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CATHEDRAL CAPITAL HOLDINGS LIMITED

Chairman’s Statement

[ am pleased to report a profit after tax of £21.2m (2005: £10.7m), a return on equity of 26.4%.
This translates into diluted earnings per share of 30.1 pence (2005: 14.6 pence).

Life is full of little surprises. Without them there would be no market place. The 2006 year
followed a year made famous by Hurricane Katrina, the most costly windstorm loss in history.
It was universally forecast by those professing expertise to be a year of high-frequency high-
cost hurricanes and, of course, turned out to be one which was virtually claim free for
catastrophe reinsurers as well as quite benign for commercial property insurers in Bermuda and
London.

Students of human nature will not be surprised to hear that underwriting businesses which only
a year ago were slashing their perceived catastrophe exposures are already reinstating them and
more. Thus a single clean year creates a new paradigm, making yesterday’s loss makers into
tomorrow’s heroes. Shareholders appear to listen to what is said rather than to look at what was
done. The globe warms and catastrophes happen.

The most important feature of the year for the Company was the change in ownership. The
outside shareholders accepted a cash offer from the Alchemy Investment Plan, making them
the majority shareholder, with the employees taking a substantial minority stake. This makes
for a powerful business partnership and augurs well for the future of a business which inhabits
a heavily regulated and aggressively volatile trading environment. Since the year end, on the
2nd of April 2007, the Company’s sole shareholder passed a resolution and the Company re-
registered as a private company. On the 12th of April the Company’s name was changed to
Cathedral Capital Holdings Limited.

The main business of the Company is the management of Syndicate 2010 at Lloyd’s, which
continues to hold its own as a widely respected underwriting enterprise. The slings and arrows
of outrageous natural catastrophe happenings have not yet found the team wanting, and again
their risk-taking strategies have demonstrated the resilience necessary for sound future
business planning.

During the negotiations to do with the change of ownership, the interests of outside
shareholders were represented by Tony Minns, our then senior independent non-executive
director. It was an extremely complex and time consuming transaction. Tony held the ring with
consummate professionalism, inordinate patience and a cancelled holiday. All shareholders,
including the employees, owe him a great debt.

Cathedral was already in existence as a Lloyd’s Names’ conversion vehicle when we turned it
into an independent underwriting business for the 2001 account, with Syndicate 2010 suffering
the appalling World Trade Centre attack in its first year and the record-breaking hurricane
Katrina in its fifth. I am sure that we will be offered even greater challenges in years to come




CATHEDRAL CAPITAL HOLDINGS LIMITED

Chief Executive Officer’s Report
Overview

In its own way the 2006 year has been as remarkable a year as its predecessor. Our industry,
seriously exposed to over-trading only months previously, staggered into 2006 feeling the
effects of significant capital, rating and exposure stress but has emerged with increased balance
sheets, more market participants and an increased appetite for diversification into new business
lines. Sadly, it equally appears none the wiser for the experience.

2006 will be a record year of profits for Cathedral. £21.2 million (2005: £10.7 million) which
translate into diluted earnings per share of 30.1 pence (2005: 14.6 pence). The net tangible
assets per share have increased to 233.4 pence up from 103.9 pence a year earlier, in part as a
result of the record earnings year for Cathedral but also as a result of the conversion of 32.3
million A shares into Deferred shares, which do not have any immediate entitlement to the
assets of the Group. The combined ratio for the Group has improved to 89.4% from 96.8% a
year earlier.

Our improved result is largely due to a conspicuous lack of catastrophe claims during the year.
Furthermore, we have not needed to top-up the old years’ reserves, underlining the fact that our
exposure management and reserving policies continue to be robust.

2006 at Cathedral was very much business as usual in terms of classes written, the line sizes
we deployed and the reinsurance cover we were able to buy. Consequently, unlike many of our
competitors, we have not had to endure the rollercoaster ride of drastically re-writing business
plans, slashing US wind exposures and re-assessing our risk appetite to cope with significantly
larger net exposures. We may be less euphoric in tone about our result than some, but we are
delighted that we have been able to refine the quality of our underlying portfolios for the
future. We have also strengthened our medium term capital position by teaming up with a well
know private equity partner during the year.

Market

Global economic losses from natural and man made catastrophes were estimated at
approximately $48billion for 2006 with the insured element of these totalling some
$15.9billion. The largest claims of the year resulted from a system of tornadoes that passed
through the U.S. Mid-west in April accounting for some $3 billion of losses between them and
Typhoon Shanshan which caused approximately $1billion of insured damage in Japan. This
hardly memorable list of losses was punctuated with the loss of nearly six thousand people
from an earthquake in Bantul, Indonesia, two thousand from the effects of the summer heat
wave in Holland and Belgium and more than one thousand perished on a ferry that capsized off
the Egyptian coast.

This is in stark contrast to the previous year where one single event comfortably generated
insured losses greater than the entire global economic damage from catastrophe losses in 2006.
The important thing to note here is not merely the contrast with 2005, but the fact that 2006
falls materially below a steadily rising long term average of annual catastrophe claims. To
confuse 2006 with the profile of a typical year without any exceptional and infrequent losses
would be a grave mistake.

The 2006 renewal season was tough but with hindsight not as difficult as we had anticipated.
Prices for US coastal exposure rose sharply and reinsurance cover generally became scarce and
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CATHEDRAL CAPITAL HOLDINGS LIMITED

limited in scope for those who had made a mess of their business in 2005. Many were
restricted as to the exposures they could take in catastrophe exposed areas by reinsurers and
reduced line sizes to a fraction of what they had been in 2005. Everyone took on substantially
higher retentions.

Initial upward pricing movements were dampened as many had yet to come to terms with the
full extent of their losses from 2005 and the impact on their balance sheets. Capital markets
were rapidly deploying new and additional capital, either to replenish capital bumt by
overtrading, or to fund ‘sidecars’ and start ups. Away from the US coast, business lines, be
they property or otherwise, came under downward pricing pressure as businesses sought to
replace the income lost with the exposures they had given up on the US coast.

Capital markets were consistent in that they continued to set up units that fitted into their
standardised basic operating model with their standardised return on equity requirement. Sadly
the need for quality underwriters that could build a balanced risk portfolio and control
exposures still did not always feature highly. Most new entrants merely added another
competitor with limited product into an already overpopulated market place.

Notwithstanding the new entrants to the market, the global appetite for US coastal exposure
had fallen more quickly than the primary insurers could reduce it at source. Consequently both
on a direct and reinsurance basis, pricing for coastal exposed business in the US continued to
climb into the half year as market participants filled up their exposure limits and sold what was
left for increasing prices.

During the latter half of 2006 most businesses had obtained some reinsurance by working their
way down the list of new entrants who brought aggregate at a price to the market. Meanwhile
the combination of the rating agencies, increased capital requirements for catastrophe business
and the release of the new RMS model predicating far larger damage factors from windstorms
(and oddly far less from earthquakes) resulted in the return on equity sensitive businesses
needing to aggressively seek out premium in areas other than the US coast because it required
less capital to support it.

Going into the 2007 renewal season, diversity became the buzzword and more new entrants
have been attacking a wide range of business lines to obtain diversity and a lower capital
requirement. It will come as no surprise that the immediate targets are lines where significant
premiums can be gained in single contracts with little established distribution or technical
expertise. Some of the most affected markets have been casualty, international and non coastal
US direct property, airlines and energy.

A striking illustration has been the direct airline insurance market, which has been slowly
consolidating for many years with significant over capacity. Rates fell by near 25% in 2005
after a largely loss free period since 2001. During 2006 five new entrants came to a market
place which already had too much capacity. Original rates fell by nearly 40%.

To the outsider this would seem to be commercial insanity but the extra portfolio diversity
helps to reduce the capital requirement now demanded by the rating agencies and as such
affects the potential return on equity.

This process has gained intensity since the 2006 ‘hurricane season’ passed without incident.

The proverbial bullet has been dodged and regardless of the fact that huge net exposures were
being run, some by choice and others by necessity, 2005 seems forgotten and the bulk of the
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CATHEDRAL CAPITAL HOLDINGS LIMITED

industry is focussed on diversity and return on equity rather than exposure management. We
were here eighteen months ago!

The market today is still sensibly priced in some areas (particularly US coastal). The year end
renewals saw those insureds that were ‘let off” reasonably lightly in the January and spring
2006 renewals being brought into line with those renewing in the summer. However much of
this well priced business was oversubscribed and given a clean year clients will be looking for
a break next year. Our Aviation reinsurance account occupies an area that requires technical
expertise and remains disciplined. Elsewhere is a story of downward pressure particularly in
casualty, big ticket and less technical lines.

What happens from here absent any major losses will almost certainly be a further softening
across the board driven by surplus capital in too many participants that offer nothing but
capacity. Surplus capital and insurance have seldom been happy bedfellows from an investor’s
stand-point, but the sheer number of relatively new mid market companies that offer little bears
comparison to the late 1980’s when Lloyd’s had over 400 syndicates. What happened next is
well known.

Given some substantial market wide losses, some capital may disappear as retentions remain
high, though it is questionable how many of the current players would voluntarily return it to
shareholders intact even if it is established that not all of them can deliver a business plan to
trade successfully through a market cycle.

The bottom line is that things are likely to deteriorate from the current position until capital
either disappears (voluntarily or otherwise) or it is deployed behind businesses that have the
expertise, distribution and balance to survive the cycle and prosper into the next.

Syndicate 2010

John Hamblin’s Underwriter’s report in the Syndicate 2010 Annual Report gives a detailed
account of the closing 2004 year of account, 2005 and 2006 open years and the current
prospects. However there are a few highlights I would like to focus on.

Firstly, 2004 became, at the time, the worst year ever recorded in terms of insured loss with
four significant hurricane losses in the US and Caribbean. Syndicate 2010 was impacted on
both direct and reinsurance property accounts, both of which have a US focus. We have
remained within our reinsurance protections both vertically and horizontally, and our losses
were absorbed at a level where the balance of the account was able to deliver our business plan
target profit. The industry as a whole lost most of its earnings rather than capital, although
immediately some found themselves in difficulties.

The record level of insured losses in 2005 was a substantial increase on 2004 with Hurricane
Katrina being the largest ever individual insured loss by threefold. This turned out to be a
significant capital loss to the market and highlighted how severely many businesses were either
overtrading or failing to manage the exposures they were taking on. Syndicate 2010 was
affected via both its property accounts, both involving reinsurers toward the top end of their
respective programmes. Losses have remained within our original estimates made shortly after
Katrina happened. The balance of account including significant losses from Hurricanes Rita
and Wilma has moved around in the context of gross numbers but has been stable on a net
basis. As a result, we have been able to firm up our most likely final outcome for the 2005 year
of account as a very marginal profit. This is high quality work by our underwriting team.
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The hardest element of 2006 was to get our outwards reinsurance programme in place. Despite
significant risk transfer from us to them in 2004 and 2005 we were again supported by our core
reinsurers, since we had generated losses to them that were within predicted margins, thus
proving that we really could manage our exposures. We, like the industry, suffered a higher
retention but crucially we were neither restricted in the areas in which we underwrote, nor were
we constrained in our line size and hence exposures.

Moving into 2007 we have been able to renew our reinsurances and at the same time have
slightly increased the Syndicate capacity to £300 million, mainly to allow room for rate
increases in the pipeline on our reinsurance and direct books as described earlier. Many
renewals are now oversubscribed on bigger risks in the market but our leading position has
thus far allowed us to protect our share reasonably well.

Terms and conditions remain in the top quartile of their historic range on our property accounts
and continue to be well paid on the aviation reinsurance account. Our smaller specialist
accounts such as contingency and satellite are both experiencing some pressure, requiring
considerable expertise to underwrite through the cycle and continue to make a good
contribution to the bottom line. However, with capital markets feeding in tens of billions of
dollars into saturated markets, absent significant losses falling in the right places, there is little
hope that a general downward movement will be averted.

In the last months the Florida state legislators have significantly expanded the size of the State
Hurricane Catastrophe Fund in response to the lack of capacity for cover under the retention of
the existing Catastrophe Fund and the prices charged for cover above the Fund in the open
market. In expanding the cover provided the Fund will take out significant premiums from the
reinsurance industry, particularly Bermuda, which will result in some Florida-focussed writers
having to rethink their business plans and hunt elsewhere for premium. Fortunately Syndicate
2010 has a highly granular US regional catastrophe treaty account and we had already trimmed
our Florida exposure during 2006. '

Lloyd’s

In last years report I suggested that 2005 could be the making of Lloyd’s. During 2006 the
pendulum between Lloyd’s and Bermuda as a platform for setting up or expanding a business
has swung further in Lloyd’s direction. The market produced a high quality result for 2005 and
2006 should produce a good profit to further strengthen the coffers.

The current dynamics are that Bermuda has the advantages of easy access via a ‘template’ set-
up liked by the capital markets. It also has a considerably lighter regulatory burden and a
considerable tax advantage. However the rating agency capital requirements for catastrophe
exposed business are materially higher than in Lloyd’s, which has a superior rating to many
Bermudians, certainly most of the new ones. The proposed deal by Berkshire Hathaway to
reinsure Equitas has now taken place and Lloyd’s has immediately been upgraded by Fitch.
A.M.Best and Standard and Poor will also view this transaction positively and may follow suit
in due course. Lloyd’s also has a far more diverse business base and has a considerably wider
underwriting talent and distribution base with the London market providing far more quality
experienced people in the local pool.

From a simple financial perspective the capital advantage coupled with global licensing and a
superior rating now makes Lloyd’s on the face of it a more desirable place to start or expand a
business into. This has been evidenced by the number of applications for new start-ups in the
last twelve months and indeed by some projects that are up and running. At the same time a
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