
Alleghany Scorecard
($ in millions, except per share amounts)

Book Value
Per Share(1)

Book Value
% Change

% Change in
S&P 500 with

Dividends
Included

Market Price
Per Share

Market Price
% Change

Market Price
to Ending

Book Value

10-year
Treasury

Yield End of
Year

Common
Stockholders’

Equity

2000 $ 135.49 15.3% -9.1% $ 165.28 13.0% 1.22 5.11% $ 1,191
2001 162.36 19.8% -11.9% 157.88 -4.5% 0.97 5.05% 1,426
2002 162.75 0.2% -22.1% 148.52 -5.9% 0.91 3.82% 1,413
2003 182.18 11.9% 28.7% 189.90 27.9% 1.04 4.25% 1,600
2004 204.08 12.0% 10.9% 248.33 30.8% 1.22 4.22% 1,800
2005 212.80 4.3% 4.9% 252.18 1.6% 1.19 4.39% 1,894
2006 244.25 14.8% 15.8% 329.32 30.6% 1.35 4.70% 2,146
2007 281.36 15.2% 5.5% 371.39 12.8% 1.32 4.02% 2,485
2008 267.37 -5.0% -37.0% 265.74 -28.4% 0.99 2.21% 2,347
2009 294.79 10.3% 26.4% 265.28 -0.2% 0.90 3.84% 2,718
2010 325.31 10.4% 15.1% 300.36 13.2% 0.92 3.29% 2,909
2011 342.12 5.2% 2.1% 285.29 -5.0% 0.83 1.88% 2,926
2012 379.13 10.8% 16.0% 335.42 17.6% 0.88 1.76% 6,404
2013 412.96 8.9% 32.4% 399.96 19.2% 0.97 3.03% 6,924
2014 465.51 12.7% 13.7% 463.50 15.9% 1.00 2.17% 7,473
2015 486.02 4.4% 1.4% 477.93 3.1% 0.98 2.27% 7,555
2016 515.24 6.0% 12.0% 608.12 27.2% 1.18 2.44% 7,940
2017 553.20 7.4% 21.8% 596.09 -2.0% 1.08 2.41% 8,514
2018 527.75 -4.6%(2) -4.4% 623.32 4.6% 1.18 2.69% 7,693
2019 611.00 15.8% 31.5% 799.57 28.3% 1.31 1.92% 8,777

CAGR

5-years 5.6% 11.7% 11.5% 3.3%
10-years 7.6% 13.5% 11.7% 12.4%
15-years 7.6% 9.0% 8.1% 11.1%

CAGR - Including Special Dividend

5-years 6.0% 11.7% 11.9% 3.7%
10-years 7.8% 13.5% 11.8% 12.7%
15-years 7.7% 9.0% 8.2% 11.3%

(1) Adjusted for stock dividends.
(2) Excludes the impact of a $10.00 per share special dividend payment on March 15, 2018.

Book value per share and common stockholders’ equity relate to Alleghany stockholders.
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To Our Stockholders

Alleghany’s common stockholders’ equity per share at year-end 2019 was $611.00, an increase
of $83.25, or 15.8% from common stockholders’ equity per share of $527.75 at year-end 2018.
For 2019, consolidated adjusted revenues1 increased from $7.1 billion to $8.4 billion, or 17.4%,
and we recorded adjusted earnings attributable to common stockholders of $344.6 million, or
$23.82 per share, compared to $242.9 million, or $16.13 per share in 2018.

The 15.8% increase in book value per share reflected strong investment performance and solid
earnings from the Alleghany Capital portfolio of companies. These companies performed
extremely well in 2019, and we are excited about their prospects. We continue to invest in the
portfolio, and expect that Alleghany Capital will be an increasingly important portion of
Alleghany’s earnings power in the years to come.

Our re/insurance companies collectively produced a small underwriting profit, with insurance
underwriting profits more than offsetting a small underwriting loss at TransRe due to fourth
quarter catastrophe losses. Consolidated gross written premium increased 12.9% in 2019, with
all three of our re/insurance operating businesses posting double-digit growth.

In the fourth quarter of 2019, both RSUI and CapSpecialty increased reserves for prior
accident years in professional liability, where claims costs and loss ratios over the past five
years have been unusually low. Following years of very favorable claims trends, we are now
seeing a return to more normal rates of claims inflation. In the case of RSUI, the increase to
professional liability prior year reserves was more than offset by favorable reserve
development in other lines.

Long-time observers have noted an essential truth about the property and casualty industry:
prices follow loss costs with about a 2-3 year lag. And true to form, as recent accident years
are showing some upward claims movement, pricing began to increase significantly toward
the end of the year. We expect this to continue and likely accelerate in 2020.

RSUI is a leading participant in the wholesale specialty insurance market. This market acts as
a “safety valve” for capacity constraints in the industry at large. With some large, standard
market carriers now reducing exposures and cutting limits, more and more business is flowing
into the wholesale market. When this happens and the business is re-priced, RSUI pounces.

At TransRe, loss reserves remain strong thanks to the steadfast oversight by TransRe’s chief
actuary, Ken Apfel, and his talented team. TransRe has maintained a disciplined posture
toward casualty lines under Alleghany’s ownership, and has maintained conservative
estimates of ultimate losses. As a reinsurer assuming business from multiple cedants, TransRe
must make an ultimate loss assumption for each class of business that may differ from the
assumptions made by an individual cedant. Generally speaking, TransRe takes the more
conservative perspective.

1 Total revenues excluding change in the fair value of equities, net realized capital gains or losses, and other than
temporary impairment losses. Formerly referred to as “operating” revenues.
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TransRe is also fortunate in that it has very little in the way of legacy exposures, because in
2015 it commuted all of its pre-1987 liabilities related to American International Group.
TransRe experienced net favorable reserve development in 2019, and finished the year with a
reserve position that we believe is prudent and appropriate.

While we are pleased with the strong growth in book value per share in 2019, we also
recognize that it reflected a rebound in asset values following the sharp correction at the end
of 2018. Over the past two years, book value plus dividends grew at about 6% per year,
despite two years with large catastrophe losses. This is illustrated in the table below, which
shows the principal items affecting the change in book value in each respective year (all
amounts after-tax):

($ millions)
2018 2019 Change

Investment income $ 417 $ 449 $ 32
Underwriting profit before cats 392 342 (50)
Catastrophe losses (520) (316) 204
Alleghany Capital 53 79 26
Interest expense (72) (79) (7)
Other items, net 25 (3) (28)

Subtotal $ 295 $ 472 $ 177
Re/insurance long-term compensation (39) (68) (29)
Corporate administration (13) (59) (46)

Adjusted earnings $ 243 $ 345 $ 102

Change in fair value of:
Fixed income and Other (201) 383 584
Equities (181) 561 742

Market value changes to investments $ (382) $ 944 $ 1,326

Other non-operating items, net (36) (62) (26)

Change in book value before capital
transactions $ (175) $ 1,227 $ 1,402

As illustrated in the top section of this table, the $177 million of improvement in earnings
before certain compensation-related items and corporate administration was due to lower
catastrophe losses, partially offset by lower underlying underwriting profits. Higher earnings
from Alleghany Capital and increased investment income contributed to improved results. The
main factor that changed in 2019 was the increase in value of our investments, which
contributed $944 million after-tax to the increase in book value in 2019. In 2018, the Federal
Reserve raised interest rates four times; in 2019 the Fed lowered interest rates three times. It’s
been a rough ride on the USS Jerome Powell!
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In 2013, two prominent investment professionals2 wrote a paper that outlined how coordinated
monetary and fiscal policy can overcome the exhaustion of traditional monetary policy due to
debt saturation in the economy. As we enter 2020, we may see this theory in action. U.S. fiscal
deficits continue to increase and the Federal Reserve remains accommodative, the result being
negative real interest rates and surging equity prices. I will discuss the implications of this
apparent new policy in more detail later on in this letter.

Alleghany’s share price performed well in 2019, appreciating by 28.3%. This return is almost
1.8 times the growth rate in our book value per share, with the result being a year-end
price-to-book ratio of 1.3x compared to 1.2x at the beginning of the year. From our
perspective, there are several reasons why the valuation of Alleghany has improved:

• After almost a decade of flat- to declining re/insurance prices, the industry began to
see firmer pricing in 2019, and by the fourth quarter price increases broadened to
almost all of the classes of business that our insurance companies write. We expect
that these price increases will continue in 2020.

• TransRe has maintained underwriting discipline over this time period, and faces the
prospect of improved pricing with a strong capital base and a prudent reserve position.

• RSUI is capitalizing on a surge of submission activity, and expects to continue to grow
at double-digit rates in 2020 and possibly 2021 as well.

• Alleghany Capital’s portfolio has performed well, and in 2019 its consolidated pre-tax
earnings increased 86%. We believe that Alleghany’s ownership of this diversified
portfolio of businesses has allowed each company to make significant investments that
will improve its performance on a sustained basis.

• Our equity portfolio, managed internally, outperformed the S&P 500 for the third
consecutive year, and has now outperformed the index in the past 1, 3, and 5 years.
The team at Roundwood Asset Management aims to invest in durable businesses with
superior long-term growth prospects at a reasonable valuation … easier said than done!

• Finally, market multiples have generally increased, and as investing is a relative game,
we have benefitted from this improved market valuation structure. The price-to-book
ratio of the S&P 500 increased by 24%, which no doubt helped Alleghany’s valuation
as well.

The re/insurance business is a long-term business. Earnings related to treaties written by
TransRe in 2020 will emerge in the financial statements in 2021 and 2022. Our experience
indicates that the stock market will discount potential improved earnings well before then.

2 “Helicopter Money: Or How I Stopped Worrying and Love Fiscal-Monetary Cooperation” by Paul McCulley,
Chair, GIC Global Society of Fellows and Zolton Pozsar, Visiting Scholar, GIC Global Society of Fellows. The
title of course is a play on the 1964 classic film Dr. Strangelove or: How I Learned to Stop Worrying and Love
the Bomb by Stanley Kubrick. “You can’t fight in here! This is the War Room!”
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Adjusted earnings were 4.2% of average stockholders’ equity, a level below our potential.
This is primarily due to the impact of October’s Typhoon Hagibis in the western Pacific
Ocean, which reduced our 2019 operating return on equity by 1.6%-points. Excess capacity
and competitive conditions in the reinsurance industry have caused industry pricing in some
lines – property catastrophe reinsurance in particular – to be inadequate. A second factor at
work is low interest rates, which have depressed returns in the property and casualty insurance
industry for some time now. Finally, as discussed at length in last year’s stockholder letter,
accounting factors result in a significant difference between reported earnings at Alleghany
Capital and economic earnings. We estimate that this effect reduces the return on equity of
Alleghany Capital from the current level of 10%-range on an economic basis to around 7% on
a reported basis.

The table below summarizes our 2019 growth in book value by major operating unit:

($ millions)

TransRe RSUI
Cap

Specialty ACC Other Total

Beginning equity $ 4,724 $ 1,633 $ 367 $ 862 $ 107 $ 7,693

Adjusted earnings3 217 145 (4) 79 (92) 345

Investment gains (losses) 606 196 33 1 83 919

Other income (loss) (3) - - - (6) (9)

Capital transactions (301) (100) - (15) 416 -

Treasury stock activity - - - - (144) (144)

Ending equity $ 5,243 $ 1,874 $ 396 $ 927 $ 364 $ 8,804

Amortization of intangibles - - (1) (26) - (27)

Ending equity $ 5,243 $ 1,874 $ 395 $ 901 $ 364 $ 8,777

Growth rate before amortization 17.4% 20.9% 7.9% 9.3% nm 14.4%

Adjusted return on average equity 4.4% 8.3% (1.0)% 8.8% (39.1)% 4.3%

It should be noted that because our investments are for the most part carried at fair value, our
equity account is grossed up when interest rates fall and equity values soar, as they did in
2019. By convention, we do not include the change in the value of the portfolio in the
definition of “adjusted” income, although beginning in 2018 equity gains are included in the
definition of net income under GAAP accounting. The “Other” column above includes the
parent company and various other investments, net of holding company debt. At the end of
2019, we had cash and marketable invested assets at the parent company of approximately
$1.3 billion (up $0.2 billion from a year ago), after share repurchases of $144 million during
the year.

* * * * * *

3 Net income excluding changes in the fair value of equities, net realized capital gains, other than temporary
impairments and amortization of intangible assets, all net of tax.
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Alleghany Capital

Alleghany Capital, which originates and oversees our investments in leading middle-market
businesses, had a very strong year in 2019. Consolidated revenue grew 45%, from
$1,580 million in 2018 to $2,297 million in 2019. Earnings before taxes grew 86%, from
$60 million in 2018 to $111 million in 20194. Results were driven by robust organic growth at
the six platform companies Alleghany Capital owned prior to 2018, the benefit of a full year
of earnings from Concord Hospitality (which was acquired in October 2018), and a smaller
contribution from several add-on acquisitions that were completed by our portfolio companies
during the last two years. The three largest contributors to the year’s results were Jazwares,
W&W|AFCO Steel, and IPS-Integrated Project Services.

Alleghany Capital focuses on investing in companies run by entrepreneurial founders or
managers who share our long-term approach to business, are committed to capturing
developing opportunities in their industries, and have a clear strategy and nimble operating
mindset that will drive future growth through various market cycles. We look for companies
that have an opportunity to accelerate growth within their markets by leveraging our ability to
support accretive follow-on investments in both organic and acquisition growth initiatives.
Unlike private equity funds, which generally invest the capital of limited partners for short
periods of time, Alleghany Capital does not have a predetermined investment time horizon
based on a fundraising life-cycle and intends to own its companies indefinitely. This allows
our investment team, management partners, and co-owners to focus on the long-term growth
potential and sustainability of our businesses.

Alleghany Capital’s business model is built to support sustainable, long-term growth. Unlike
the typical private equity model, Alleghany Capital’s investment horizon is forever. As a
consequence, we don’t “asset strip” or aggressively cut costs as a prelude to a sale and a quick
return. We expect our portfolio companies to intelligently balance the needs of employees,
customers, and communities, with the goal of also achieving attractive risk-adjusted long-term
investment returns. Use of financial leverage is modest, and we work with our partners to
make the investments necessary to ensure that each company is positioned for long-term
success.

Our current portfolio is comprised of companies that hold #1 market positions in niche
markets or are rapidly gaining share in large fragmented markets. At the end of 2019,
Alleghany Capital had seven platform businesses. We disclose these in two groupings: four in
the industrial segment and three in the non-industrial segment.

Industrial Businesses

W&W|AFCO Steel, headquartered in Oklahoma City, Oklahoma, provides fabricated steel
for use in steel bridges and overpasses in North America as well as large structural
construction projects, including commercial, industrial, and public structures. The company
also erects steel (primarily its own fabrications) in select markets. At the end of 2019,
Alleghany owned approximately 80% of W&W|AFCO. Following the acquisition of

4 100% basis.
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Hirschfeld Industries in early 2018, W&W|AFCO became the largest company in the industry
in terms of fabricating capacity, the largest steel bridge fabricator in the U.S., and the most
diversified company in the market. Rick Cooper and his team grew earnings dramatically in
2019, with solid execution on projects including 30 Hudson Yards in Manhattan (including the
Vessel, which opened to the public this year, and the Edge, the highest sky deck in the
Western Hemisphere, which opens in 2020), the Texas Rangers stadium, the Las Vegas
Convention Center, and numerous bridge projects.

W&W|AFCO Steel grew its revenue by 18% and its earnings at a much greater rate,
benefitting from the solid execution of the backlog it had entering the year, an expansion of
sales efforts on the West Coast, and continuous operational improvements, including
efficiencies driven by the integration of the early 2018 Hirschfeld Industries acquisition.
W&W enters 2020 with a substantial backlog and a robust pipeline of large projects around
the country in a variety of end markets. The markets that W&W serves remain healthy, driven
by upgrades of aging U.S. infrastructure (including airports, bridges, and stadiums), the
construction of new manufacturing facilities and corporate campuses (particularly by the
technology industry), and an expansion of transportation infrastructure in states such as Texas
which are benefitting from population shifts within the United States.

Kentucky Trailer, headquartered in Louisville, Kentucky, is a manufacturer of custom
trailers and truck bodies for the moving and storage, mobile medical, express package
delivery, animal feed, and other specialty markets. The company has the leading market
position in most of its niche markets. At the end of 2019, Alleghany owned approximately
77% of the common equity of the company. Kentucky Trailer, led by Gary Smith, had a solid
year in 2019, driven by strong sales to express package delivery and regional moving van
customers and strength in several other end markets, offsetting weakness in interstate moving
van sales. Following its entry into the animal feed transportation equipment market with the
acquisition of CEI Equipment Company in December 2018, Kentucky Trailer expanded its
presence in this market with the July 2019 acquisition of certain assets of Warren
Manufacturing, based in Birmingham, Alabama. Post this acquisition, Kentucky Trailer now
has the leading position in the animal feed transportation market in the U.S. Kentucky Trailer
also opened a second trailer manufacturing line and second shift at its manufacturing facility
in Louisville and continued to benefit from ongoing lean manufacturing initiatives.

Wilbert Funeral Services, headquartered in Overland Park, Kansas, is a provider of products
and services for the funeral and cemetery industries as well as pre-cast concrete markets. The
company has a leading distribution system serving the death care market. Wilbert’s revenue
grew during 2019 as a result of higher mortality rates, several small licensee acquisitions, and
the acquisition of Astral Industries, a domestic casket producer. The coming year will be a
momentous one for the Wilbert and Alleghany Capital relationship, with Alleghany Capital
expected to increase its ownership from 45% at the end of 2019 to over 90% during the first
half of 2020. When Alleghany Capital made its initial investment in Wilbert in 2017,
Chairman Joe Suhor and President Dennis Welzenbach suggested that we date before we get
married. Luckily, neither of us got cold feet! It should be noted that, since our first investment
in the company in July 2017, Wilbert has been accounted for under the equity method of
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accounting. Following our taking majority control in 2020, Wilbert will be accounted for on a
fully-consolidated basis, similar to the rest of Alleghany Capital’s companies.

Precision Cutting Technologies, headquartered in Rockford, Illinois, is a holding company
formed in June 2019 to house Alleghany Capital’s investments in the machine tool and
consumable cutting tool sectors. At the end of 2019, Alleghany owned 100% of PCT. PCT’s
three operating businesses are: (i) Bourn & Koch, Inc., a provider of precision machine tool
solutions with a significant spare parts business; (ii) Diamond Technology Innovations, Inc., a
manufacturer of consumable diamond orifices and nozzles for the waterjet and other markets;
and (iii) CID Performance Tooling, a provider of high-performance solid carbide end mills
with a focus on the aerospace market. CID was acquired in June 2019. Although these three
businesses operate quasi-autonomously, they are able to leverage the resources and
administrative support of the combined PCT platform, in addition to cross-selling products.
PCT is entering 2020 with a larger backlog than last year in its machine tool division and is
beginning to see the benefits of significant investments in new product research and
development that have been made over the last several years under the direction of President
Terry Derrico. As mentioned last year, PCT operates in a highly fragmented sector that is
benefitting from the growth in factory automation and increasing use of super-hard materials,
which require specialized cutting tools to process. We expect PCT to continue to be active in
evaluating potential add-on acquisition opportunities.

Non-Industrial Businesses

Jazwares, headquartered in Sunrise, Florida, is a global toy, entertainment, and musical
instrument company, with both a licensed and owned brand portfolio. At the end of 2019,
Alleghany owned approximately 75% of Jazwares. Led by Judd and Laura Zebersky, Jazwares
had an exceptional year in 2019, executing some of the best licenses in the industry, securing
additional properties to drive future growth, and signing an exciting distribution agreement to
scale its RussBerrie™ brand.

Jazwares grew its revenues by 44% in 2019 and generated record earnings on the strength of a
number of product licenses including Fortnite, Peppa Pig, and Roblox. This impressive
performance is even more notable given the uncertainty caused by on-again, off-again tariff
headlines and the lingering effects of the liquidation of Toys “R” Us, which occurred in 2018
and continued to impact many competitors in 2019.

As previously disclosed, Jazwares acquired 100% of the shares of Wicked Cool Toys in
October 2019, which brought several strong licenses including Pokémon, Cabbage Patch
Kids, and Halo, plus a deep bench of talented and creative toy executives that will assist the
Jazwares team in continuing to scale its business. We expect to see additional acquisitions by
Jazwares in the future, as smaller companies seek to partner with larger platforms that can
manage an increasingly complex global supply chain and navigate complex merchandising
requirements. Jazwares is one of the most dynamic companies in the global toy industry and
has many opportunities ahead of it as it continues to attract the best talent in the industry.
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Jazwares is positioned well entering the New Year based on its existing licenses and new
product lines that it expects to launch in 2020. It should be noted that, unlike 2019, when the
late 2018 initial launch of the Fortnite line shifted more revenue toward the first half of the
year than is typical, 2020 should revert to more typical toy industry seasonality, with the vast
majority of revenue and earnings realized during the second half.

IPS-Integrated Project Services, headquartered in Blue Bell, Pennsylvania with satellite
offices around the world, provides clients with design, engineering, procurement, construction
management, and validation services for technically complex research and development,
manufacturing, packaging, and warehouse facilities, primarily for the pharmaceutical industry.
Led by Dave Goswami, IPS has an unparalleled roster of subject matter experts in highly
technical fields and a broader team of dedicated employees that assist clients in the
development of innovative facilities and technologies. For example, IPS is assisting the Bill &
Melinda Gates Foundation in developing technologies for low-cost vaccine production and is
actively involved in providing innovative turnkey solutions to the cell and gene therapy
industry. At the end of 2019, Alleghany owned approximately 85% of IPS. As mentioned
above, IPS continued to generate steady organic profit growth in 2019, augmented by the
acquisition of 80% of The Cardinal Group, a construction management company focused on
the biopharmaceutical industry in New England.

IPS had another record year for revenue and earnings, with revenue increasing by 71% and
earnings following suit. IPS continued to expand its business serving the leading
pharmaceutical and biotechnology companies in the world, with especially strong growth in
its U.S. and U.K./Ireland regions. Building a larger presence in Europe has been a focus over
the last several years, and results are beginning to show.

In May, IPS acquired a majority interest in The Cardinal Group, a leading New England-based
construction management company serving the pharmaceuticals industry, further scaling IPS’s
presence in this key region for biotechnology innovation. The bio-pharmaceutical market
remains vibrant, driven by significant innovation in cell and gene therapies, and IPS continues
to expand its business with existing and new clients around the globe. IPS enters 2020 with a
solid backlog and pipeline and numerous avenues for continued growth both domestically and
in its newer international markets.

Concord Hotel Enterprises Company, based in Raleigh, North Carolina, is a manager and
developer of full-service and upscale select-service hotel properties throughout the U.S. and
Canada. At the end of December 2019, Concord operated approximately 120 hotels
representing approximately 18,500 rooms, managing properties for leading brands such as
Marriott, Hilton, Hyatt, Choice, and IHG. Concord grew significantly during the year, as the
number of rooms under management at the end of 2019 increased 25% from approximately
14,800 at October 2018, when Alleghany acquired the company. Concord’s growth is a
testament to the dedication of its approximately 4,500 associates. Mark Laport and his team
have built a first-class organization, which in 2019 was recognized as a Great Place to Work®

for the fourth consecutive year. This translates to the high quality service it provides its
customers and their guests and drives the compelling opportunities that lie ahead. Alleghany
owns approximately 85% of Concord.
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It should be noted that several of Alleghany Capital’s businesses (particularly, W&W|AFCO
Steel, IPS, and Concord) operate in industries that incur meaningful levels of pass-through
revenue. As an example, for companies such as IPS that provide construction management
services to clients, the costs of subcontractor labor, equipment and material that are procured
on behalf of clients appear as revenue on the construction manager’s income statement. In
most cases, these costs are passed through with a minimal or no profit margin. Likewise, in
the third-party hotel management industry, the costs of hotel employees that are ultimately
reimbursed by hotel owners flow through income statements as revenue, with an equal and
offsetting cost. Pass-through revenue results in lower reported margins, and the variation in
pass-through revenue can favorably or unfavorably impact reported margins between periods
without there being a fundamental change to the underlying business.

Alleghany Capital’s focus in 2019 was strengthening its existing portfolio of platform
companies. We are pleased with our add-on acquisition pipeline and believe this is an
attractive area to focus on in the current market environment, which is characterized by
elevated valuations in most sectors. As the private equity industry had $1.5 trillion of dry
powder at the end of 2019, we cannot (and don’t want to) compete on price in the acquisition
process. We continue to evaluate new platform opportunities and aim to add additional
companies over time, but remain committed to our investment criteria and valuation
discipline.

At the end of 2019 the carrying value of Alleghany Capital’s subsidiaries and investments was
$901 million. Alleghany Capital is positioned well for continued growth in 2020, reflecting a
variety of organic growth initiatives at our portfolio companies, solid backlogs entering the
year, the diversity of our end markets, and an attractive strategic add-on acquisition pipeline.

* * * * * *
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TransRe

TransRe produced a small underwriting loss in 2019, an improvement over 2018’s results, but
still below the level of underwriting profitability that we believe is achievable over the long-
term. Although TransRe’s property catastrophe reinsurance line is a relatively small part of its
overall net premium volume (about 6%), it is volatile and therefore contributes to a significant
portion of the change in underwriting results from year-to-year. Worldwide insured
catastrophe losses (both natural and man-made) were approximately $56 billion in 2019, down
significantly from $84 billion in 2018 and a trailing 10-year average of approximately
$75 billion5. Almost 30% of global catastrophe losses were from two major tropical cyclones
that made landfall near Tokyo in Japan – Faxai and Hagibis – where TransRe has an above-
average exposure owing to its longstanding relationships with the major Japanese insurers.
Consequently, TransRe had a small underwriting loss for the year despite a moderately below-
average global catastrophe loss year.

TransRe’s underwriting results in the year just ended largely reflect treaties written in prior
years due to the inherent lag between the binding of a treaty, the client writing and then
earning premium, and the emergence of underwriting results. Given the non-linear nature of
claims trends and potential severity, TransRe tends to reserve conservatively at first and let
profits emerge in the future if claims demonstrate that they are on a curve that will be less than
the ultimate estimate only after sufficient time has passed. The fact that TransRe reported a
small underwriting loss in 2019 reflects not only the major catastrophe loss events described
above but also the cumulative effect of a competitive reinsurance market over the past five
years. In addition, a number of reinsurance lines that can be particularly volatile, such as
marine, aviation, engineering and large property risks, have shown the effect of industry
excess capacity and excessive price competition.

In 2019, approximately 67% of TransRe’s net written premium was from North America, with
20% from Europe, 8% Asia Pacific, and 5% Latin America. For the 2019 underwriting year,
TransRe increased its portfolio in North America, London, and Asia Pacific, while it reduced
the portfolio in Continental Europe. Generally speaking, North America appears to be leading
the global reinsurance market in the current recovery phase with London following closely
behind and Europe bringing up the rear. Following the large losses sustained by the industry
over the past few years, retrocessional coverage – both traditional and nontraditional – is
changing, with property annual aggregate attaching coverage less available and more
expensive.

TransRe’s third party capital initiatives – including its unique relationship with Berkshire
Hathaway’s Gen Re, its mortgage reinsurance MGU (“TRUMA”), its alternative capital
facility (Pangaea) and its catastrophe bonds (Bowline) – continue to play a major role in
helping TransRe serve its customers in creative and cost effective ways. TransRe also has an
investment in a company that is bringing innovative parametric risk management solutions to
cities, counties, and large corporations to help them cost effectively hedge their exposure to
risks that may result from hurricanes and convective storms.

5 Source: Swiss Re Sigma.
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One of TransRe’s competitive advantages is that it has a deep reservoir of underwriting
expertise and a highly diversified pool of risk built up through long-standing and global client
relationships. Having a consistent and long-term perspective on major risk classes and major
clients is critical in allowing the organization to know when to increase exposure or decrease
exposure. The table below summarizes the company’s 2019 net premiums written by risk
class:

($ millions)

Standard Casualty $ 613 14%
Professional Liability 579 13
Auto/Motor 573 13

Total Casualty (x-Structured) $1,765 39%

Non-catastrophe 773 17
Catastrophe 279 6

Total Property (x-Structured) $1,052 23%

A&H 301 7
Guaranty 287 6
Marine & Energy 151 3
Aviation 81 2
Engineering 51 1
Other 116 3

Total Specialty (x-Structured) $ 987 23%

Structured 691 15%

Total $4,495 100%

Professional Liability consists of D&O, E&O, and Medical Malpractice. Most of the
underlying coverage in these classes is written on claims made policy forms, contrasted with
Standard Casualty (General Liability, Workers’ Compensation, other Traditional Casualty),
where the underlying coverage is on occurrence policy forms. Auto and Motor is mostly
personal lines and is generally shorter-tail and less volatile than Standard Casualty. Guaranty
is comprised of Credit, Mortgage Guaranty and Surety. Included in “Other” Specialty is
TREIMCO, TransRe’s corporate capital vehicle to support Lloyd’s syndicates.

We believe that 2019 will mark the end of a competitive downturn in the global property and
casualty reinsurance industry, and that market conditions will improve in 2020 and beyond.

There are a number of reasons for our optimism.

• Most of TransRe’s business is proportional reinsurance, where underwriting results
reflect those of the client, adjusted for the reinsurer’s expenses and ceding
commissions. Primary insurance pricing is already increasing, so on proportional
business, reinsurers will automatically participate in improved pricing. About 75% of
TransRe’s business is proportional.
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• Protracted low interest rates demand more disciplined underwriting and pricing
throughout the industry.

• It is clear that insurers and reinsurers have begun to realize that the price competition
of the past decade has now gone too far and with claims costs rising, especially in
heavy casualty lines, primary rates are no longer sufficient in some classes of business.
Ceding commissions on proportional casualty reinsurance treaties began to fall in late
2019 and early 2020.

• The retro market, used by reinsurers to spread extreme risks, is clearly firming.
Aggregate covers that sustained losses over the past few years appear to be requiring
significantly higher rate increases, if they are available at all. More expensive and less
available retro cover will force the reinsurance industry to ration capacity, which in
turn should cause reinsurance prices on excess of loss coverage to increase.

• Approximately half of the worldwide property catastrophe reinsurance market renews
on April 1 (Japan) and June 1 (Florida), and we expect to see significant rate increases
at each of these important renewal dates.

• Finally, it appears that the alternative capital market has begun to recognize that it was
supporting a deficient pricing environment in property catastrophe exposure. Investors
in ILS funds are becoming more discerning, and managers are becoming more
selective and demanding.

The table below summarizes TransRe’s results since Alleghany acquired it on March 6, 2012:

($ millions)

Year
Net Earned
Premiums

Underwriting
Profit (Loss)

Net Cat
Losses

Combined
Ratio

2012 $ 2,916 267 278 90.9
2013 3,279 334 92 89.9
2014 3.331 345 47 89.6
2015 3,116 327 32 89.5
2016 3,845 261 139 93.3
2017 3,809 (263) 581 106.9
2018 3,939 (213) 500 105.4
2019 4,327 (41) 301 100.9

Total $ 28,562 $ 1,017 $ 1,970 96.4

Under Alleghany ownership, TransRe has produced cumulative underwriting profits of
approximately $1.0 billion, with the last three years being underwriting losses. After several
very profitable years, elevated catastrophe losses and a highly competitive market have
recently challenged TransRe’s ability to produce attractive underwriting results. Over the
entire period of Alleghany’s ownership, however, TransRe has produced an average combined
ratio of about 96.4%. As you can glean from the table above, under Alleghany’s ownership
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TransRe has had five good underwriting years (2012-2016), followed by three more
challenging years. If history is any guide, the next few years should be better.

Our inception-to-date returns on the acquisition of TransRe remain excellent. We purchased
TransRe on March 6, 2012 for total consideration of $3.5 billion. Since that time, TransRe has
provided Alleghany with $1.6 billion of dividends, reducing our net investment to
approximately $1.9 billion. Because we purchased the company at a value that was below
TransRe’s book value, we recognized a $0.5 billion bargain purchase gain in 2012. TransRe
ended 2019 with a book value of $5.2 billion, or almost 50% greater than our purchase price.
Assuming $5.2 billion as a terminal value, the IRR on our initial investment is approximately
10%. At a more realistic valuation, it would likely be in the low- to mid- teens.

RSUI Group

RSUI Group is a wholesale specialty commercial insurance underwriter. It has produced
strong underwriting results under Alleghany’s ownership by following what RSUI describes
as a “reactive” strategy – empowering its underwriters to vary the amount of business that
they write depending upon market conditions. When the market is highly competitive, RSUI
tends to shrink; by contrast, when competitors reduce capacity in reaction to the emergence of
losses from underpriced business written in the past, RSUI capitalizes on growth
opportunities. RSUI zigs when competitors zag.

From 2014 through 2018, RSUI shrank, as new business opportunities were insufficient to
offset decreases in the company’s renewal premiums. This began to change in 2019, with
quarterly growth accelerating as the year unfolded. For the full-year, RSUI produced a 20%
increase in gross premiums written, with the fourth quarter growth rate at a sizzling 31%.
The table below shows 2019 gross premiums written by department, with the year-over-year
growth rate:

($ millions)
2018 2019 Change

Property $ 429 $ 578 35%
Casualty 223 252 13%
Management Liability 160 215 34%
Professional Liability 140 154 9%
Binding Authority 139 127 (9)%
Alternative Structures 50 41 (18)%

Total $ 1,142 $ 1,367 20%

The decline in Binding Authority production is a result of RSUI’s decision to increase rates on
casualty business, which has had the effect of driving unprofitable exposures away to other
markets. Binding Authority business is relatively low margin – useful to have in the downturn
but less important when individual risk business becomes more attractive.
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The following table summarizes RSUI Group’s results over the past eight years:

($ millions)

Year
Net Earned
Premiums

Underwriting
Profit (Loss)

Net Cat
Losses

Combined
Ratio

2012 $ 656 $ 5 $ 192 99.2%
2013 764 151 59 80.2
2014 828 180 44 78.3
2015 810 158 26 80.4
2016 755 138 81 81.6
2017 722 (57) 232 107.9
2018 747 44 155 94.1
2019 824 101 96 87.7

Total $ 6,105 $ 721 $ 885 88.2

From 2012 through 2019, RSUI Group has earned $6.1 billion of premium and has produced
$721 million of underwriting profits. Since we acquired the company on July 1, 2003,
cumulative underwriting profits have totaled $1.77 billion. RSUI’s long-term underwriting
record stands among the best in the business. As is the case with TransRe, RSUI’s recent
underwriting results have reflected above-average catastrophe losses, although in 2018 and
2019 RSUI Group was able to produce an underwriting profit.

RSUI has a diversified mix of business allowing it flexibility to respond to shifting
marketplace opportunities. Although it is perceived to be primarily a property insurer, in fact
over half of its underwriting profits under our ownership have come from its non-property
lines.

CapSpecialty

Jack Sennott (formerly Alleghany’s Chief Financial Officer) was appointed Chairman,
President and Chief Executive Officer of CapSpecialty on July 1, 2019. From 2014 through
last year, CapSpecialty has grown its premium volume by over 10% per year, as the company
launched a number of new specialty insurance lines as part of its strategy to become the
preferred specialty insurance provider for small and mid-sized businesses. Sustained
underwriting profits have been elusive, however, largely because the company’s expense
structure is higher than competitively necessary. Significant progress was made over the past
five years in reducing the company’s expense ratio, but more work remains to be done.

In his first six months on the job, Jack has restructured the executive management team’s
compensation structure to align incentives with the company’s long-term growth in book
value. In addition, Jack has taken a fresh look at the company’s loss reserves, and as I
mentioned earlier took action in the fourth quarter to strengthen them. We expect that Jack and
his leadership team will initiate additional actions in 2020 that will set the stage for a
meaningful improvement in the company’s expense ratio in the years ahead. He is working to
simplify CapSpecialty’s internal structure, closing two office locations early in the first
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quarter of 2020 and repositioning the portfolio in order to realize systems and operational
efficiencies. In addition, the company has undertaken a strategic initiative to greatly simplify
its information technology infrastructure and generate expense efficiencies when completed.

CapSpecialty’s expense ratio was 40.6% in 2019, consisting of 21.6% of net commission
expenses and 19.0% of acquisition and other expenses. The net commission ratio is high
compared to market averages because the surety business carries higher commission rates.
After investment and transition costs are absorbed in 2020, the goal is to improve the expense
ratio by at least 3%-points by 2022.

The table below summarizes CapSpecialty’s recent growth and underwriting results. Although
there has been some improvement in results since 2014, in the aggregate over the past five
years the company has not produced an underwriting profit. With a strengthening market and
enhanced efficiency, we believe that CapSpecialty has the potential to produce significant
improvement in the years ahead.

($ millions)

Year
Net Written
Premiums

Underwriting
Profit (Loss)

Pre-tax
Income

Combined
Ratio

2012 $ 149 $ (21) $ (10) 114.2%
2013 171 (31) (21) 119.7
2014 192 (11) (2) 105.8
2015 221 (5) 3 102.6
2016 250 5 14 97.9
2017 271 4 15 98.3
2018 306 7 18 97.7
2019 345 (27) 12 108.4

Total 1,905 (79) $ 29 104.2%

The table below summarizes CapSpecialty’s 2019 gross premiums written by product line. As
this table makes clear, the company has evolved from largely a binding authority and surety
writer to primarily a specialty insurer, with Specialty Casualty, Healthcare, and Professional
Lines now accounting for 60% of total gross premiums written.

($ millions)
2018
GPW

2019
GPW

%
Change

Specialty Casualty $ 64 $ 74 16
Healthcare 66 87 32
Professional Lines 54 62 15

Specialty Lines $ 184 $ 223 21

Binding Authority 94 94 -
Surety 51 55 8

Total $ 329 $ 372 13

* * * * * *
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Climate Change, Extreme Weather, and Energy Transition

Here at home we’ll play in the city
Powered by the sun

Perfect weather for a streamlined world
There’ll be spandex jackets one for everyone

What a beautiful world this will be
What a glorious time to be free6

Investors are increasingly asking public companies to articulate how their business is affected
by climate change, and what actions they are taking to ensure that long-term results are
sustainable. As the owner of re/insurance businesses that assume exposure to natural
catastrophes, we are part of a system that spreads the cost of these events over time to society
at large. In addition, as a major investor, we decide how to invest the float generated by re/
insurance premium flows, in addition to our own capital. We are increasingly being asked if
our core re/insurance activities are sustainable, and are also being asked to consider how our
investment activities should be modified to consider risks associated with climate change.

Over the last three years, the re/insurance industry has experienced a number of major
catastrophe losses. General concerns about long-term global warming have evolved to
concerns regarding how rising levels of carbon dioxide in the atmosphere will change the
climate, and what this means for severe weather, including both tropical cyclone activity,
convective storms, the potential for extreme rainfall and the consequent damage from
flooding, as well as wildfire risk following extreme drought.

In his 2008 tour de force on these and other issues7, Vaclav Smil surveyed all of the risks in
the world that society should consider, including the consequences of climate change. He
notes that “global climate change, a natural event that has commonly been posited as the most
worrisome environmental crisis, can take place rapidly only when measured on an
evolutionary time scale” and that “even the most complex models are elaborate speculations.”
As a scientist who fully endorses the physics of how carbon dioxide affects the world’s
climate, he also notes in his work that the effective management of energy transitions is
equally critical to human well-being, and if not managed intelligently could cause widespread
human misery – far greater than mortality from natural disasters, which in fact have been
much less significant than automobile accidents.

The International Energy Agency released its 2019 World Energy Outlook in the fourth
quarter of last year. This report showed that despite increased investment in wind and solar

6 I.G.Y. by Donald Fagen, The Nightfly, 1982. According to Wikipedia, the title refers to the “International
Geophysical Year” that ran from 1957 to 1958, a global project promoting collaboration among the world’s
scientists who envisioned futuristic concepts such as solar-powered cities and spandex jackets, among other
things.
7 Global Catastrophes and Trends: The Next Fifty Years, Vaclav Smil, The MIT Press. Smil discusses, among
other issues: climate change, influenza pandemics, the nitrogen cycle, water resources, encounters with
extraterrestrial objects, volcanic mega-eruptions, transformational wars, changing ecosystems, loss of
biodiversity, and antibiotic resistance.
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energy, these sources of energy account for approximately 2% of world energy consumption.
In the United States, solar and wind accounted for 4% of energy consumption in 2019,
according to the U.S. Energy Information Administration. Moreover, while the efficiency of
solar and wind has improved significantly over this time frame8, both sources of energy are
currently inferior to hydrocarbons from a power density point of view (watts per square
meter). Widespread adoption of these sources of power therefore will require a reordering of
industrial infrastructure and megacity footprints, something with its own significant
environmental consequences9. Another consideration in evaluating energy sources is the
capacity factor: evaluating intermittent power supply requires consideration of how power
discharge interacts with the energy grid as a whole, and the capacity required for the system as
intermittent power sources become a larger percentage of the grid. Improved battery
technology will be necessary to make intermittent power sources such as solar and wind more
useful to energy grids. Finally, an additional issue is the challenge of end-of-life disposal of
wind turbines and solar panels, let alone lithium-ion batteries, none of which are easily
recyclable. The environmental impact of producing and installing wind and solar energy on a
scale necessary to substantially replace fossil fuels could ultimately be more significant than
the effect of rising levels of carbon dioxide in the atmosphere. The history of energy
transitions would suggest that new sources of energy, such as solar and wind, will exist in
conjunction with legacy sources, allowing for continued economic growth without increased
production of carbon dioxide.

The oil and gas industry has seen a declining ratio of EROI10 over the past decade, as the
challenge of depletion of existing reserves intersects with a rising cost of finding new sources
of energy. By contrast, the EROI of renewables has steadily improved. Most new power
sources in the United States in 2019 were renewables. Should these trends continue (which
seems likely), the competitiveness of renewables will likely continue to improve relative to
hydrocarbons.

It is for all of these reasons that a rational discussion of an energy transition must include all
forms of energy, including nuclear energy, which has a number of advantages (especially
power density) over renewables as part of a zero-carbon dioxide emitting solution. In the
words of the late British physicist David MacKay, “I’m not anti-renewables. I love
renewables, but I’m also pro arithmetic.” We see little value to taking an extreme investment
posture against most forms of hydrocarbon-based energy, but also recognize that investing in
any businesses with a poor long-term outlook (such as thermal coal producers) may not make
sense in its own right.

8 Two laws of physics – the Shockley-Queisser Limit and the Betz Limit – define the maximum efficiency of
photovoltaic cells and wind turbines, respectively. Although further improvement in efficiency of renewables is
likely, the potential improvement from current levels is not unlimited. Source: Growth: From Microorganisms to
Megacities, Vaclav Smil, The MIT Press.
9 Smil outlines this case in great detail in his book, Power Density: A Key To Understanding Energy Sources and
Uses, The MIT Press.
10 EROI = Energy Return On Investment – essentially, the amount of energy obtained from a resource in relation
to the amount of energy expended to produce the energy.
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TransRe has dedicated significant resources to understanding climate and its effects on
reinsurance losses. Position papers on various underwriting issues, including climate, are
available on the company’s web site (www.transre.com). As I have noted in the past, the
weight of evidence suggests that tropical cyclone severity may increase in the future as global
temperatures warm. It is possible that tropical cyclone frequency may increase as well, but to
date the science on this is less conclusive. Moreover, rising sea levels (from long-standing
natural changes, subsidence, as well as volumetric thermal expansion of water) adds to the
potential damages from storm surge. However, because re/insurance contracts renew annually
and the rate of sea level rise is quite modest from year-to-year, our re/insurance subsidiaries’
exposure to flood is manageable. Our re/insurance companies consider these risks in their
assumption of exposure in coastal areas, and factor the risk into their individual, proprietary
underwriting decisions.

Tropical cyclone data on a worldwide basis since 1980 shows that there have been an average
of 45 hurricanes per year, of which 29 are major hurricanes. Knowing this fact makes it all the
more remarkable that Florida was able to avoid a major landfalling hurricane for ten
consecutive years from 2006 to 2016. We doubt that it will be so fortunate in the coming
decade. The data also show that the frequency of tropical cyclones (again, on a global basis)
has not materially changed in the past forty years, while the frequency of major hurricanes
may have increased slightly. Scientists also track global accumulated tropical cyclone energy,
which shows cyclical volatility and a slight upward trend over four decades. This trend has
been more pronounced in the Northern Hemisphere as compared to the Southern Hemisphere,
where there has been no material change.11 A recent research paper by the American
Meteorological Society concluded that “while neither U.S. landfalling hurricane frequency nor
intensity shows a significant trend since 1900, growth in coastal population and wealth have
led to increasing hurricane-related damage along the U.S. coastline.”12 A similar conclusion
can be made for other countries such as Japan.

* * * * * *

Imagine this scenario...

Before the Atlantic hurricane season even begins, a tropical depression forms in mid-May. It
meanders through the Caribbean and ultimately drifts out to sea. Months go by and not until
mid-August does the next storm appear. It becomes a tropical storm near Antigua and
Barbuda, and quickly strengthens into a Category 2 hurricane. Within a week the storm’s
winds have strengthened to 130 miles per hour, it turns north, and passes by Bermuda before
weakening and becoming a Category 1 storm near Newfoundland.

In late August, a tropical disturbance forms near the Bahamas and rapidly strengthens into an
intense Category 5 storm that heads straight for the Florida Keys. Peak winds are 185 miles

11 Global Tropical Cyclone Activity, Dr. Ryan N. Maue.
12 “Continental U.S. Hurricane Landfall Frequency and Associated Damage: Observations and Future Risks” by
Philip J. Klotzbach, Steven G. Bowen, Roger Pielke Jr., and Michael Bell.
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per hour at landfall and the storm has the lowest pressure reading ever recorded. After
crossing the Keys, the storm follows the west coast of Florida, causing widespread damage
with extreme rainfall all along the coast. Over 400 people lose their lives from this storm.

This monster storm is followed by another major Category 4 storm that narrowly misses
Miami in late-September, and a Category 1 storm in late October. Storm surge causes
widespread flooding in Miami.

And then in early November, a rare late-season hurricane forms near Bermuda and again
heads straight for Miami, strengthening as it passes over warmer waters. Peak winds reach 105
miles per hour and central pressure falls to 964 mbar. Meteorologists are puzzled by the
unusual track of this hurricane, heading from the North to the South before looping around
Florida and into the Gulf of Mexico. Is this the future under climate change?

No, the year was 1935, and CO2 levels were 309 ppm, well-below today’s current level of
over 400 ppm.

* * * * * *

As the above anecdote shows, extreme events are nothing new. In 1928 the Lake Okeechobee
hurricane plowed through West Palm Beach, Florida as a Category 4 storm and dumped so
much rainfall that the lake overflowed and caused widespread flooding, in addition to causing
widespread coastal damage and approximately 2,500 deaths. If a similar storm happened
today, industry insured losses could approach $100 billion.

This is not to say, however, that climate change is not having an impact on the re/insurance
industry’s loss exposure. The “extreme tail” of hurricane distributions may well be getting
wider, and the character of hurricanes – size, speed, and rainfall – appear to be changing in
ways that have the potential to result in more significant insurance damage. Our technical
experts at TransRe and RSUI study these statistics in detail, and are constantly adjusting their
appetite for risk based on potential future storms.

We recently constructed the chart below, which shows global insured catastrophe losses as a
percentage of global GDP. Unlike charts which show ever-rising catastrophe losses in absolute
terms, this chart shows no particular trend. Global insured catastrophe losses are increasing in
real terms primarily because of significant economic development in catastrophe-prone areas.
In the United States, over half of the population lives in coastal counties, and the economic
value exposed to major catastrophes (hurricanes, earthquakes, volcanos) continues to increase.
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Sources: SwissRe Institute and World Bank.

Climate scientists have shown that one consequence of rising global temperatures is an
increase in the frequency of downpours and droughts, as warmer air can hold more moisture
(until it doesn’t)13. Extreme downpours create increased flooding risk – especially in major
urban areas that have not planned adequately for increased rainfall with adequate runoff – and
droughts contribute to conditions in which wildfires can be more severe and more damaging.
Recent wildfire seasons in both California and Australia illustrate the loss potential to which
we are exposed.

Studies of fire ecology – especially with respect to forests, grasslands, and the chaparral in
Mediterranean climates – show that fuel loads increase over time, storing solar energy that is
often released through fire. Dryer conditions can add to the combustibility of the fuel load and
contribute to larger, more destructive events. Eighty years ago, the population of California
was just under 7 million people; today it is almost 40 million. In Australia, the population has
increased from 7 million to almost 25 million over this timeframe. With population growth,
humankind’s invasion of forests, grasslands and chaparral has dramatically increased the
potential severity of the natural fire cycle.

We believe that the most important thing that the re/insurance industry can do to improve
society’s response to the risks associated with climate change is to set a price that creates the
right incentives in the broader economy for property owners. Faced with higher insurance (and
reinsurance) costs, the economic incentive to build more resilient structures is greater.
Moreover, the insurance industry is working closely with other groups to proactively build
resiliency in new construction in catastrophe-prone areas. Under-pricing coastal property
exposure or effectively subsidizing housing development near the chaparral in California (or
worse, in undermanaged forests) ultimately contributes to misallocated societal resources and
human misery. The results of the global property catastrophe reinsurance industry over the

13 Actually it’s more complicated than that. Precipitation depends on the difference between surface temperatures
and the temperature in the mid-troposphere. When the temperature differential is large, warm, humid air can rise
and as it cools the moisture is released.
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past three years clearly indicate that the industry needs to do a better job in setting rates to
account for a changing climate. Property catastrophe reinsurance rates – and insurance rates
for catastrophe-exposed property – are generally too low and need to increase in order for
insurers and reinsurers to be viable over the long-term and for society to have a resilient
response to climate risk.

One final thought on climate risk and our objective of having a sustainable, long-term
business. Re/insurance companies spend significant resources modeling (both on a
deterministic and stochastic basis) potential loss scenarios. As will be discussed below,
models are not perfect and are just one tool of many that re/insurance companies use to
manage risk. The easiest way to increase the probability of long-term survival is to reduce the
amount of exposure that a company assumes by writing insurance and reinsurance relative to
its capital base. Of course, we could structure ourselves so that the probability of a major loss
was infinitesimally small, but that would also mean returns on equity that our investors might
not find very attractive; by contrast, an endless pursuit of higher returns on equity by
dramatically increasing aggregates relative to capital in a largely commodity-like industry can
expose a company to undesirable risk of ruin. It is up to each company to find the balance that
it believes is appropriate. We disclose our “tail exposures” in our annual report and I would
encourage investors to study these disclosures closely.

I conclude this discussion with one final thought on climate change and energy transition.
Society needs to carefully manage the unfolding energy transition to reduce future carbon
dioxide emissions. Perhaps the twin challenges of climate change and energy transition, with
their many complexities, are best captured by the following quote from Smil:

“As I always say, there is no economy, there is only energy conversion. Money
is only a very imperfect way how to measure energy flows in society.”

While not related to climate change, we are also keenly aware of the significant risks from
earthquakes. Land masses exist in a critical state and are inherently unstable. It has been a
reasonably long period of time since there has been a major earthquake affecting a major
American urban center, but it is a question of when, not if.14 Accordingly, each year we
carefully manage our gross and net aggregates in relation to earthquake.

14 As discussed in Ubiquity by Mark Buchanan, complexity theory shows that the critical state is ubiquitous in
nature. “Predicting the long-term future of any chaotic system is practically impossible” he notes. Large
catastrophes happen less frequently than small catastrophes, and the relationship can be defined by a power law.
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The Alternative Capital Market

At the end of 2019, alternative reinsurance market capacity totaled approximately $92 billion
of capital, $15 billion of which was trapped in connection with the settlement of prior year
catastrophe loss activity15. This figure compares to a global reinsurance capital base of about
$532 billion16. While we believe that alternative capital is here to stay, we also believe that
investors are in the process of reallocating capital commitments toward asset managers that
have demonstrated the ability to price and underwrite catastrophe risk appropriately.

We have noted before that many market participants may have been lulled into a false sense of
comfort by the highly unusual benign catastrophe period from 2006 to 2016. Some investors
in alternative capital are also now beginning to question whether or not the managers have
adequately considered how climate change may be affecting loss activity.

One additional factor that the alternative capital market is dealing with is the seemingly
consistent inability of models to accurately predict losses17. In an industry that pitches
allocations to cat risk based on their diversifying effect and theoretical improvement in an
investor’s place on the efficient investment frontier, the inability of models to come
reasonably close to ultimate losses should be troubling. The following illustrates the problem:

This chart shows the range of model estimates at the time of each major event (the blue bars)
and the subsequent estimate of industry losses at the date indicated. In some cases (Jebi in

15 Reinsurance Market Outlook, Aon, January 2020. Figures are as of September 30th, 2019.
16 Source: Aon.
17 In the words of the ancient Chinese philosopher Lau Tzu, “Those who have knowledge don’t predict. Those
who predict don’t have knowledge.”
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particular) the models were significantly below the revised estimated losses. In other cases
(Irma) they were too high. Faxai and Hagibis are too recent to draw any conclusions on the
accuracy of the models.

The intellectual foundation for investing in re/insurance risk is based on the concept of an
efficient investment frontier; if models are not good at predicting the magnitude of losses, then
investors may be being lulled into a false sense of precision regarding the efficiency of adding
catastrophe risk to a portfolio of stocks and bonds.

TransRe’s approach to the alternative capital market has been to utilize a combination of
aligned capacity (through its sidecar, Pangaea), market-facing capacity (through Pillar, its
50%-owned alternative capital manager), and strategic capital relationships (through its
unique exclusive agency relationship with Gen Re for North American business). We are
working with TransRe to develop additional strategic capital relationships, which give
TransRe the ability to “punch above its weight” in the reinsurance marketplace.

* * * * * *

A New Mandate from the Federal Reserve

In December of 2019, the Federal Reserve signaled that it does not intend to increase interest
rates in 2020, despite record low levels of unemployment. Historically, the Federal Reserve
appeared to give some weight to the Phillips Curve, which described the historical inverse
relationship between unemployment rates and wage growth. The policy statement also
indicated that the Federal Reserve would be more inclined to cut rates on economic weakness
than to raise them amid signs of inflation.

As an aside, the political issue of our time seems to be income and wealth inequality.
Although the Federal Reserve goes out of its way to be apolitical, the recognition that a record
low unemployment rate and some evidence of wage growth may not be inconsistent with the
institution’s mandate is an encouraging development. The Fed now seems to be more
concerned with too little inflation rather than too much inflation. Negative real interest rates,
however, may act to hurt productivity, as it subsidizes the purchase of existing assets rather
than encouraging investment in new productive assets18. Or said another way, this is how
bubbles form – money chases financial assets until the expected return falls and the cycle
unwinds.

We have observed for some time now that the economy suffers from debt saturation, and that
further reductions in interest rates are likely to cause asset price inflation rather than consumer
price inflation. Many of the important deflationary forces – demographics, technology and
automation, and globalization – remain largely intact. On balance, we agree with the Fed that
deflation remains a far greater risk than inflation. Each factor will be discussed below.

18 Musings on Trump and Powell, Gavekal Research, November 22, 2019.
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OK Boomer!

One of 2019’s most memorable memes was “OK Boomer!” as today’s younger generation
made their voice heard regarding the values and legacy of the baby boom generation. As the
baby boomers age in the coming decade, demographic changes will have a profound impact
on the economy, not only in terms of economic growth and inflation, but in terms of the
broader social values that are prevalent in society.

The over-65 population in the United States, European Union and Japan will surge over the
next decade, while the working-age population (21-65) will shrink. These trends have the
potential to cause an outright decline in aggregate demand from consuming countries, which
in turn will cause dislocation in major exporting countries such as China, South Korea and
Germany in particular. We are already seeing the effects of these forces in global automobile
sales, which may have peaked.

Using data from the United Nations Population Prospects 2019 Report, Chris Hamilton has
shown that the coming decade will be profoundly changed by massive demographic shifts19.
Moreover, if one accepts that money is created in a fiat monetary system through private
credit expansion (proceeds from a loan create a deposit), then it follows that households that
are expanding their borrowings contribute to the creation of money while the elderly, to the
extent they reduce borrowings, are destroying the money supply. These population shifts,
therefore, have the potential to be deflationary, not inflationary.

According to Hamilton’s work, the population change by cohort by decade can be summarized
as follows:

Change in US Population By Decade and Age Cohort
(millions)

00-10 10-20 20-30

Age 20-70 21 16 5
Age 70+ 3 9 14
Under 20 3 (2) -

Total 27 23 19

An additional demographic consideration is how the 2020 general election will be affected by
changes in the composition of the electorate. Simply put, between 2016 and 2020
approximately 2.5 million people who voted in the 2016 election will die, and will be replaced
by roughly 3.8 million new registered voters, according to The Washington Post. These
demographic changes are particularly pronounced in certain key battleground states.

It should be clear from the above that inflation – driven by excess purchasing power through
credit expansion – is highly unlikely for the next decade. This explains why continued
significant federal government deficits and expanding central bank balance sheets are the

19 Economica, Chris Hamilton.
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likely environment going forward. We believe that deflation continues to be the primary risk
in the economy, and that “helicopter money” will increasingly be necessary to prevent it from
overwhelming the economy.

Technological Disruption is Accelerating

A Brookings Institution report published in early 2019 concluded that a quarter of all jobs in
the U.S. are likely to be disrupted by automation in the coming decade. Andrew Yang
(technology entrepreneur and former candidate for President of the United States) has noted
that five categories of jobs – administrative and clerical (including call centers), retail, food
service, truck driving and transportation, and manufacturing – comprise a significant portion
of all employment in the United States for high school graduates and are at risk of continued
disruption by automation. Depending upon the political response to this new reality, this could
be not only deflationary but also very disruptive to society. Even in manufacturing, the
requirements for technical skill are increasing. According to the Wall Street Journal, almost
half of all manufacturing jobs now require a college degree, as computer technology
permeates the factory floor.

Another deflationary aspect of technology relates to alternative lending. When banks expand
consumer loans there is an increase in the supply of money, as new demand deposits are
created. By contrast, when a consumer borrows from a peer-to-peer lender, no new money is
created; the borrower adds to its cash position but the lender, which is usually not a bank,
reduces its cash position.

Peak Globalization and the Trade Deal

2019 was the year of “Peak Globalization.” Global trade agreements and arrangements are
under attack, and political movements are stressing nationalism over globalism. A week didn’t
go by in 2019 without some news coverage of the “trade deal” with China.

In their book20 released in early 2019, Charles and Louis-Vincent Gave outlined how the
world economy seems to be breaking apart into three distinct monetary zones: the European
zone, the American zone, and the Asian zone. As one of the first firms to identify the
emergence of the “platform company” made possible by globalization, Gavekal now sees 30
years of globalization moving into reverse. As global trade flows diminish, the global
monetary order – in which U.S. dollars were exported worldwide through the current account
deficit – is no longer functioning as it once did.

Economist Richard Koo of Nomura Research Institute has argued that free trade works only if
it is balanced, and also believes that the era of free trade is over. While the unbalanced nature
of free trade may not be obvious to those Americans living on the coasts – largely the
beneficiaries of globalization – it is painfully obvious to the rest of the country, which has not
shared equally in the benefits of globalization, to put it mildly. Further, Koo notes that because
of the offshoring of production, at the margin capital is increasingly being invested in existing

20 Clash of Empires: Currencies and Power in a Multipolar World, Charles Gave and Louis-Vincent Gave.
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assets (driving up real estate and financial asset values) rather than being invested in new,
productive assets (factories, infrastructure, etc.).

As China continues to expand its global reach, it seems likely that trade tensions will continue,
notwithstanding the Phase One Trade Agreement. It is worth remembering that the People’s
Republic of China has 1.4 billion people, almost three-times the size of the European Union
and over four-times the size of the United States. China was once the dominant empire in the
world, and with a deep sense of history, seeks to reestablish its place as a leading world
power. Trade conflict and negotiations seem likely to continue for the foreseeable future.

Inflation or Deflation?

Taking all of the above into account, it seems likely in our view that inflation and economic
growth will remain modest; that interest rates will remain low; and that companies involved in
technology-driven productivity improvement will continue to be the big winners in the stock
market, while those relying on global trade for competitive advantage (i.e. selected platform
companies) will increasingly be challenged.

Fiscal outlook: “MMT Lite”

At the fiscal year end of September 30th, total debt outstanding of the Federal Government was
approximately $18.9 trillion, an increase of $1.2 trillion from the level of a year ago. Over that
same timeframe, nominal gross domestic product increased by $0.8 trillion. In other words,
the United States borrowed $1.2 trillion to produce $0.8 trillion of economic growth. As a
percentage of GDP, Federal debt outstanding now exceeds that of both households and
non-financial corporations. Interestingly, since President Trump was inaugurated in early
2017, government expenditures have been a steady contribution to real GDP growth of about
0.2% per year. With increasing demands on the Federal Government for retirement and health
care support, it would appear that government deficits have only one direction to go from
here. In the 2019 fiscal year, the U.S. government funded the majority of its borrowing needs
in the money markets through the issuance of treasury bills.

Prior to the Great Recession, private credit expansion and productivity improvements were
sufficient to drive economic growth. Since 2008, however, the U.S. economy has been more
dependent on government borrowing to drive economic growth. As one observer21 has clearly
shown, foreign central banks and their governments used to be the main buyers of U.S. federal
debt. Several years ago, this came to an end and foreign institutions were major buyers of U.S.
federal debt. Once hedged interest rate differentials narrowed, this buying source dried up and
was replaced by domestic institutions (banks and pension funds) and domestic individuals. In
late 2019, however, this source too seemed to dry up, and the Federal Reserve began
expanding its balance sheet again. As discussed earlier, we are facing the prospect in 2020 of
the central bank effectively funding a large portion of the Federal Government’s funding
needs through an expanding balance sheet, even if these purchases are made only after debt is
placed with primary dealers who, by the way, are required to submit bids to Treasury
auctions.

21 Luke Gromen, CFA and author of FFTT, LLC has chronicled these shifting flows perhaps better than anyone.
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Although they are planning to outlaw foie gras in New York City, apparently you can still
stuff treasury bills onto the balance sheets of primary dealers. An absence of sufficient
demand, however, is requiring the Fed to dramatically increase its repo facilities (so-called
“repocolypse”) to get the job done. The Fed appears to be quietly buying some of these bills
after the fact.

The end game of the credit-based monetary system is for the borrower of last resort – the
Federal Government – to fund itself in part or in whole through central bank purchases of
treasury securities. A lack of income in a large part of society has required government to act
as the transfer agent between wealth and purchasing power via the Federal Reserve. The
current situation should allow for interest rates to remain low and asset prices to remain high;
however, this could easily change as a result of a shift in the political landscape. Some
candidates are arguing for significant income and asset redistribution through tax policy, along
with outright and explicit debt monetization through so-called Modern Monetary Theory
(“MMT”). We are closely watching these political developments, because a change in this
regard could ultimately result in a far different and perhaps more inflationary economic
environment.

We have always been fascinated by the fact that for all of the criticisms levied at MMT, the
biggest economic rival of the United States appears to have been at least partially successful in
using it. China has driven economic growth by essentially printing the money (through state-
owned banks) that is injected into the economy to build infrastructure, housing, and other
expenditures to support overall economic development. These banks enjoy controlled low
deposit costs, effectively requiring savers to subsidize development. Whether this is ultimately
successful or not depends upon whether the infrastructure in which printed money is invested
is productive. With 1.4 billion enterprising and hardworking people, China’s “Field of
Dreams” strategy has done amazing things. Michael Pettis, Professor of finance at Guanghua
School of Management at Peking University in Beijing, has written an interesting piece on this
important topic22.

The 2020 election will be an important factor in how U.S. Government deficits affect the
economy. If government deficits continue to increase (which seems likely), the Federal
Reserve will increasingly be called upon to buy treasuries. The ultimate effects of a “QE4”
will depend on how the political landscape develops. A shift to a more inflationary paradigm
is not out of the question, which could result from redistributive tax policies.

Investments

Market investment returns were strong in 2019, as the Federal Reserve pivoted from a
restrictive policy stance (higher short-term interest rates and a shrinking balance sheet) to an
accommodative stance (lower short-term interest rates and an expanding balance sheet). The
S&P 500 returned 31.5%, with the majority of the performance coming from multiple
expansion rather than fundamental growth. Excluding the technology and communications
sectors, the market returned 26.1% in 2019.

22 See “MMT Heaven and MMT Hell for Chinese Investment and U.S. Fiscal Spending,” by Michael Pettis,
October 11, 2019.
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The valuation of the S&P 500 has expanded dramatically since 2008, the peak of the last cycle:

2008 2019 % chg

P/E Ratio 16.7 21.6 29.3%
P/B Ratio 2.0 3.6 80.0%
EV/EBITDA 7.8 14.1 80.8%

As a result of the now 10-year run in equity values, the market overall appears somewhat
expensive by most traditional measures. This suggests that the primary reason that the stock
market has gone up so much is that interest rates are extremely low, and real interest rates are
even lower. Simply put, investors seem to be concluding that the only place to get a potential
return is in the stock market; bonds can only produce attractive returns if interest rates fall
significantly from current, already record low levels, which seems unlikely.

Many market observers now believe that the future returns from equities are likely to be quite
modest. For example, according to the data from the BlackRock Investment Institute, as of
September 30, 2019, the equity risk premium in the U.S. equity market is about 4%, implying
future returns of around 6%. Another way to frame potential equity returns is to calculate the
implied cost of equity for the S&P 500 based on current valuation. With the S&P 500 ending
the year at ~3.6x book value and almost 20x forward earnings, this approach would imply
mid-single digit returns going forward. Other objective measures of valuation – such as the
price-to-sales ratio of the S&P 500 or the CAPE ratio – are at or near record levels. While
these guideposts don’t guarantee a correction in asset values, they certainly highlight the
above-average level of risk underlying the stock market, especially as corporate profit margins
are at record levels and highly concentrated as well.

Interestingly, equity funds flows from mutual fund and ETF investors were significantly
negative in 2019, with approximately $250 billion flowing out of equity mutual funds and
roughly $90 billion flowing into equity exchange-traded funds.23 Public companies themselves
have been major buyers of equities through share repurchases, along with index funds. One
might conclude from these figures that the price discovery function of the market is giving
way to widespread momentum investing. At current valuation levels, the expected return on
the S&P 500 – assuming 3% long-term growth and no change to profit margins and returns in
the future – is approximately 7%. Assuming no growth in perpetuity, the expected return
would be 4%24. Clearly, while equities continue to offer higher returns prospectively than
bonds, both asset classes have significantly more potential volatility if either interest rates rise
or the economy falters.

As previously mentioned, our investment returns were strong in 2019. We track our
performance in two buckets: the “core” portfolio and the “special situation” portfolio. The
latter includes equities where, for example, we may own an equity security for income-
generating purposes, but do not expect it necessarily to outperform the S&P 500. Another
example is the hedging transaction that we entered into in July of last year. In total, our
actively-managed equity portfolio (both portfolios combined) outperformed the S&P 500 by

23 Source: Refinitiv Lipper, Financial Times.
24 Calculated by solving the equation: P/B = [(ROE-g)/(k-g)]
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1.6% in 2019. Since January 1, 2015 – when Roundwood Capital Management embarked
upon its current approach to equity management – the core portfolio has returned 77.5%
compared to 65.9% for the S&P 500.

Because we are a taxable investor, it is very difficult to produce attractive after-tax returns
with meaningful amounts of trading, because we pay 21% federal income tax on any realized
gains. For this reason, we have tended to gravitate toward leading companies with strong,
long-term growth prospects, even if they do not appear to be “the cheapest” stocks out there.
While all companies today seek “sustainable growth,” the reality is that the cold hand of
capitalism tends to erode profits over time and lead to a high rate of corporate mortality25.
The table below summarizes our largest individual positions at year-end:

($ millions)

Shares Company Cost Value

1,485,151 Microsoft Corp. $ 97.8 $ 234.2
1,057,688 VISA Inc. 73.3 198.7

527,998 Roper Technologies Inc. 76.6 187.0
128,038 Alphabet Inc. 100.1 171.5

3,054,871 Comcast Corp. 113.2 137.4
421,457 Thermo Fisher Scientific Inc. 96.2 136.9

1,000,000 Marsh & McLennan Cos Inc. 85.4 111.4
2,750,000 Schlumberger Ltd. 100.3 110.6
1,500,000 CSX Corp. 47.7 108.5

Total $790.6 $1,396.2

Capital Allocation: Why Not More Equities?

As discussed earlier, following a decade of strong equity returns – capped by the exceptionally
strong performance of equities in 2019 – equities are likely now priced for more modest future
long-term returns. Historically we have invested a large portion of our capital in total return
investments, but early in 2019 we reduced our equity allocation.

Our goal is to grow book value per share by 7-10% a year over the long-term, while
maintaining a conservative balance sheet and prudent risk profile. With the 10-year treasury
rate and inflation both near 2.0%, even the low-end of this range, if delivered consistently over
time, should create significantly increased purchasing power for our shareholders.

If we are generous and assume that equities will return 7% a year going forward26, on an
after-tax basis this equates to a 5.5% return for Alleghany. Because this after-tax return is
below our 7-10% growth in book value objective, maintaining excessive levels of capital

25 “Sustainable growth is, of course, a clear contradictio in adjecto as far as any truly long-run material growth is
concerned.” Vaclav Smil, Growth: From Microorganisms to Megacities, The MIT Press.
26 Several firms and their investment strategists are projecting considerably lower prospective long-term returns.
Vanguard, for example, is projecting 2-3% annual returns on U.S. fixed income and 3.5%-5.5% returns on U.S.
equities.
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invested in equities could well be value-destroying. Our shareholders would be better off if we
returned the excess capital and they invested it in equities.

Other statistics on the stock market suggest that future returns could be low. For example, the
market capitalization of the five largest companies in the S&P 500 as a share of the
capitalization of the entire index was approximately 18% at the end of last year. The last time
the market was so concentrated was in 1999, when the figure was about 16.6%. Absolute and
real returns over the subsequent ten years were slightly negative. Of course, there are also
good reasons why the index is so concentrated today: the large technology and
communications sector companies have better revenue growth characteristics than much of the
market, and they also happen to have among the highest free cash flow margins. So it is not
completely illogical for investors to bid up the value of these companies in a sub-2% treasury
environment.

With re/insurance market conditions improving, we believe that our highest and best use of
capital is to assume more re/insurance risk, and having less exposure to equities allows us to
do this. We also believe that the activities of Alleghany Capital hold the prospect of
generating higher returns than public equities. So for now – and until equity valuations
become more attractive – we are comfortable with a smaller allocation to the asset class. We
reserve the right to change our mind, however, as macroeconomic and political factors are
constantly changing.

Fixed Income Strategy

In 2019, our growth in book value benefitted by $383 million after-tax due to appreciation in
the value of our fixed income holdings that are carried at fair value. This contrasts with a
decrease in the value in 2018. Over the two year period combined, the net change was a
contribution of $182 million after-tax. In the aggregate, our fixed income portfolio produced a
positive return (6.7% after fees and excluding currency impacts) in the year just ended. Over
the past three years, the average annual return (excluding currency) was approximately 4.0%.
As expected, over longer periods of time our fixed income portfolio return is very close to the
average portfolio yield; barring defaults or realized capital losses, total returns should be close
to the portfolio yield over the long run.

The approximate duration and average credit quality of the fixed income portfolio are 4.2
years and AA-/Aa3, respectively, both very similar to metrics from the end of 2018. The asset
composition of the portfolio has somewhat shifted however, in response to a more
accommodative monetary policy and the impact of corporate tax reform of late 2017. For
instance, the diminishing prospect of higher short-term rates led us to downgrade our outlook
for floating rate securities and as a result we reduced our exposure to floaters by 6%-points of
the portfolio. Additionally, we continued to narrow our allocation to tax-exempt municipal
securities as maturities from that sector were primarily reinvested into taxable ones that offer
better value following changes to corporate tax policy.
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Liquidity has accumulated as valuations of nearly all financial assets have reached extremes
on most historical bases and a flat interest rate curve offers little incentive for investing out the
curve. We believe the liquidity position affords us considerable flexibility if and as
opportunities present themselves. Furthermore, it allows us the ability to pursue less liquid
private market strategies that offer enhanced yield over public markets such as commercial
mortgage loans ($686 million) and private placements ($670 million) managed by MetLife,
and public and private securitized assets ($460 million) managed by Ares Asset Management.

Finally, it is important for our stockholders to know that all of our fixed income investment
activities are performed with a keen eye toward climate risk and sustainability. Our largest
outside manager, which manages the day-to-day selection of investments on a large portion of
our fixed income portfolio, is a leader in incorporating climate risk to fixed income
management. Moreover, our other assets managers are also making strides toward adopting
ESG policies in their processes. We anticipate that as sustainable investing awareness
continues to spread, consideration of ESG will have a place in nearly all investment decisions.

* * * * * *

ESG

Beginning with our 2017 Annual Report, we included a set of operating principles as a first
step in defining how Alleghany manages its businesses. These principles, which can be found
following this letter, evidence a commitment to responsible governance and business
practices. Although Alleghany believes it has long operated in a manner consistent with the
spirit of most ESG principles, we have not to date formally articulated our positions on the
issues that we know are of increasing importance to shareholders. You can expect to hear
more from us on this topic as we move forward.

As we conduct our internal assessments, we are studying the broad array of ESG
considerations across a diverse set of operations. Our larger businesses are involved with
property and casualty reinsurance, commercial insurance, steel fabrication and erection, and
the creation, marketing, and sale of children’s toys. Some of our smaller companies
(IPS-Integrated Project Services and Concord Hospitality Services) are people-intensive
operations and, as a result, how they select employees and treat those employees is an integral
part of their business strategy.

Our two largest subsidiaries in the reinsurance and insurance industry – TransRe and RSUI –
price and assume catastrophe risk and view weather and climate risk as their core business.
When investors ask us to define our exposure to climate risk, we would point out that this is at
the heart of what our two major companies do, and as mentioned earlier we already have
robust disclosures regarding the tail risk endemic to property insurance and property
catastrophe reinsurance. To the extent that climate change is increasing the potential severity
of catastrophic losses, our job is to adjust the exposure that we take and the price that we
charge for that exposure. Annual renewals present an almost real-time opportunity to do so.
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TransRe supports several important initiatives that promote environmental sustainability. It is
a sponsor of the Wharton Risk Management and Decision Processes Center, which, among
other things, has important research initiatives into disaster risk management, climate risk and
resilience, and risk communication and decision making. TransRe supports the Gulf Research
Program as it seeks to catalyze advances in science, practice and capacity to generate long-
term benefits for the Gulf of Mexico region. TransRe also works with the National Fish and
Wildlife Foundation in a conservation partnership to support coastal resilience, protect local
communities, and enhance natural habitats. Finally, TransRe’s catastrophe modelling team
published research on lessons to be learned from the recent California wildfires.

We are also proud of the strong adherence to responsible business practices among all of our
Alleghany Capital portfolio companies. All of the Alleghany Capital portfolio companies have
an intense focus on safety, with each company board meeting starting with a report on key
safety statistics. W&W|AFCO Steel uses recycled steel in its major fabrication activities.
Concord Hospitality has one of the lowest rates of employee turnover in its industry, and has a
number of initiatives that aim to build on the company’s reputation as one of the most
employee-centric businesses in the hospitality industry. Jazwares has long ensured that its
supply-chain partners (mostly in China) have fair and sustainable employment practices, and
has an excellent record in product safety, a result of rigorous product testing and quality
control.

On the governance front, we have made a conscious effort in recent years to diversify our
employee base and the Alleghany Board of Directors, and expect to continue to do so. Our
executive compensation systems have been effective in supporting long-term, sustainable
growth by providing reasonable, capped incentives for executive management – both at
Alleghany Corporation and our key subsidiaries – that encourage executives to think and act
like owners, including being aware and sensitive to downside risk.

In consultation with the Alleghany Board of Directors, we do our best to make responsible
decisions from an environmental, social, and governance point of view. We understand that
like Hatidze Muratova in Honeyland, sustainable capitalism is essential for long-term
success27.

Management team

In 2019, Kerry Jacobs became our chief financial officer, succeeding Jack Sennott who is now
Chairman and CEO of CapSpecialty. Kerry has shown herself to be an astute financial
executive with a deep understanding of insurance, reinsurance, and investment banking, and I
am pleased that she will now have the opportunity to put her skills to greater use for
Alleghany stockholders.

Joe Brandon and I have the primary responsibility for the strategic direction and oversight of
our increasingly diversified re/insurance and investment operations. Chris Dalrymple (assisted

27 The 2019 award-winning documentary Honeyland follows the life a Macedonian woman who makes a living
as a bee keeper by respecting the need for balance. “50 percent for you, 50% for me she says” when harvesting
the honeycomb. When new neighbors move in and try to exploit the bees for a large order, the colony collapses.
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by Stela Burghart and Tony Celii) ably navigates the increasingly complex legal, regulatory,
and governance environment.

We are also fortunate to have a solid next generation at Alleghany, with a group of executives
barely in their 40s (some less!). In addition to Kerry, David Van Geyzel has been the driving
force behind the creation and success of Alleghany Capital. Ben Levy and his team have
quietly built an outstanding record managing the equity portfolio at Roundwood Capital
Management. And finally, John Shannon has quickly made an impact overseeing our large
fixed income portfolio. Earlier this year John joined the executive ranks of Alleghany
Corporation as Senior Vice President and chief investment officer. We are extremely proud of
this team and the quality of the work that they do.

Board of Directors

In 2019, Lauren Tyler joined the Alleghany Board of Directors as our newest director. Lauren
has a strong background in private equity, investor relations, internal audit and human
resources at JP Morgan Chase, and has already proven herself to be a valuable addition to our
board.

In April of this year, Bill Lavin will be retiring from the Alleghany Board of Directors based
on our mandatory retirement age of 75, after over 27 years of service to the corporation. Bill
has been a tremendous resource to me and my executive team, and I wanted to thank him for
his advice and counsel.

Summary and Outlook

At the end of 2019, I completed my 15th year as CEO of Alleghany Corporation, and my 17th

year with the company. Some of our longer-term stockholders may remember what the
company looked like in 2002, the year that I joined Alleghany. In 2000 and 2001, Alleghany
had made some very well-timed divestitures, but the result was that the company’s operating
businesses were a small part of the overall enterprise value of the company. Approximately
$1 billion of the $1.4 billion in stockholders’ equity was comprised of passive assets –
primarily treasury bonds and a large stake in Burlington Northern Santa Fe, which Warren
Buffett stole from us! Since then, we used these assets to make several acquisitions in the
property and casualty industry, and have used the available free cash flow from these
acquisitions to build Alleghany Capital, a substantial business in its own right with seven
platform companies, over $2 billion of revenue, and consolidated equity of approximately
$900 million.
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The table below compares Alleghany then and now ($ millions):

2002 2019 CAGR

Total revenues $ 577 $ 9,041 18%
Net earnings 55 858 18%

Cash & Invested assets $ 1,332 $ 20,071 17%
Stockholder’s equity 1,379 8,777 11%

Common shares outstanding 8.5 14.4 3%

Book value per share $162.75 $ 611.00 8%
Year-end stock price $148.52 $ 799.57 10%

Over this time period we managed through Hurricane Katrina, the Great Recession, and in the
past three years active tropical cyclone seasons and investment volatility. After 2012 when we
acquired TransRe, we enjoyed several years of benign weather and light catastrophe losses.
The past three years, by contrast, have seen a more challenging re/insurance environment,
both in terms of property catastrophe losses as well as competitive market conditions. We
have come through this period in exceptionally strong financial condition, and are now seeing
encouraging trends in industry pricing.

While I am reasonably sure that over the next decade we will see new and unpredictable
challenges, I believe that our conservative balance sheet and operating structure is perhaps the
best way to ensure a resilient, enduring long-term business model. Our leaders at TransRe,
RSUI and CapSpecialty are all excited by their near-term prospects, and our portfolio of
non-financial businesses at Alleghany Capital is performing well, and should see continued
opportunities for expansion and growth.

Yours sincerely,

Weston M. Hicks
President
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Alleghany Corporation
Operating Principles

1. Created in 1929, Alleghany was originally a family-owned business. Although this is
no longer the case, that legacy remains an essential part of our culture and is important
to how we conduct ourselves. We expect our executives and managers to treat
employees fairly and equitably, and to be responsible to the communities in which they
operate and the constituencies that they serve. And we endeavor to custody
shareholder capital as if it were our own.

2. Throughout most of Alleghany’s history we have been investors in the insurance and
reinsurance industries. These businesses provide an essential public function in helping
organizations and individuals protect their assets. They also help the economy to
allocate resources effectively by accurately pricing risk.

3. Because our insurance and reinsurance companies collect premiums before they pay
claims, they accumulate substantial reserves. Reserves are a form of “leverage” that
enhance our returns on capital, and there is no cost to the reserves unless we generate
underwriting losses (see below). In part because of this inherent leverage, we do not
believe that it is appropriate for us to use excessive amounts of financial leverage at
the Alleghany corporate level.

4. Our insurance and reinsurance companies seek to earn an underwriting profit. This is
essential to being reliable, secure counterparties that make good on their promises to
pay.

5. Our core businesses operate, for the most part, in mature sectors. We believe that
insurance markets, which are highly competitive, establish the price of risk; our choice
is to write more business or less business at prevailing prices. The industry has a
history of capacity dislocations, and when this happens we are prepared to grow more
rapidly. Conversely, when excess capacity produces insufficient prices, we are
prepared to reduce our risk exposure.

6. As the owner of insurance and reinsurance companies, Alleghany Corporation itself is,
to a significant degree, an asset management company. Like a closed-end fund, the
corporation retains most of its profits and reinvests those profits on behalf of its
stockholders.

7. Given fluctuations in supply and demand for insurance and reinsurance, we can at
times become overcapitalized. When this happens, we may invest our excess capital in
risk assets, make acquisitions at Alleghany Capital, or build excess liquidity for a time
when it may be more attractively valued. We also return excess capital to stockholders,
including through share repurchases when we believe our stock price is trading below
intrinsic value.
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8. Alleghany Capital Corporation is our investment subsidiary that acquires and oversees
primarily non-financial companies with durable businesses. Unlike a private equity
firm, we do not acquire companies with the intention to sell them in the future. Rather,
we believe that we provide a stable ownership structure when the founders or other
control owners need to effect a capital transition. We believe that our ownership allows
our owner-manager partners to grow their company and to improve each company’s
results over time.

9. Our primary function in overseeing operating businesses is to provide strategic
guidance, to set risk parameters, and to ensure that management incentives are
appropriate. We don’t “run” our subsidiaries – their executive teams do.

10. Our insurance and reinsurance businesses – and our investment operations – are
intellectual capital businesses. We believe that maintaining a stable rank of
professional talent, both at Alleghany Corporation and at our insurance and
reinsurance businesses, is a source of competitive advantage. Accordingly, we believe
it is important to provide these employees with professional growth opportunities and
competitive levels of compensation that are aligned with long-term performance.

11. We support equal opportunity for all employees and prospects without regard to race,
gender, ethnicity, or sexual orientation. We also support the objective of a diverse
board of directors, and intend to continue to enhance the diversity of the board
composition in the future.

12. Our financial objective is to generate long-term returns that exceed the general
inflation rate by 5-8% per year. In the current environment, this equates to a 7-10%
return. By long-term, we mean a decade or more. Because the probability of extreme
events increases with time, a long-term objective is best served by a conservative risk
profile.

13. We report our results quarterly and annually through press releases and required SEC
filings. We do not provide financial guidance, and do not hold quarterly earnings
conference calls. In these communications, we strive to provide information that is
sufficient to understand our strategic direction and operations. Additionally,
management and directors are available to meet with investors to explain these
communications and to hear their perspective on our business opportunities and
challenges. We are not promotional with respect to our prospects, and believe that our
fundamental results will drive our stockholder returns over the long-term.

* * * * * *
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Comment on Non-GAAP Financial Measures

Our analysis of our financial condition and results of operations is based on our consolidated financial statements which have been prepared in
accordance with accounting principles generally accepted in the U.S., or “GAAP.” Our results of operations have been presented in the way
that we believe will be the most meaningful and useful to investors, analysts, rating agencies and others who use financial information in
evaluating our performance.

This presentation includes the use of adjusted earnings and related measures, and underwriting profit, which are “non-GAAP financial
measures” as defined under regulations promulgated by the Securities and Exchange Commission. The presentation of these financial
measures is not intended to be considered in isolation or as a substitute for, or superior to, financial information prepared and presented in
accordance with GAAP. Also note that these measures may be different from non-GAAP financial measures used by other companies,
limiting their usefulness for comparison purposes. A discussion of our calculation and use of these financial measures is provided below.

Adjusted earnings. This presentation includes the use of adjusted earnings and related measures, which we believe are useful to help explain
changes in stockholders’ equity attributable to Alleghany. A reconciliation of adjusted earnings and related measures to net earnings
attributable to Alleghany stockholders is presented below.

For the Year Ended December 31,
2018 2019

($ in millions)
Net earnings attributable to Alleghany stockholders . . . . . . . . . . . . . . . . . . . . . . $ 39.5 $ 857.8
Adjustments to net earnings attributable to Alleghany stockholders:

Change in the fair value of equity securities . . . . . . . . . . . . . . . . . . . . . . . . . (229.0) 709.7
Net realized capital gains . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (3.2) (6.5)
Other than temporary impairment losses . . . . . . . . . . . . . . . . . . . . . . . . . . . . (1.3) (19.7)
Amortization of intangible assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (24.0) (33.8)
Income tax effect of adjustments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 54.1 (136.5)

(203.4) 513.2

Adjusted earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 242.9 $ 344.6

Underwriting profit. This presentation includes the use of underwriting profit, which is a non-GAAP financial measure for our reinsurance
and insurance segments. Underwriting profit represents net premiums earned less net loss and loss adjustment expenses and commissions,
brokerage and other underwriting expenses, all as determined in accordance with GAAP, and does not include: change in the fair value of
equity securities; net investment income; net realized capital gains; other than temporary impairment losses; noninsurance revenue; other
operating expenses; corporate administration; amortization of intangible assets; and interest expense. We use underwriting profit as a
supplement to earnings before income taxes, the most comparable GAAP financial measure, to evaluate the performance of our reinsurance
and insurance segments and believe that underwriting profit provides useful additional information to investors because it highlights net
earnings attributable to our reinsurance and insurance segments’ underwriting performance. Earnings before income taxes may show a profit
despite an underlying underwriting loss, and when underwriting losses persist over extended periods, a reinsurance or an insurance company’s
ability to continue as an ongoing concern may be at risk. A reconciliation of underwriting profit to earnings before income taxes is presented
within Note 13 to Notes to Consolidated Financial Statements set forth in Part II, Item 8, “Financial Statements and Supplementary Data” of
our Report on Form 10-K for the year ended December 31, 2019.
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