accident year to ultimate levels;

® Paid Development Method: a paid loss development pattern is calculated based on historical
development data, and this pattern is then used to project the latest evaluation of cumulative
paid losses for each accident vear to ultimate levels;

® Expected Loss Ratio Method: expected loss ratios are applied to premiums earned, based
on historical company experience, or historical insurance industry results when company
experience is deemed not to be sufficient; and

* Bornhuetter-Ferguson Method: the results from the Expected Loss Ratio method are
essentially blended with the either the Reported Loss Development method or the Paid
Development method.

Because of the high level of uncertainty regarding the setting of liabilities for unpaid losses
and LAE. it is the practice of each of our insurance operating units to engage, at least
annually, an outside actuary to evaluate, and opine on, the reasonableness of these liabilities.
Although we are unable at this time to determine whether additional reserves, which could
have a material impact upon our financial condition, results of operations and cash flows,
may be necessary in the future, we believe that the reserves for unpaid losses and LAE
established by our insurance operating units are adequate as of December 31, 2006.

A small percentage change in an estimate can result in a material effect on our reported
earnings. The sensitivity of indicated reserves to changes in assumptions can be illustrated
by assuming a 5 percent positive or negative variance to the expected loss and LAE ratio,
net of reinsurance, that underlies the loss and LAE reserves as reported in our consolidated
financial statements. A 5 percent variance, whether positive or negative, in our expected
loss and LAE ratio, net of reinsurance, would result in a $50.5 million impact on our pre-tax
earnings and a $32.8 million impact on our after-tax earnings. We believe this illustration
provides a reasonable benchmark for sensitivity, as we believe it is within historical variation
for the reserves of our insurance operating units, and currently, neither of these scenarios is
believed to be more likely than the other.

Our reserve for unpaid losses and LAE includes $23.8 million of gross reserves and $23.7
million of net reserves at December 31, 2006 and $25.7 million of gross reserves and $25.6
miilion of net reserves at December 31, 20035, for various liability coverages related to
asbestos and environmental impairment claims that arose from reinsurance assumed by a
subsidiary of CATA between 1969 and 1976. The subsidiary exited this business in 1976.
Reserves for asbestos and environmental impairment claims cannot be estimated with
traditional loss reserving techniques because of uncertainties that are greater than those
associated with other types of claims. Factors contributing to these uncertainties include a
lack of historical data, the significant periods of time that often elapse between the occurrence

of an insured loss and the reporting of that loss to the ceding company and the reinsurer,
uncertainty as to the number and identity of insureds with potential exposure to these risks,
unresolved legal issues regarding policy coverage and the extent and timing of any such
contractual liability. Loss reserve estimates for these environmental impairment and
asbestos exposures include case reserves, which also reflect reserves for legal and other




LLAE and IBNR reserves. IBNR reserves are determined based upon CATA's historic
general ligbility exposure base and policy language, previous environmental impairment
loss experience and the assessment of current trends of environmental law, environmental
cleanup costs, asbestos liability law and judgmental settlements of asbestos liabilities.

For both asbestos and environmental impairment reinsurance claims, CATA establishes

case reserves by receiving case reserve amounts from its ceding companies and verifies these
amounts against reinsurance contract terms, analyzing from the first dollar of loss incurred by
the primary insurer. In establishing the liability for asbestos and environmental impairmeni
claims, CATA considers facts currently known and the current state of the law and coverage
litigation. Additionally, ceding companies often report potential losses on a precautionary
basis to protect their rights under the reinsurance arrangement. which generally calls for
prompt notice to the reinsurer. Ceding companies, at the time they report potential losses,
advise CATA of the ceding companies’ current estimate of the extent of the loss. CATA’s
claims department reviews each of the precautionary claims notices and, based upon current
information, assesses the likelihood of loss to CATA. This assessment is one of the factors
used in determining the adequacy of the recorded asbestos and environmental impairment
reserves. Although we are unable at this time to determine whether additional reserves,
which could have a material impact upon our results of operations. may be necessary in the
future, we believe that CATA’s asbestos and environmental impairment reserves are adequate
as of December 31, 2006.

Our insurance operating units continually evaluate the potential for changes, both positive
and negative, in their estimates of these liabilities and use the results of these evaluations o
adjust both recorded liabilities and underwriting criteria. With respect to liabilities for unpaid
losses and LAE established in prior years, these liabilities are periodically analyzed and their
expected ultimate cost adjusted. where necessary. to reflect positive or negative development
in loss experience and new information, including, for certain catastrophic cvents, revised
industry estimates of the magnitude of a catastrophe. Adjustments to previously recorded
liabilities for unpaid losses and LAE, both positive and negative, are reflected in our financial
results in the periods in which these adjustments are made and are referred to as prior year
reserve development. Additional information regarding reserves is included on pages 14 and
15. and pages 45 and 46 of this Form 10-K Report.

Receivables recorded with respect to claims ceded by our insurance operating units to
reinsurers under reinsurance contracts are predicated in large part on the estimates for
unpaid losses and, therefore. are also subject to a significant degree of uncertainty. In
addition to the factors cited above, reinsurance receivables may prove uncollectible if the
reinsurer is unable to perform under the contract. Reinsurance contracts purchased by our
insurance operating units do not relieve them of their obligations to their own policyholders.
Additional information regarding the use of, and risks related to, the use of reinsurance by
our insurance operating units can be found on pages 25 and 26 of this Form 10-K Report.

Investments

We hold our equity and debt securities as available for sale, and as such, these securities
are recorded at fair value based on quoted market prices or dealer quotes. We continually
monitor the difference between cost and the estimated fair value of our investments, which
involves uncertainty as to whether declines in value are temporary in nature. If we believe
a decline in the value of a particular investment is temporary, we record the decline as an
unrealized loss in common stockholders’ equity. If we believe the decline is other than
temporary, we write it down to the carrying value of the investment and record a realized
loss on our statement of earnings. Management's assessment of a decline in value includes,




among other things. (i} the duration of time and the relative magnitude to which fair value of
the investment has been below cost; (ii) the financial condition and near-term prospects of
the issuer of the investment; (iii) extraordinary events, including negative news releases and
rating agency downgrades, with respect to the issuer of an investment; and (iv) our ability
and intent to hold the investment for a period of time sufficient to allow for any anticipated
recovery. A debt security is impaired if it is probable that we will not be able to collect

all amounts due under the security’s contractual terms. An equity investment is impaired
when it becomes apparent that we will not recover its cost over the expected holding period.
Further, for securities expected to be sold, an other-than-temporary impairment charge is
recognized if we do not expect the fair value of a security to recover its cost prior to the
expected date of sale. If that judgment changes in the future, we may ultimately record a
realized loss after having originally concluded that the decline in value was temporary. Risks
and uncertainties are inherent in the methodology we use to assess other-than-temporary
declines in value. Risks and uncertainties could include, but are not limited to, incorrect

or overly optimistic assumptions about financial condition, liquidity or future prospects,
inadequacy of any underlying collateral and unfavorable changes in economic or social
conditions, interest rates or credit ratings.

Goodwill and Other Intangible Assets

Qur consolidated balance sheet as of December 31, 2006 includes goodwill and other
intangible assets, net of amortization, of approximately $159.8 million. This amount has
been recorded as a result of business acquisitions. Goodwill and other intangible assets are
tested annually for impairment. We completed the annual test for impairment during the
fourth quarter of 2006 based upon results of operations through September 30, 2006 and
determined that there was no indication of impairment. A significant amount of judgment is
required in performing goodwill and other intangible assets impairment tests. These tests
include estimating the fair value of our operating units and other intangible assets. With
respect to goodwill, as required by Financial Accounting Standards Board Statement No. 142,
or “SFAS 142" we compare the estimated fair value of our operating units with their
respective carrying amounts including goodwill. Under SFAS 142, fair value refers to the
amount for which the entire operating unit may be bought or sold. Our methods for estimating
operating unit values include asset and liability fair values and other valuation techniques,
such as discounted cash flows and muitiples of earnings or revenues. All of these methods
involve significant estimates and assumptions,

Deferred Taxes

We file a consolidated federal income tax return with our subsidiaries, except for Darwin

as a result of its initial public offering in May 2006. Deferred tax assets and liabilities are
recognized for the future tax consequences attributable to differences between the financial
statement carrying amount of existing assets and liabilities and their respective tax bases and
operating loss and tax credit carry forwards. Deferred tax assets and liabilities are measured
using enacted tax rates expected to apply to taxable income in the years in which those
temporary differences are expected to be recovered or settled. The effect on deferred tax
assets and liabilities of a change in tax rates is recognized in income in the period that
includes the enactment date. At December 31, 2006, a net deferred tax liability of $62.9
million was recorded, which included a valuation allowance of $14.2 million for certain
deferred state tax assets which we believe may not be realized. A valuation allowance is
provided when it is more likely than not that some portion of the deferred tax assets will not
be realized. This determination is based upon a review of anticipated future earnings as weli
as all available evidence, both positive and negative.
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In addition to the policies described above which contain critical accounting estimates, our
other accounting policies are described in Note 1 to our consolidated financial statements
set forth in Item 8 of this Form 10-K Report. The accounting policies described in Note 1
require us to make estimates and judgments that affect the reported amounts of assets,
liabilities, revenues and expenses, and related disclosure of contingent assets and liabilities
but do not meet the level of materiality required for a determination that the accounting policy
includes critical accounting estimates. On an ongoing basis, we evaluate our estimates,
inciuding those related to the value of long-lived assets, deferred acquisition costs, incentive
compensation, pension benefits, and contingencies and litigation. Our estimates are based
on historical experience and on various other assumptions that are believed to be reasonable
under the circumstances. Our actual results may differ from these estimates under different
assumptions or conditions.

Consolidated Results of Operations

The following table summarizes our consolidated revenues, costs and expenses and earnings.

(in thousands) 2006 2005 2004
Revenues
Net premiums earned $1,010,129 $ 849,653 $805,417
Net investment earned 144,377 83,012 49 873
Net realized capital gains 28,224 148,446 86,870
Other income 26,435 14,715 13,054
Total revenues $1,209,165 $1,095.826 $955,214
Costs and expenses
Loss and loss adjustment expenses $ 498,954 $ 747967 $540,569
Commissions, brokerage and other
underwriting expenses 251,877 216,796 190,657
Other operating expenses 48,111 29,465 31,756
Corporate administration 41,667 38,305 40,917
Interest expense 5,626 3,474 2,417
Total costs and expenses $ 846,235 $1,036,007 $806,316

Earnings from continuing operations,

before income taxes and minority interest $ 362,930 $ 59819 $148.898
Minority interest, net of tax 5,577 — —
Earnings from continuing operations $ 251,244 $ 45977 $102,698
Earnings from discontinued operations, net of tax* — 6,357 14,998
Net earnings $ 251,244 $ 52,334 $117.696
Revenues

AIHL $1,149 405 $ 951,916 $932,805

Corporate activities 59,760 143910 22,409

Earnings (loss) from continuing operations,
before income taxes and minority interest

ATHL $ 354,13 $ (39,053) $173,377
Corporate activities 8,796 08,872 (24,479)

*Amount reflects the discontinued operations of World Minerals prior to its sale in July 2005 and
of Heads & Threads prior to its disposition in December 2004,
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The increase in our revenues in 2006 from 2005 was attributable to increases in net premiums
earned at each of our insurance operating units, as well as an increase in net investment
income. The increase in net investment income primarily reflects higher investment yields
and strong cash flow in 2006, the investment of net proceeds from our public offering of
mandatory convertible preferred stock in June 2006, and receipt of net proceeds from the
initial public offering of Darwin common stock in May 2006. The increases in net premiums
earned and net investment income were partially offset by a significant decrease in net realized
capital gains in 2006 from 2005. The 2005 net realized capital gains primarily reflect the
sale of 2.0 million shares of common stock of Burlington Northern which generated $94.8
million of 2005 net realized capital gains and the sale of 1.0 million shares of CIGNA
Corporation, or “CIGNA,” which generated $37.8 million of the 2005 net realized capital
gains. Net realized capital gains in 2004 primarily reflected the sale of 2.6 million shares of
common stock of CIGNA, which generated $58.6 million of the 2004 net gain.

The increase in net premiums earmed in 2006 from 2005 primarily reflects growth at each
of our insurance operating units, with continued growth in all lines of Darwin’s business,
growth in property and all casualty lines of RSUI and growth in CATA’s commercial surety
line of business. With respect to RSUI, the increase in net premiums earned in its property
line of business primarily reflects the impact of higher prices on catastrophe-exposed risks
and increased retentions from reduced cessions under its property surplus share reinsurance
treaties, partially offset by higher reinsurance costs and a decrease in exposed limits. The
increase in net premiums earned in 2005 from 2004 primarily reflects growth in all lines of
Darwin’s business, growth in CATA’s property and casualty lines (including in excess and
surplus markets) and commercial surety lines and lower reinsurance costs at CATA. The
increases at Darwin and CATA were partially offset by a decrease in net premiums earned
at RSUI primarily due to a decrease in the amount of gross premiums written in RSUI's
property line of business, as well as an increase in ceded premiums paid to reinsurers under
RSUTI’s catastrophe reinsurance program.

The decrease in costs and expenses in 2006 from 2005 primarily reflects a substantial
decrease in loss and LAE at RSUT related to catastrophes compared with 2005, partially
offset by an increase in loss and LAE at Darwin related to its business growth. The increase
in costs and expenses in 2005 from 2004 primarily reflects a substantial increase in loss

and LAE attributable to the $287.3 million of pre-tax catastrophe losses, net of reinsurance,
incurred by RSUI as a result of the substantially more significant hurricane activity in

2005 compared with 2004. In addition, such increase reflects growth of business across our
insurance operating units, with commissions and brokerage expenses keeping pace with the
increases in net premiums earned, and the costs incurred in building Darwin’s organization.

Corporate administration expenses increased in 2006 from 2005, primarily reflecting
increased expenses for benefits incurred and other employee-related costs. The fluctuations
in interest expense in the three-year period ended December 31, 2006 are attributable to

the impact of interest rate changes on $80.0 million of floating rate notes due 2007 of our
financing subsidiary Alleghany Funding Corporation, or “Alleghany Funding.”
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Our earnings from continuing operations before income taxes and minority interest in

2006 increased from 2005, primarily reflecting a significant decrease in net catastrophe
losses incurred in 2006 compared with 2005, which included significant catastrophe losses
attributable to Hurricanes Katrina and Rita. Pre-tax catastrophe losses were $18.0 million

in 2006, compared with $330.8 million, net of reinsurance and reinsurance reinstatement
premiums, in 2005. 2006 results also reflect an increase in net investment income and net
premiums earned, partially offset by lower net realized capital gains, higher non-catastrophe-
related loss and LAE related to the increase in net premiums earned, and higher other
income. Other income for 2006 reflects a $23.1 million gain on sale of 59 acres of real estate
in May of 2006 by Alleghany Properties.

Earnings from continuing operations before income taxes and minority interest declined to
$59.8 million in 2005 from $148.9 million in 2004, primarily reflecting a $39.1 million
pre-tax loss at AIHL, compared with pre-tax earnings of $173.4 million in 2004. AIHL’s
2005 loss reflects a $133.0 million net loss at RSUI primarily attributable to 2005 cata-
strophic events, particularly Hurricane Katrina, partially offset by net earnings at CATA and
Darwin. Corporate activities reported pre-tax earnings of $98.9 million in 2005, compared
with a pre-tax loss of $24.5 million in 2004, primarily reflecting net realized capital gains
at the parent company of $132.6 million due to the sale of common stock of Burlington
Northern and CIGNA in 2005.

The effective tax rate on earnings from continuing operations before income taxes was 29
percent in 2006, 23 percent in 2005 and 31 percent in 2004. The effective tax rate in 2006
reflects a tax benefit of $10.8 million in the first quarter of 2006 resulting from the release of
a valuation allowance we held with respect to a portion of our deferred tax assets related to
unused foreign tax credits. The unused foreign tax credits arose from our ownership of
World Minerals prior to its sale in July 2005. The lower effective tax rate in 2005 relative to
both 2006 and 2004 reflects the impact of significant catastrophe losses incurred during 2005.

Net earnings from continuing operations for 2006 include the $10.8 million tax benefit noted
above. Net earnings from continuing operations for 2005 include an overall tax benefit as a
result of the significant catastrophe losses incurred during the 2005 third quarter.




AIHL Operating Unit Pre-Tax Results

RSUI  AIHL Re CATA Darwin Total ATHL

2006
Gross premiums written $1,366.1 $ — $189.8 $246.2  $1,802.1
Cession to AIHL Re (58.0) 58.0 _ —_ —
Gross premiums written after

AIHL Re cession $1,308.1 $ 58.0 $189.8 $246.2 $1,802.1
Net premiums written 676.6 58.0 181.6 157.0 1,073.2
Net premiums earned (1) $ 6707 $ 356 $171.4 $132.4  $1,010.1
Loss and loss adjustment expenses 332.3 - 78.0 88.6 498.9
Underwriting expenses (2) 141.0 0.2 74.3 364 251.9
Underwriting profit (3) $ 1974 $ 35.4 $ 19.1 $ 74 $ 2593
Net investment income (1) 1235
Net realized capital gains (1) 13.9
Other income (1) 1.8
Other expenses (2) 44.4
Earnings before income taxes

and minority interest $ 354.1
Loss ratio (4) 49.6% —_ 45.5% 66.9% 49.4%
Expense ratio (5) 210% 0.8% 43.3% 27.5% 24.9%
Combined ratio {6) 70.6% 0.8% 88.8% 94.4% 74.3%
2005
Gross premiums written $1.247.8 — $1734 $165.8 $1,587.0
Net premiums written 618.4 — 164.4 100.6 883.4
Net premiums earned (1) 605.9 — 159.1 84.7 849.7
Loss and loss adjustment expenses 614.4 — 75.0 58.6 748.0
Underwriting expenses (2} 124.5 — 68.5 238 216.8
Underwriting {loss) profit (3) $(133.0) — $ 156 $ 23 $(1sD
Net investment income (1) 67.3
Net realized capital gains (1) 31.6
Other income (1) 33
Other expenses (2) {26.2)
Loss before income taxes

and minority interest $ (39.1)
Loss ratio (4) 101.4% - 47.1% 69.2% 88.0%
Expense ratio (3) 20.5% —_ 43.1% 28.1% 25.5%
Combined ratio (6) 121.9% — 90.2% 97.3% 113.5%
2004
Gross premiums written $1,223.8 — $174.0 $100.5 514983
Net premiums written 630.6 — 156.1 70.5 857.2
Net premiums earned (1) 609.3 —_ 150.0 46.1 805.4
Loss and loss adjustment expenses 423.6 — 87.6 294 540.6
Underwriting expenses (2) 102.5 — 71.3 16.8 190.6
Underwriting profit (loss) (3) $ 832 — $ (8.9) $ (0. $ 742
Net investment income (1) 39.8
Net realized capital gains (1) 84.5
Other income (1)) 3.1
Other expenses (2) (28.2)
Eamnings before income taxes

and minority interest $ 1734
Loss ratio (4) 69.5% — 58.4% 63.6% 67.1%
Expense ratio (5) 16.8% — 47.5% 36.5% 23.7%
Combined ratio (65) 86.3% 105.9% 100.1% 90.8%
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{1} Represent components of total revenues,

(2) Underwriting expenses represent commission and brokerage expenses and that portion of salaries, administration
and other operating expenses directly attributable to underwriting activitics, whereas the remainder constitutes
other expenses.

(3) Represents net premiums earned less loss and loss adjustment expenses and underwriting expenses, all as
determined in accordance with GAAP, and does not include net investment income and other income or net
realized capital gains. Underwriting profit does not replace net income determined in accordance with GAAP

as a measure of profitability; rather, we believe (hat underwriting profit, which does not include net investment
income and other income or net realized capital gains, enhances the understanding of AIHL's insurance operaling
units’ operating results by highlighting net income attributable 1o their underwriting performance. With the
addition of net investment income and other income and net realized capital gains, reported pre-tax net income

{a GAAP measure) may show a profit despite an underlying underwriting loss. Where underwriting losses persist
over extended periods, an insurance company’s ability to continue as an ongoing concern may be at risk.
Therefore, we view underwriting profit as an important measure in the overall evaluation of performance.

{4) Loss and loss adjustment expenses divided by net premiums earned, all as determined in accordance with GAAP.
(5) Underwriting expenses divided by net premiums earned, all as determined in accordance with GAAP.

(6) The sum of the loss ratio and expense ratio, all as determined in accordance with GAAP, representing the
percentage of each premium dollar an insurance company has to spend on losses (including loss adjustment
expenses) and underwriting expenses.

Discussion of individual AIHL operating unit results follows, and AIHL investment results
are discussed below under “Investments.”

RsUI

RSUI’s net premiums earned in 2006 increased from the corresponding 2005 period,
reflecting volume increases in all casualty lines of business, due primarily to growth in gross
premiums written. In addition, net premiums earned increased in property lines of business
reflecting higher prices on catastrophe-exposed risks and increased retentions from reduced
cessions under its property surplus share reinsurance treaties, partially offset by higher per
risk and catastrophe reinsurance costs and a decrease in exposed limits. RSUI's net premiums
earned decreased slightly in 2005 from 2004 primarily due to a decrease in the amount of
gross premiums written in RSUT's property line of business, as well as an increase in ceded
premiums paid to reinsurers under RSUT's catastrophe reinsurance program, including
reinsurance reinstatement premiums. This decrease was partially offset by increases in net
premiums earned across all other lines of business, primarily reflecting increased retentions
due to changes in RSUI’s reinsurance structure and an increase in gross premiums written.
The significant decrease in loss and LAE in 2006 from 2005 primarily reflects the absence in
2006 of significant catastrophe losses, compared with significant catastrophe losses in 2005.
The significant increase in loss and LAE in 2005 from 2004 primarily reflects $287.3 million
of pre-tax calastrophe losses, net of reinsurance, due to 2005 hurricanes, compared with
$146.7 million of pre-tax catastrophe iosses, net of reinsurance, in 2004,

RSUT’s underwriting expense increased in 2006 from 2005 primarily due to higher
commissions and other acquisition-related expenses as a consequence of increased premium
volumes in 2006 compared with 2005 and lower commissions paid to RSUI on ceded
reinsurance. RSUI's underwriting expense increased in 2005 from 2004 due to the absence
of profit sharing payments under RSUI's property surplus share treaties, and a $5.2 million
reversal of profit sharing payments under these treaties as a result of the 2004 and 2005
hurricanes. RSUI’s underwriting expense is reduced by profit commissions that it receives
under its reinsurance treaties for ceding premiums to the reinsurers. These payments recognize
and offset expenses incurred by RSUI in underwriting and administering the ceded business.
RSUI’s property surplus share treaties provide for profit sharing payments by the reinsurers
based upon underwriting results of the ceded business. Additional information regarding
RSULI’s use of reinsurance and risks related to reinsurance recoverables can be found on
pages 18 through 20 and pages 25 and 26 of this Form 10-K Report.
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RSUI's underwriting profit for 2006 increased from the corresponding 2005 period, reflecting
significantly lower net catastrophe losses, as noted above, partially offset by an $8.9 million
net reserve adjustment. This net reserve adjustment primarily reflects a decrease in estimated
reinsurance recoverables related to Hurricane Katrina due to a change in the composition of
estimated ceded losses, partially offset by prior year reserve releases related to Hurricane
Wilma and 2004 third quarter hurricanes. The reserving actions related to Hurricane Katrina
reflect a review completed by RSUI during the 2006 fourth quarter of Hurricane Katrina
reinsurance cessions that showed RSUT’s net retained losses would be slightly higher than
previously estimated. With respect to the 2004 third quarter hurricanes, the reserve actions
reflect a determination during the 2006 fourth quarter that paid losses for such hurricanes
are at or close to nltimate expected losses. Catastrophe losses amounted to $14.8 million

in 2006, which include the $8.9 million adjustment, compared with $313.4 million, net of
reinsurance and reinsurance reinstatement premiums, in 2005. In addition, 2006 results
benefited from lower estimated ultimate casualty loss and loss adjustment expense ratios for
the current accident year in the general liability, professional liability and umbrella lines of
business, and reductions in premiums ceded by RSUI to reinsurers under its surplus share
reinsurance treaties. RSUI recorded an underwriting loss of $133.0 million in 2005 reflecting
$313.4 million of pre-tax catastrophe losses, net of reinsurance and reinsurance reinstatement
premiums, related to 2005 hurricane activity. RSUI reported an underwriting profit of

$83.2 million in 2004, despite recording $157.2 million of pre-tax catastrophe losses, net of
reinsurance and reinsurance reinstatement premiums, related to 2004 hurricane activity.

In 2006, rates for RSUT’s catastrophe-exposed property risks increased substantially, more
than offsetting reductions in premium resulting from exposure reduction efforts RSUI
commenced during the 2005 fourth quarter. RSUT undertook such efforts to reduce its
exposed limits and raise attachment points on catastrophe-exposed property business. As part
of these exposure reduction efforts, RSUI reviewed its catastrophe exposure management
approach, resulting in the implementation of new monitoring tools and a revision of its
underwriting guidelines and procedur