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With this filing, information is provided to support the revision of the distinct charge to cover the hurricane/fire following

earthquake portion of the net cost of reinsurance in Allstate Property and Casualty Insurance Company for the Owners

program in the state of Arkansas. The net cost of reinsurance is equal to the reinsurance premium paid less expected

reinsurance recoveries under the contract.
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Allstate's revised reinsurance cost will be reflected by revising the reinsurance rate adjustment factor in the rate
calculation for the Owners program. The revised reinsurance rate adjustment factor will apply to the calculation of the

reinsurance charge for all policies and will therefore have the same effect as a reinsurance base rate change.

This filing includes editorial revisions to the manual pages, as follows:

- Updated Rate Page Calculation Options Page

The overall impact of changes set forth in this filing is -0.13%. The proposed change to the Reinsurance Rate
Adjustment Factor is -74.4%, which represents the impact to the distinct charge to cover the hurricane/fire following
earthquake portion of the net cost of reinsurance in Allstate Property and Casualty Insurance Company for the Owners

program in the state of Arkansas.

The terms of the applicable 2009 Reinsurance contracts are summarized below.

2009 REINSURANCE CONTRACT SUMMARY:

Allstate has a Reinsurance Broker Intermediary Contract with AonBenfield, which encompasses the marketing and

placement of our catastrophe reinsurance programs.

Allstate has again purchased countrywide catastrophe aggregate excess of loss reinsurance agreements to mitigate our
exposure to catastrophic losses. Two agreements, purchased last year, were 15% and 32.5% placed for a two-year
term, effective 06/01/08 to 05/31/10. The remaining 47.5% was purchased in 2007 for a two-year term and remained
intact until 05/31/09. A new agreement, 47.5% placed for a two-year term, effective 06/01/09 to 05/31/11, was
purchased to replace the expiring two-year agreement that provided coverage from 06/01/07 to 05/31/09. Together
these three catastrophe aggregate excess reinsurance agreements will apply to Allstate and Encompass brand personal
lines auto and property policies nationwide (excluding Florida), providing coverage for the term 06/01/09 to 05/31/10 of
95% of the first $2 billion in excess of $2 billion of retained losses. The agreements cover losses from storms named or
numbered by the National Weather Service, fire following earthquakes, California wildfires, and non-recoupable Texas

Windstorm Insurance Association (TWIA) assessments, subject to the terms, conditions, and limitations set forth in
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these agreements.

The target effective date for new business written and renewals processed is August 24, 2009, and renewal business
effective October 8, 2009.

Company and Contact

Filing Contact Information

Celeste Mrdak, Senior State Filings Analyst oscmrda@allstate.com

2775 Sanders Road (847) 402-5000 [Phone]

Northbrook, IL 60062 (847) 402-9757[FAX]

Filing Company Information

Allstate Property & Casualty Insurance CoCode: 17230 State of Domicile: lllinois
Company

2775 Sanders Road Group Code: 8 Company Type:
Suite A5

Northbrook, IL 60062 Group Name: Allstate State ID Number:
(847) 402-5000 ext. [Phone] FEIN Number: 36-3341779

Filing Fees

Fee Required? Yes
Fee Amount: $100.00
Retaliatory? No

Fee Explanation:

Per Company: No

COMPANY AMOUNT DATE PROCESSED TRANSACTION #
Allstate Property & Casualty Insurance $100.00 06/26/2009 28833200
Company
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Correspondence Summary

Dispositions
Status Created By Created On Date Submitted

Filed Becky Harrington 07/01/2009 07/01/2009
Objection Letters and Response Letters

Objection Letters Response Letters

Status Created By Created On Date Submitted Responded By Created On Date Submitted
Pending  Becky 06/26/2009 06/26/2009 SPI AllState 06/30/2009 06/30/2009
Industry ~ Harrington

Response
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Disposition

Disposition Date: 07/01/2009

Effective Date (New): 08/24/2009

Effective Date (Renewal): 10/08/2009

Status: Filed

Comment:

Company Name: Overall % Overall % Rate Written # of Policy Written
Indicated Impact: Premium Holders Premium for
Change: Change for Affected for this this Program:

this Program:
Program:

Allstate Property & % -0.130% $-44,556 33,041 $34,102,727

Casualty Insurance

Company
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Iltem Type Item Name Item Status Public Access

Supporting Document Form RF-2 Loss Costs Only (not for Filed Yes
workers' compensation)

Supporting Document H-1 Homeowners Abstract Filed Yes

Supporting Document HPCS-Homeowners Premium Filed Yes
Comparison Survey

Supporting Document NAIC loss cost data entry document Filed Yes

Supporting Document OtherActuarialSupport01 Filed Yes

Supporting Document Response to DOI (063009), Appendix A  Filed Yes
(063009)

Rate CheckingListR21450 Filed Yes

Rate ManualPagesR21450 Filed Yes

Created by SERFF on 07/01/2009 09:53 AM



SERFF Tracking Number: ALSX-126207149 Sate: Arkansas

Filing Company: Allstate Property & Casualty Insurance Sate Tracking Number: EFT $100
Company

Company Tracking Number: R21450

TOI: 04.0 Homeowners SUb-TOI: 04.0003 Owner Occupied Homeowners
Product Name: Homeowners
Project Name/Number: 2009 - Reinsurance Rate Charge Filing/R21450

Objection Letter

Obijection Letter Status Pending Industry Response
Obijection Letter Date 06/26/2009
Submitted Date 06/26/2009

Respond By Date
Dear Celeste Mrdak,
This will acknowledge receipt of the captioned filing.

Obijection 1
- OtherActuarialSupport01 (Supporting Document)
Comment: Please explain the increase in underwriting profit/debt provision from the previous year.

Please feel free to contact me if you have questions.

In accordance with Regulation 23, Section 7.A., this filing may not be implemented until 20 days after the requested
amendment(s) and/or information is received.

Sincerely,

Becky Harrington

Response Letter

Response Letter Status Submitted to State
Response Letter Date 06/30/2009
Submitted Date 06/30/2009

Dear Becky Harrington,

Comments:
Response to June 26 objection letter

Response 1
Comments: Please see attached

Related Objection 1
Applies To:
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- OtherActuarialSupport01 (Supporting Document)
Comment:

Please explain the increase in underwriting profit/debt provision from the previous year.

Changed Items:

Supporting Document Schedule Iltem Changes
Satisfied -Name: Response to DOI (063009), Appendix A (063009)
Comment:

No Form Schedule items changed.

No Rate/Rule Schedule items changed.
Celeste Mrdak

Sincerely,
SPI AllState
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Rate Information
Rate data applies to filing.

Filing Method:

Rate Change Type:

Overall Percentage of Last Rate Revision:
Effective Date of Last Rate Revision:
Filing Method of Last Filing:

Company Rate Information

Company Name: Overall % Overall % Rate
Indicated Impact:
Change:

Allstate Property & % -0.130%

Casualty Insurance

Company

Sate: Arkansas
State Tracking Number: EFT $100
SUb-TOI: 04.0003 Owner Occupied Homeowners
File and Use
27.700%
06/01/2009
File and Use
Written # of Policy Written Maximum % Minimum %
Premium Holders Premium for Change (where Change (where
Change for Affected for this this Program: required): required):
this Program:
Program:
$-44,556 33,041 $34,102,727 % %
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Rate/Rule Schedule

Review Status: Exhibit Name: Rule # or Page Rate Action
#:

Filed CheckingListR21450 R21450 Replacement

Filed ManualPagesR21450 R21450 Replacement

04.0003 Owner Occupied Homeowners

Previous State Filing Attachments
Number:

R21450.PDF

R21450.PDF
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Arkansas

CHECKING LIST FOR HOMEOWNERS

Printing dates are shown on each page to facilitate identification of different
editions, but have no direct connection with the effective date of the page.

RATES
Enclosed: Page RFP-14 dated 7-1-2009

Withdrawn: Page RFP-14 dated 9-1-2008

Filing Number: R21450
Allstate Property and Casualty Insurance Company



ARKANSAS
HOMEOWNERS
RATE FACTOR PAGES

Order in
Calculation
23 Reinsurance Charge
BASE REINSURANCE CHARGE*:
*Charge is per $1000 of Coverage A Limit
REINSURANCE LIMIT FACTORS
COVERAGE A | FACTOR COVERAGE A FACTOR
10,000 10 68,000 68
11,000 11 69,000 69
12,000 12 70,000 70
13,000 13 71,000 71
14,000 14 72,000 72
15,000 15 73,000 73
16,000 16 74,000 74
17,000 17 75,000 75
18,000 18 80,000 80
19,000 19 85,000 85
20,000 20 90,000 90
25,000 25 95,000 95
30,000 30 100,000 100
35,000 35 110,000 110
40,000 40 120,000 120
45,000 45 130,000 130
50,000 50 140,000 140
55,000 55 150,000 150
57,000 57 170,000 170
58,000 58 180,000 180
59,000 59 190,000 190
60,000 60 200,000 200
61,000 61 225,000 225
63,000 63 275,000 275
65,000 65 325,000 325
66,000 66 Each Additional 1,000 1
Step Select
# Homeowners Homeowners
1 Base Reinsurance Charge I
2 Rate Adjustment Factor (Round to 3 decimals) X 0.044|x 0.044
3 Reinsurance Limit Factor (Penny Round) X X
4 Reinsurance Charge
7-1-2009 Allstate Property and Casualty Insurance Company RFP - 14
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Supporting Document Schedules

Satisfied -Name: H-1 Homeowners Abstract
Comments:

Attachment:
AR - HOMEOWNERS ABSTRACT FORM H 1.PDF

Satisfied -Name: HPCS-Homeowners Premium
Comparison Survey

Comments:

Attachments:

Premuim Comparison Survey.PDF
Premuim Comparison Survey.XLS

Satisfied -Name: NAIC loss cost data entry document
Comments:

Attachment:

Loss Cost Data Entry .PDF

Satisfied -Name: OtherActuarialSupportO1
Comments:

Attachment:

OtherActuarialSupport01.PDF

Satisfied -Name: Response to DOI (063009),
Appendix A (063009)

Comments:

Attachments:
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ARKANSAS INSURANCE DEPARTMENT

FORM H-1 HOMEOWNERS ABSTRACT

INSTRUCTIONS: All questions must be answered. If the answer is"none" or "not applicable’, so state. If al questions are not
answered, the filing will not be accepted for review by the Department. Use a separate abstract for each company if filing for a group.

Subsequent homeowners rate/rule submissions that do not alter the information contained herein need not include this form.
Company Name Allstate Property & Casualty Insurance Company
NAIC # (including group #) 008-17230

@O0 oW

If you have had an insurance to value campaign during the experience filing period, describe

the campaign and estimate its impact.
N/A

If you use a cost estimator (or some similar method) in order to make sure that dwellings (or
contents) are insured at their value, state when this program was started in Arkansas and estimate
its impact.

Allstate Property and Casualty I nsurance Company uses RCT, a Marshall & Swift Boeckh Product. This
began in October 2005. RCT isnot used to make sure that dwellings are insured at their value. Rather,
Allstate Property and Casualty Insurance Company uses the RCT tool to develop an estimate of the
minimum amount for which Allstate Property and Casualty I nsurance Company will insure a property.

If you require a minimum relationship between the amount of insurance to be written and the
replacement value of the dwelling (contents) in order to purchase insurance, describe the

procedures that are used.

At the point of sale, it isrequired that the cost estimator be completed. The new business processing
application will requirethe agency to select a Coverage A limit equal to or greater than the RCT
generated estimate.

If you use an Inflation Guard form or similar type of coverage, describe the coverage(s) and

estimate the impact.

Allstate's policy contains the Property I nsurance Adjustment language. It allowsfor an adjustment to a
policy's Coverage A limit at renewal when there has been a change in the estimated cost to replace a
customer's home.

Specify the percentage given for credit or discounts for the following:
Fire Extinguisher

Burglar Alarm %
Smoke Alarm %
Insured who has both homeowners and auto with your company 20 %
Deadbolt Locks 3 %
Window or Door Locks N/A %

%

w ww

. Other (specify) Complete Central Burglar Alarm 4 %

Complete Central Fire Alarm 4 %
Central Home Sprinkler System 4 %
Arethere any areasin the State of Arkansas In which your company will not write homeowners
insurance? If so, state the areas and explain reason for not writing.
No

Specify the form(s) utilized in writing homeowners insurance. Indicate the Arkansas premium

volume for each form.
Form Premium Volume

Homeowners $34,102,727

AID PC H-1 (1/06) INS01787

Page 1 of 2
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Form H-1 (1/06)
Page 2 of 2

Do you write homeowner risks which have auminium, steel or vinyl Xlyes CINo
siding?

Is there a surcharge on risks with wood

heat? No

If yes, state the surcharge N/A
Does the surcharge apply to conventional fire

places? N/A
If yes, state the surcharge N/A

THE INFORMATION PROVIDED IS CORRECT TO THE BEST OF MY KNOWLEDGE AND BELIEF.

(Lt Uan

Signature

Celeste P. Mrdak
Printed Name

Senior State Filings Analyst
Title

847-402-5000 Ext. 27328
Telephone Number

oscmrda@all state.com
Email address

AID PC H-1 (1/06) INS01787



NAIC Number:  FRZE]] Homeowners Premium Comparision Survey Form Submit to:  Arkansas Insurance Department

(TN EUVANET I Allstate Property and Casualty Insurance Company FORM HPCS - last modified August, 2005 1200 West Third Street

(ol N AT E0 1 Celeste Mrdak Little Rock, AR 72201-1

PG ERNOR (847) 402-7328 USE THE APPROPRIATE FORM BELOW - IF NOT APPLICABLE, LEAVE Telephone: 501-371-2800

SN EIWCGIEES oscmrda@allstate.com BLANK Email as an attachment to insurance.pnc@arkansas.qov
SN ETER 8/24/2009 You may also attach to a SERFF filing or submit on a cdr disk

Survey Form for HO3 (Homeowners) - Use $500 Flat Deductible (Covers risk of direct physical loss for dwelling and other structures; named perils for personal property, replacement cost on dwelling, actual cash value on personal property)

Public Dwelling Washington Baxter Craighead St. Francis Desha Union Miller Sebastian Pulaski
Protection Class =~ Value Brick Frame Brick Frame Brick Frame Brick Frame Brick Frame Brick Frame Brick Frame Brick Frame Brick Frame

$80,000 $428.40 $468.19 $507.97 $556.48 $507.97 $556.48 $385.38 $420.65 $374.72 $408.68 $374.72 $408.68 $490.51 $537.07 $389.60 $424.84 $414.82 $452.98
$120,000 $517.06 $566.33 $615.59 $675.93 $615.59 $675.93 $463.24 $506.95 $449.86 $492.28 $449.86 $492.28 $594.05 $651.79 $468.45 $512.50 $499.77 $547.41
$160,000 $593.24 $651.02 $708.48 $779.06 $708.48 $779.06 $530.53 $581.74 $514.78 $564.03 $514.78 $564.03 $683.20 $750.83 $536.45 $587.99 $573.22 $628.70

$80,000 $436.49 $511.85 $517.68 $609.85 $517.68 $609.85 $392.51 $459.13 $381.50 $445.87 $381.50 $445.87 $499.87 $588.18 $396.70 $463.99 $422.26 $495.03
$120,000 $526.85 $620.80 $627.66 $742.15 $627.66 $742.15 $472.05 $554.91 $458.67 $538.60 $458.67 $538.60 $605.47 $715.73 $477.27 $561.11 $509.23 $599.92
$160,000 $604.73 $714.39 $722.60 $856.53 $722.60 $856.53 $540.71 $637.56 $524.95 $618.19 $524.95 $618.19 $696.66 $825.35 $546.62 $644.78 $584.05 $690.09

$80,000 $508.30 $591.74 $605.00 $706.88 $605.00 $706.88 $455.57 $529.32 $442.62 $513.80 $442.62 $513.80 $583.65 $681.65 $460.42 $534.81 $491.15 $571.68
$120,000 $615.91 $719.65 $736.28 $863.18 $736.28 $863.18 $550.67 $642.34 $534.35 $623.09 $534.35 $623.09 $709.86 $831.86 $556.54 $649.19 $595.04 $695.18
$160,000 $708.81 $830.28 $849.32 $997.71 $849.32 $997.71 $632.30 $739.67 $613.60 $717.01 $613.60 $717.01 $818.79 $961.26 $639.54 $747.87 $684.51 $801.38

Survey Form for HO4 (Renters) - Use $500 Flat Deductible (Named perils for personal property, actual cash value for loss, liability and medical payments for others included)

Public Property Washington Baxter Craighead St. Francis INCEGEES Union Miller Sebastian Pulaski
Protection Class =~ Value Brick Frame Brick Frame Brick Frame Brick Frame Brick Frame Brick Frame Brick Frame Brick Frame Brick Frame

$5,000 [V N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A
$15,000 2 N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A
$25,000 2 N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A
$5,000 [V N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A
$15,000 2 N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A
$25,000 2 N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A
$5,000 [\ N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A
$15,000 72 N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A
$25,000 2 N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A

Survey Form for DP-2 (Dwelling/Fire) - Use $500 Flat Deductible (Named perils for dwelling and personal property; replacement cost for dwelling, actual cash value for personal property, no liability coverage)

Public Dwelling Washington Baxter Craighead St. Francis INCEGEES Union Miller Sebastian Pulaski
Protection Class =~ Value Brick Frame Brick Frame Brick Frame Brick Frame Brick Frame Brick Frame Brick Frame Brick Frame Brick Frame

$80,000 [\Z N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A
$120,000 N2 N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A
$160,000 V2 N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A
$80,000 2 N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A
$120,000 [\1Z N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A
$160,000 V2 N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A
$80,000 [\Z N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A
$120,000 N2 N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A
$160,000 [VZ N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A

SPECIFY THE PERCENTAGE GIVEN FOR CREDITS OR DISCOUNTS FOR THE FOLLOWING: EARTHQUAKE INSURANCE

HO3 and HO4 only IMPORTANT, homeowners insurance does NOT automatically cover losses from earthquakes. Ask your agent about this cov
Fire Extinquisher % Deadbolt Lock % ARE YOU CURRENTLY WRITING EARTHQUAKE COVERAGE IN ARKANSAS? )

Burglar Alarm % Window Locks N/A % WHAT IS YOUR PERCENTAGE DEDUCTIBLE? N/A %

Smoke Alarm % $1,000 Deductible %

Other (specify) Zone Brick Frame

Complete Central Burglar % WHAT IS YOUR PRICE PER $1,000 OF COVERAGE? Highest Risk s [V s [V

Maximum Credit Allowed _% Lowest Risk L N/A L N/A




NAIC LOSS COST DATA ENTRY DOCUMENT

1. | This filing transmittal is part of Company Tracking #

R21450

> If filing is an adoption of an advisory organization loss cost filing, give
" | name of Advisory Organization and Reference/ Iltem Filing Number
Company Name Company NAIC Number
3. [ A Allstate Property & Casualty Insurance Company B. 17230
Product Coding Matrix Line of Business (i.e., Type of Insurance) | Product Coding Matrix Line of Insurance (i.e., Sub-type of Insurance)
4. | A Homeowners B. Owners
5.
A) FOR LOSS COSTS ONLY
(B) © (D) (E) (F) (©) (H)
COVERAGE Indicated Requested Loss Cost Selected Expense Co. Current
(See Instructions) Reinsurance Reinsurance Expected Modification Loss Cost Constant Loss Cost
Change Change Loss Ratio Factor Multiplier (If Applicable) Multiplier
Homeowners and -0.13% -0.13%
Select Homeowners
TOTAL OVERALL
EFFECT -0.13% -0.13%
6. 5 Year History Rate Change History 7.
State Incurred State
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ALLSTATE INSURANCE GROUP
OWNERS
ARKANSAS

EXPLANATION OF ADJUSTMENTS MADE TO PROVIDED
LOSS RECOVERIES

With this filing, Allstate is revising the distinct charge to cover the net cost of reinsurance
in Arkansas. The net cost of reinsurance is equal to the reinsurance premium paid, for all
applicable contracts, less expected reinsurance recoveries under these contracts, and
represents the incremental cost to Allstate of the contracts. This calculation is consistent
with the Provision for Reinsurance discussed in section 3.7 of Actuarial Standards of
Practice No. 29, Expense Provisions in Property/Casualty Ratemaking.

The expected loss recoveries have been allocated to the state and line of business level
for Allstate Insurance Group, allocation to the company level was not available. The
reinsurance premium, net of the expected AonBenfield premium adjustment provision,
has been distributed to the individual states and lines of business in proportion to their
expected loss recovery. Allstate has relied on modeled losses provided by reinsurance
intermediary AonBenfield. The countrywide catastrophe aggregate excess of loss
reinsurance agreements include coverage for California wildfires and non-recoupable
Texas Windstorm Insurance Association (TWIA) assessments, which are not included in
the modeled data. Therefore, Allstate independently calculated expected losses for these
two components and included them in determining expected loss recoveties and
distributing the reinsurance premium.

For purposes of calculating the net cost of reinsurance, the modeled losses include
demand surge and have been modified with Allstate’s loss adjustment expense (also
knows as Claim Adjustment Fee). Only the Claim Adjustment Fee expense was applied
to the CA wildfire expected losses and no adjustments were applied to the non-
recoupable TWIA assessments.

The inclusion of this adjustment increases the expected recoveries under the contract,
resulting in a lower net cost of reinsurance.
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ALLSTATE INSURANCE GROUP
OWNERS
ARKANSAS

DETERMINATION OF THE REINSURANCE RATE ADJUSTMENT FACTOR

EXPLANATORY MEMORANDUM

Page 3 outlines the development of the required reinsurance rate adjustment factor. An
explanation, with references to supporting exhibit, is provided below.

1.

Reinsurance Premium:
Reinsurance premium paid, net of expected AonBenfield premium adjustment

provision.

Loss Savings Due to Reinsurance:
Provided loss recoveries under the reinsurance contracts, including Allstate

adjustments as mentioned on Page 1.

Net Cost of Reinsurance: {(1) - (2)}
Provided loss recoveries are subtracted from the reinsurance premium to

determine the net cost of reinsurance.

Variable Expenses:
Expense ratio for commissions, taxes, profit, and debt. Please note that this does

not include the contingency provision.

Net Cost of Reinsurance Including Variable Expenses: {(3) /[1-(4)]}

Adjusted ATY* x Current Reinsurance Base Charge:
This amount represents the reinsurance charge collected, based on expected AlIYs,
if the reinsurance Rate Adjustment Factor was set to 1.000.

Required Reinsurance Rate Adjustment Factor: {(5)/(6)}

The reinsurance rate adjustment factor represents the amount by which the
reinsurance base charge is to be adjusted, in order to collect the net cost of -
reinsurance including commissions, taxes, profit, and debt determined in row 5.

* 1 AIY = One Amount of Insurance Year

= $1,000 of Coverage In Force for One Year




ALLSTATE INSURANCE GROUP
OWNERS
ARKANSAS

DETERMINATION OF THE REINSURANCE RATE ADJUSTMENT FACTOR

Page 3

2009
1. Reinsurance Premium $21,597
2. Loss Savings Due to Reinsurance $3,050
3. Net Cost of Reinsurance: (1) -(2) $18,547
4. Variable Expenses 27.2%
5. Net Cost of Reinsurance Including Variable Expenses: (3)/[1 - ()} 325,477
6. -Adjusted ATY's x Current Reinsurance Base Charges $572,157
7. Required Reinsurance Rate Adjustment Factor (5)/ (6) 0.044

Percent

Current Proposed Change

Proposed Change in Reinsurance Rate Adjustment Factor 0172 0.044 -74.4%
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ALLSTATE INSURANCE GROUP
OWNERS
ARKANSAS

COMMISSIONS, TAXES, PROFIT, AND DEBT RATIO USED IN THE
DETERMINATION OF THE AVERAGE INDICATED REINSURANCE CHARGE

Provision in

Rate

Commission and Brokerage 12.6%
Taxes® 3.0%
Underwriting Profit and Debt Provision 11.6%
27.2%

Commissions, Taxes, Profit, and Debt Ratio

*State Taxes — Does not include Federal Income Tax
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ALLSTATE PROPERTY & CASUALTY INSURANCE COMPANY
OWNERS FORM
ARKANSAS

Response to letter dated June 26", 2009 regarding Filing #R21450

Please explain the increase in underwriting profit/debt provision from the previous
year.

Prior to September, 2008, Allstate relied solely on the Fama-French Three-factor (FF3F)
Model to estimate its cost of equity. The methodology underlying this cost of equity
reflects developments in the field of financial economics as published in the Casualty
Actuarial Society Forum, Winter, 2004 and in Journal of Risk and Insurance, Vol. 72,
No. 3, September 2005 (* Estimating the Cost of Equity Capital For Property-Liability
Insurers’ by J. David Cummins and Richard D. Phillips).

In September, 2008, Allstate incorporated the use of a second methodology — a
Discounted Cash Flow (DCF) analysis — into the estimation of its cost of equity. A DCF
analysis estimates the expected future cash flows to investorsin order to gauge the proper
cost of equity. Once both the DCF and FF3F estimates had been calculated, Allstate
selected a cost of equity of 10.0%, which reflected the outcomes of both analyses.

In addition, previously both the cost of equity and the cost of debt were used to develop
the underwriting profit provision. Allstate now devel ops the underwriting profit provision
using only the cost of equity. Since the cost of debt represents expected, quantifiable
future payments to be made to bondholders, confusion can result from including it in the
derivation of the underwriting profit provision. Therefore, the cost of debt has been
removed from the development of the underwriting profit provision and incorporated as a
separate provision. Note that the resulting rate level is unaffected by this change; it is
simply a matter of clarity of presentation.

These underwriting profit and debt provisions were previously approved for Arkansas
Allstate Property & Casualty Insurance Company Owners filing #R21075 with an
effective date for new business written and renewals processed of June 1, 2009, for
renewals effective on or after July 16, 20009.

Please refer to Appendix A for more detail regarding the Determination of the
Underwriting Profit Provision.



APPENDIX A
DETERMINATION OF THE

UNDERWRITING PROFIT PROVISION
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Section 1: The Fair and Reasonable Return

Standards for Fair Returns 7
In pricing its insurance products, Allstate seeks to produce a fair and reasonable return from its

insurance operations. Generally, what constitutes a fair and reasonable retumn involves many
factors. In the context of ratemaking, the Supreme Court of the United States examined the level
of return that copstitutes a fair return for a regulated business in two lendmark cases; Federal
Power Commission, et al. v. Hope Natural Gas Co., 320 US. 591 61944) and Bluefield
Waterworks & Improvement Co. v. Public Service Commission of West Virginia, et al., 262 U.S.
679 (1923). '

In Hope Natural Gas, the court adopted the capital atiraction standard, under which the following
questions are asked: Is the current rate of return excessive? Is the industry atiracting capital and
holding it? How risky is thé business in compérison with others? Is the industry over-capitalized?
Would the industry make better use of its capital if rates were more adequate? The Court concisely

summarized the essential components of what we believe to be z fair and reasonable return:

"From the investor or company point of view it is important that thers be
enough revenue not only for operating expenses, but also for the capital costs
of the business. These include service on the debt and dividends on the stock
... By that standard the return to the equity owner should be commenstirate
with returns on investments in other enterprises having corresponding risks.
That return, moreover, should be sufficient to dssure confidence in the
financial integrity of the enterprise, so as to maintain its credit and to atiract

capital."!

In the Bluefield Waterworks case, the Court discussed in greater detail the requirement that a
regulated enterprise must be permitted {o charge such rates as will produce a retum comparable to

other businesses having corresponding risks. The Court explained:

! Hope Natural Gas, 320 U.S. at 603 (citations omitted). -




"A public wtility is entitled to such rates as will permit it to earn a return upon
the value of the property which it employs for the convenience of the public
equal to that generally being made at the same time and in the same general
part of the country on investments in other business undertakings which are
attended by correspondihg risks and uncertainfies, but if has no constitutional
right to profits such as are realized or anticipated in highly profitable
énterﬁ)ﬂses or speculative ventures. The retum . . . should be reasonably
sufficient to assure confidence in the financial soundness of the utility, and
should be adequate, under efficient and economical management, to maintain
and support its credit, and enable it to raise the money necessary for the

proper discharge of its public duties."

- Accordingly, for a return to be a fair return, it must meet the following minimum standards that

have been recognized by the United States Supreme Court:
1. The return to the firm should be sufficient to attract capital.

2. The return to the sharcholder should be commensurate with returns on alternative

investments of comparable risk.

3. The return to the firm should be commensurate with returns to other unregulated firms of

comparable risk.

This paper will now examine how the components of Allstate’s underwriting profit provision are

designed to meet each of these standards.

Cost of Eguity Capital

Insurance companies incur multiple expenses when writing insurance policies — for example, agent

commissions, premium taxes, and personnel salaries, among other things. Another expense that is

2 Biuefield Waterworks. 262 U.S, at 692.




incurred is the cost of raising and holding the capital that is required to support the business being
written. This expense, known as the cost of equity capital, is included in the rate as what is

typically called the “profit provision.”

A fimm’s cost of equity capital is the rate of return that investors expect to earn on the market value
of the investment. Allstate’s cost of equity capital was estimated, and a corresponding profit

provision was derived, using the methodologies described in the remainder of this paper.

Allstate utilized two major cost of capital estimation techniques to determine its result — the Fama-
French Three-factor Method, and the Discounted Cash Flow Method. Each method is described in

detail below.

Estimating the Cost of Equity Capital with the Fama-F rench Three-factor Model

Modem financial theory teaches that investors demand higher returns from risky investments. The
higher retumn is necessary to induce investors to assume the risk. Therefore, for our purposes, it is
necessary to estimate the financial risk of property/casualty insurance so that we can calculate the

appropriate return o investors.

According to traditional capital market theory, the return on any given stock is partly driven by the
return on the overall market and partly driven by idiosyncratic factors that are not correlated with
the overall market. The relationship or co-variability between a given stock’s return and the return
on the market is measured by a statistic called "beta". Equilibrium returns, according to theory, are
linear]y related to risk as measured by beta. Intuitively, beta is a measure of the tendency of the
return on a stock to move with the market portfolio and provides an indication of the volatility of a
security's return relative to the market as a whole. A security with a beta of one is a security with
average market risk. A beta of 1.5 indicates that when the retum on the market portfolio excesds
the risk-free retum by 10%, then the return on the security tends to exceed the risk-free return by
15%; and when the retian on the market is 10% less than the risk-free return, the return on the
security tends to be 15% less than the risk-free return. Thus, a beta value that is greater than 1.00
indicates a greater than average risk. A beta of 0.5, on the other hand, indicates that when the
return on the market portfolio exceeds the risk-free return .by 16%, then the return on the security




tends to exceed the risk-free return by 5%; and when the return on the market portfolio is 10% less
than the risk-free return, the réturn on the security tends to be 5% less than the risk-free retum.

Thus, a beta less than one indicates less than average risk.

Historically, the capital asset pricing model (CAPM) has been widely used to estimate the cost of
equity capital. CAPM is simple in its logic and directly reflects the beta risk measure outlined |
ahove. CAPM holds that the return on a stock should reflect the co-variability of the stock with the
market portfolio, because this component of risk canmot be diversified away by investors.
According to CAPM the return on a stock should not reflect the idiosyneratic component of the
retarn, which can be diversified away by holding an appropriately structured portfolio. The CAPM
cost of equity capital estimate requires only three values: an estimate of the firm’s beta, a risk-fres
rate of return, and the expected retwrn on the total market portfolio. The CAPM cost of capital is
then simply determined as the sum of the risk-free rate plus a risk premium equal to the product of
the stock’s beta coefficient and the expected return on the market portfolio in excess of the risk-

free rate. Expressed mathematically, the CAPM formula is:
r=v, +B(rm —rf),

where ryis the risk-free rate of return, 7, the expected equity-market rate of return, and r the stock’s

expected rate of return. 3 measures the riskiness of the stock”s return relative to that of the equity

market.

Since the late 1980’s, researchers have observed that CAPM’s ability to explain and predict the
average returns of many investment opportunities can be improved by incorporating additional
factors into the analysis. The most widely recognized multi-factor model is the “Fama-French
three-factor model.” Fama and French have shown that from the 1960’s both small stocks and
value stocks have returned more than what the traditional CAPM has predicted. In addition to the

® Fama, Fugene F., and Kenneth R, French, 1992, “The Cross-Section of Expected Stock Returns,” Journal of Finance 47 427-

4635,
Fama, Eugene F., and Kenneth R. French, 1993, “Common Risk Factors In the Retuns on Stocks and Bonds,” Jourral of

Finaneiol Economics 39: 3-56. .
Fama, Eugene F., and Kenneth R. French, 1996, “Size and Book-to-Market Factors in Earniags and Returns,” Jowrnal of

Fingnee 30: 131-135.




usual market-risk premium (7,7, they utilize two other variables: size premium (r;) and value
premium (n;).* The size premium is the excess of the return of a portfolio of smaﬂ«cap stocks over
that of a portfolio of large-cap stocks. The value premium is the excess of the return of a portfolio
of high book-value-to-market-value stocks over that of a portfolio of fow book-value-to-market-
value stocks.” Shown in Appendix 1, Exhibit 1 are the long-term averages of the market-risk,
small-stock, and value-stock premia from the Fama-French database, which derives from the
database of the Center for Research in Security Prices. The Fama-French model regresses a

stock’s monthly return against monthly returns from the three factors, or in equation form:
Fer, =0+ B, (rm ~7s )+ B, +B,m, +¢

As before, 7/is the risk-free rate of return for the month observed. But r is now the observed retum
of the stock for that month. To predict fetmns we use expected values, but the regression equation
explains actual, random observations (hence the error term €). Similarly, 7, is the actual return of
the equity market. The variables , and n, measure by how much sinali-cap stocks outperformed
large-cap stocks, and by how much high book-to-market stocks outperformed low ones. Negative
values indicate underperformance. Though an intercept term « is estimated, economic theory

states that in the long run it should be zero. Hence, in predicting stock returns it is ignored.

Thus, three betas are estimated, which measure the stock’s sensitivity to the three factors. Note
that the m-variables are not related to the risk-free return 7y, since they are differences of the returns

on one equity portfolic from the returns on another equity portfolio.

The Fama~Freﬁch model is a multi-factor model that reduces to the CAPM if B, and B;, are
constrained io zero. Therefore, it must explain more stock-return variance than does the CAPM.

Tn a subsequent paper®, Fama and French argued that the R-squared of their model is markedly

4 The notation is from a paper of J. David Cummins and Richard D. Phillips, “Estimating the Cost of Equity Capita] for Property-
Liability Insurers.” .

% The detmils of how Fama and Freach define these portfolios, liow they periodically rebatance thermn, and their historic performance
are fresly available at http//mba tuck.dartmouth.edw/pages/facultv/ken french.

% Pama, Eugene F. and Kenreth R. French, 1993, “Common Risk Factors in the Returns on Stocks and Bonds,” Journal of
Financial Economics 39: 3-36.




better than that for CAPM, and that B, and B;; are significantly different from zero, even afier
controlling for the overall market.” Extensive research since 1992 has shown that factors other
than the CAPM market systematic risk factor play an important role in explaining the cross-section
of expected stock retirns. As Fama and French note:

«,..the available evidence suggests that the three-factor model.. is a parsimonious
description of returns and average retumns. The model captures much of the
variation in the cross-section of average stock returns, and it absorbs most of the

anomalies that have plagued the CAPM.™

The Fama-French model has been subject to the most extensive testing and validation of any

multiple factor model.

In addition, we have used a technique for measuring the beta that has been shown to improve
accuracy. In estimating the beta coefficients of asset pricing models such as the CAPM and Fama-
French models, this technique is known as the sum-beta adjustment (Ibbotson, SBBI Valuation
Edition 2004, 109-114). The sum-beta method is used to obtain unbiased estimates of the beta
coefficients of the risk factors of asset pricing models, when either the individual stock and/or
some of the stocks that comprise the risk factors are infrequently traded. Research shows that there
is a downward bias in the estimate of the risk factors for shares that trade infrequently.” Although
Allstate’s stock is frequently traded, we cannot directly compare Allstate’s estimated risk factors to
those of other compgnies without first adjusting for the amount of trading in each firm’s stock.
The adjustment is quite simpile - unbiased estimates of the beta coefficients are obtained — in the

case of the Fama-French model, by regressing the excess retun of the stock on the

? R-souared is a widely accepted measure of the goodness-of-fit of a regression model. It measurss the proportion of the
variability in the dependent variable of the model (in this case, the excess rerurn of a stock) that is explained by the model,

® Fama, Eugenc F. ard Kenneth R, French, 1996, “Multifactor Explanations of Asset Pricing Anomaiies,” The Jowrnal of Finance
511 56.

* Dimson, Elroy, 1979, “Risk Measurement When Shares are Subject to Infrequent Trading,” Jourval of Financiol Economics T:
197-226.




contemporaneous risk factors and the previous month’s factors.”  In symbols, the sum-beta

version of the Fama-French model is:
For, =0t B ("’mo d”fa)"' B (rml —Fn )+ BooTs +Bamy +BraTu +BuTy +€

In this version there are six beta terms, and their subscripts are augmented with 0 and 1. The
stock’s excess return is thereby related to the market, size, and value returns of the current period
(period 0), as well as to those of the previous period (period 1). Otherwise, all the variables are

defined as they were in the three-factor Fama-French model previously discussed.

After estimating the long-term relationships between the stock’s excess return and the factors, the
unbiased beta coefficient for each factor is obtained by adding the current and Jagged beta — hence
the term “sum-beta.” With unbiased estimates of the beta coefficients, the cost of equity capital is
then determined by multiplying the long-term average risk premium for each factor by the
appropriate sum-beta and then summing across the three factors.

Full-Information Betas

Allstate follows the lead of Cummins and Phillips in their application of the full-information
adjustment to the Fama-French model.” From the CRSP data, betas are estimated for rolling
sixty-month periods for the thousands of companies in the CRSP database. For more than five
thousand of these companies, the S&P/Compustat database provides sales figuwres by North
American Industry Classification System (NAICS) segment. This allows us to define 26 high-
level, homogenous business segments, one of which is property/casualty insurance. Each firm can
then be treated as a unique mixture of these business segments. In other words, we can decompose
the Fama-French betas of the companies in the sample into Fama-French betas of idealized

business segments, in particular, those of the property/casualty segment. The defails

¥ In applying the sum-beta méthoé, it is important fos reasons of consistency 1o apply the model fo stocks that trade frequently as
well as to infrequently traded stocks. In the former case, the sum-beta adjusiment does not significantly affect the cost of capital

estimates. .
11§ David Cummins and Richard D. Phillips, “Estimating the Cost of Equity Capitel for Property-Liability Insurers.”




of this procedure are given in the sarfier cited working paper of Cummins and Phillips, but in brief,
we estimate the industry-segment betas of the following seemingly-unrelated-regression (SUR)"

model:

ﬁm:' = Zijmy‘ +8mi

7
By =2 B0, +y, In{MV )4z,
¥

B = 2By, +v, m(BY, / MV, }+z,
J

Subscript / indexes the actual companies, subscript j the industry segments. The independent
variable wy is the participation of the i firm in the /* segment, and summing it over all} values
with { constant equals one. For example, Allstate’s exposure is about 18% in the life-insurance
segment and 82% in the property/casualty segment. From the firm Fama-French betas (the betas
with the 7 subscript), the model estimates the industry-segment betas (the ﬁﬂi-ﬁafbmlaﬁon betas,
those with the j subscripf). The gamma terms level the size (5) and value (%) attributes of
companies in order io make their industry-group betas independent of size and value. The SUR
feature estimates and incorporates the covariance between the triad of error terms. Allstate .
decomposed sum-betas and weighted the error terms of the regression according to the market

value of the companies, as did Cummins and Phillips.

Alistate’s Cost of Equity Capital Estimate Using Fama-French
Tnvestors expect higher returns from equity investments becanse equity investments are riskier than
risk-free investments, such as Treasury Bills. This additional return over and above a risk-free

return is copymonly referred to as a risk premium.

The attached Appendix 1, Exhibit 1 presents the three risk premia necessary to apply the Fama-
- French model. The three risk premia are long-term averages beginning with July 1926 data and

ending in June of the year shown in the exhibit. Data before July 1926 are not readily available.

12 Seemingly vnrelated regression is an advanced modeling technique discussed in most econometric textbooks. For a standard
treatment ses Judge, George G., R.C. Hill, W.E. Griffiths, H. Latkepohl, and T.-C. Lee, Introduction io the Theory and Praciice
gf Econometrics, Second Edition, New York, John Wiley & Sons, 1988, chapter 11.




The CRSP data go back only that far, and [bbotson Associates takes it as the starting point for all

its serjes.

The market risk premium reflects the. degree to which the return on a broad base of stocks has
exceeded the risk-free return. Since this risk premium compensates investors for systematic
portfolio risk, it is based on a weighted portfolio of all the stocks (currently more than 7,000) in the
CRSP database, a portfolio that encompasses the New York and American stock exchanges, the
NASDAQ, and the over-the-counter market.

The small-stock premium reflects the degree to which the returns for small companies have
exceeded the returns for large companies and adjusts the estimated cost of equity capital for the

risk factor associated with firm size.

The value-stock premium reflects the degree to which the returns for companies whose book

values are large relative to their market values have exceeded the returns for companies whose

book values are correspondingly small. It adjusts the estimated cost of equity capital for the risk - -

factor associated with a firm’s ratio of book value to market vahie. Fama and French form, and
quarterly rebalance, the small and large portfoliés of CRSP stocks aécording to the median size.
For every month since July 1926, they calculate the difference of the retun of the large-stock
portfolio from that of the small-stock portfolio. The process is similar for the value-stock
premium, except that they Vuse only the upper thirty percent and lower thirty percent of stocks,
ranked by their book-to-market ratios. '

Appendix 1, Exhibit 2 presents the property/casualty insurance industry betas and coefiicients
necessary to apply the Fama-French model. As previously described, these values are based on '

CRSP data for thousands of firms, subdivided into twenty-six business segments.
Appendix 1, Exhibit 3 summarizes the market value and book value from Allstate’s mporte&

financial statements. Only the two “Log” columns will carry forward into the cost-of-capital
calculation. These “Log” values will multiply with the model-estimated gammas, so that the size

10




and value components of the cost of capital will be tailored to Allstate within the property/casualty

insurance segment.

Appendix 1, Exhibit 4, Page 1 summarizes the Fama-French model estimates of the market-risk,
size-risk, and value-risk betas. Calculations are shown for the most recent five-year period. Note
that nothing unique to Allstate flows mto the market-tisk beta, but the size-risk and value-risk

components are specific to Allstate.

Allstate’s methodology utilizes an averaging of the betas in an attempt to increase stability, as the
beta values can fluctuate from year to year. A 3-year average is currently used, which also lends a
degree of responsiveniess to the beta value. However, both the 3- and 5-year averages will be

monitored and considered prospectively in order to prevent large fluctuations from year fo year.

The return on 28-day Treasury Bills is used to represent the risk-free return. This value, obtained
from the Federal Reserve, is the annualized return. Since such Bills mature at the end of the

perioé, they are as free from market-price fluctuation as they are from default.

Appendix 1, Exhibit 4, Page 2 summarizes the final calculation of the Fama-French cost of equity.
The cost of equity is equal to the sum of the P/C industry market risk premium, the Allstate size

risk premium, the Allstate value risk premium, and the risk-free return.

Estimating the Cost of Equity Capital with the Discounted Cash Flow Model

The Discounted Cash Flow (DCF) model, as the name implies, is based on the concept of
discounting future cash flows. The underlying assumption of the model is that the cost of an
investment, fypicaﬂy the price of a stock, must equal the present value of the cash flows from the
investment. The logic is as follows: investors are willing to pay the current price for a share of
stock only if the present value of the expected cash flows arising from the investment is equal to
that price. If the present value of the cash flows were greater (less) than the cusrent price, investors

- would bid the price up (down).

1




The cash flows arising from the purchase of a share of stock are the dividend payments the investor
expects 1o receive in the future. If the security is expected to be held in perpetuity, then the stock
price can be expressed as the sum of the discounted future dividend yields:

Pi= [DI/(1HYHD/AH) HDY(1+O] + ... )

where Py is the price of the stock, D; is the dividend yield in period i, and k is the investor's implicit
discount rate, or cost of capital. If dividends are expected to grow at a constant annual raie, g, in
the future, then the dividend in time period 1 is simply the current dividend, Dy, times the growth
factor (1+g)". I can be shown, by suitable mathematical manipulation, that this formulation of the

DCF model is equivalent to the equation below:
k= Di/Po)+g @)

where Dy/P is the dividend yield expected in the first year and g is the expected growth rate of the
dividends. Ft can also be shown that even if the investor expects to sell the security at some later
date, the price at that time will be equal to the present value of the then fuiure dividend flows.
Therefore any expected future capital gain will be impounded in the current estimates of future

cash flows.

As shown in equation (2) above, calculating cost of capital entails colleét'mg data and developing
computational procedures to estimate the two components on the right hand side of the equal sign
— the expected first year dividend yield and the expected growth rate in dividends. The approach -
taken by Allstate in the estimation of these two components was derived largely from the hearings
of the Federal Energy Regulatory Commission (FERC), which produced a substantial amount of

testimony relating to the implementation of the DCF model .

The first component of the DCF equation, Dy/ P, is the anticipated dividend yield in the coming
year. It is the estimated total cash dividends to be declared over the next 12 months divided by the

1 We relied heavily on a series of these FERC orders, including orders 420, 442, 4424, 461, and 489 in developing the
estimation procedures used in the analysis herein. .
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current price of the stock. This value is reported directly in the data source® upon which we rely,

and hence requires no specific calculation.

The second component of equation {2) is the growth rate, g. We calculate this value as the average
of several different estimates, including historical and forecasted dividend and earnings growth

rates, and the growth rate from what is termed the “fundamental analysis.”

Regarding the dividend/earnings data, the composite earnings and dividend growth rates are
calculated as the average of five-year and ten-year historical growth rates and analysts forecasts of
such growth rates in the future. Details of these calculations can be found on Appendix 2, Exhibit
3, Pages 1 and 2. The average of the dividend growth rate’® and the earnings growth rate™® is
called the “Growth Forecast.”

The second method, “fundamental analysis” (also known as the “sustainable growth model”, the
- “internal growth model” or the “plowback method™), is 2 method of estimating expected future
dividend growth that depends solely on the firm’s own financing activities: the retention and
reinvestrent of earnings and the issuance of new stock. The underlying premise of this approach is
that sustainable growth in the future depends on the firm’s ability to generate such growth
internally. Thus, the fundamental analysis computes the expected growth rate as the sum of the

earnings retained to common equity and a stock issuance adjustment factor, as follows:
Fundamental growth = e + s¥v

e= earnings retained to common equity

s= fraction of shares to be issued

v=(market/book) - 1.

The first component of the swm above — the earnings retained to common equity — represents the

growth in dividends arising from the reinvestment of retained earnings; for example, if 60% of

¥ value Line Investment Survey
¥ Appendix 2, Exhibit 3, Page 1: Column (5)
15 Appendix 2, Exhibit 3, Page 2: Column {5}
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earnings are retained and reinvested within the firm, and the rate of return on investment ié
expected to be 15%, then earning§ and dividends shoﬁld grow 9% (=60% * 15%), because the
reinvested earnings will produce profits that can be used to pay higher dividends in the future. The
second component of the sum above represents an estimate of the .growth in dividends that can
arise if a firm sells new stock at prices above book value. Details regarding the calculation of the

fundamental analysis can be found on Appendix 2, Exhibit 4, Pages 1 and 2.

The dividend growth rate (g), can then be estimated as the average of the growth forecast and the
fundamental analysis. Once the dividend growth rate has been calculated, the cost of eqﬁity can be
calculated using equation (2) above — the sum of the dividend growth rate and the expected first-
year dividend yield: Details regarding the calculation of the cost of equity can be found on

Appendix 2, Exhibit 1.

Allstate’s Cost of Equity Capital Selection

Allstate utilizes both the Fama-French mode] and the Discounted Cash Flow model to leverage the
strengths of each model. A strength of the Fama-French model is its responsiveﬁess to current
market conditions; a strength of the Discounted Cash Flow model is its degree of stability in iis
results. By incorporating the results of both analyses, Allstate can produce an estimated cost of

capital that strikes a balance between the more responsive model and the more stable one.

After considering the results from both the Fama-French and Discounted Cash Flow analyses,

Allstate selected a cost of capital, as shown on Appendix 3, Exhibit 1, Page 1.
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Section 2: Development of the Underwriting Profit Provision
From a Given Cost of Equity

Underwriting profit is defined in Actuarial Standards of Practice, No. 30 as “Premiums less

- losses, loss adjustment expenses, underwriting expenses, and policyholder dividends.”"’ Thus, 2
provision for underwriting profit is a portion of the actuarially developed rate, and is often
expressed as a percentage of the rate.'® The underwriting profit pfovisicn is an estimate of future
profiis; because actual losses and expenses can differ from those expected, the actual realized

underwriting profit may not equal the target profit provision.

In the past, development of the underwriting profit provision for insurance companies was a task
that involved no underlying theory, but rather constituted the simple task of selecting a round
number. From 1921 until the 1960°s, a 5% underwriting profit provision was used for most
lines."”” This approach, however, was not based on financial theory and neglected investment
income and income taxes. As pricing techniques have become more sophisticated through the
incorporation of financial theory, the development of the underwriting profit provision has
become more rigorous and the need for financial soundness more important. Allstate’s method
of determining the appropriate underwriting profit provision, which is described in detail in this
papes, involves determining the foral profit needed to meet the demand of investors and then
subtracting out the profit received from investment income to arrive at the underwriting profit

needed from insurance operations and, ultimately, from the premium collected.

Section 1: The Fair and Reasonable Return describes the step-by-step process by which
Allstate’s cost of equity was calculated. In order to obtain the needed cost of equity, Allstate
must include an appropriate underwriting profit provision in its ratemaking methodology. The
development of the appropriate underwriting profit provision is shown below.

Appendix 3, Exhibit 1, Page 2 displays the flow of calculations from a given cost of equity to the

underwriting profit provision; below is a detailed discussion of each step in the process of

Y7 Actuarial Standards of Practice, No. 30 page 2
1872, 3.
fhid: page 2
1% The notable exception is Workers Compensation, which used a 2.5% profit load (Robbin, 1992)
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calculating an underwriting profit provision based on a given cost of equity. Please ses the
exhibits attached in Appendix 3 for supporting data used in the calculation of the underwriting
profit provision, as catalogued in Appendix 3, Exhibit 1, Page 2.

Detail Supporting the Underwriting Profit Calculations

Step (1): Average Market Value of Equity

As mentioned in Section 1: The Fair and Reasonable Return, the cost of equity is a rate of retumn

on the market value of the firm. Therefore, once we have calculated the cost of equity (as
described in The Fair and Reasonable Return), we must determine the appropriate market value

to which this return should be applied.

The market value of a firm, which can be calculated as the sum of a firm’s shares of stock
multiplied by the price for that stock, is a constantly changing value. Therefore, in order to
establish a measure of stability within the pricing calculations, Allstate applies a long-term
average of the company’s market-to-book ratio to the year-end book value to determine the
average market value. In addition, a “market value” for two of Allstate’s separate entities —
Allstate New Jersey and Allstate Floridian — is imputed using each company’s proportion of total

corporate book value. Details for these calculations can be found on Appendix 3, Exhibit 2.

Step (2): Cost of Equity (%)
Details of the derivation of the cost of equity can be found in Section 1: The Fair and Reasonable

Return. A summary of the cost of capital analysis results can be found in Appendix 3, Exhibit 1,
Page 1. '

Step (3): Cost of Equity (8)
(iiven the market value of the firm (Step 1) and the percentage cost of equity (Step 2), we can
calculate the dollar value of the cost of equity as the product of Step 1 and Step 2.
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Step (4): Dividend Pavout Ratio
Appendix 3, Exhibit 3 details the derivation of the dividend payout ratio. In this calculation,

stock repurchases are considered with dividends in the total payout. The result of a stock
repurchase is to increase the value of each remaining share. Since the market value is
unchanged, and the number of shares outstanding has decreased, the value per share increases.
Thus, similar to a dividend, the shareholder receives income, despite the fact that total market
value and the present value of growth opportunities for the corupany remain unchanged, The
dividend payout ratio is obtained by summing the Total Payout, column (5), and the GAAP Net
Income, column (2), and calculating the ratio of these two sums. Because the amount of
dividends paid and stock repurchases made in a given year are based on the income earned in the
previous year, the GAAP Net Income is lagged by one vear in determining the dividend payout
ratio. Data starting in I9§6 is used to calculate the average, as that is the data available since

- Allstate became a publicly traded firm in 1995,

Step {5): Average Markei-to-book Ratic
Appendix 3, Exhibit 4 details the derivation of the average market-to-book ratio. Due to the

arnount of fluctuation in market-to-book ratios, Allstate uses a iohg—ter.m average estimate of this

ratio.

Step (6): Income Du-e Shareholders

Recall that the cost of equity is the return on the market value of the firm, which is the return due
to the shareholders. Therefore, the dollar value of the cost of equity, shown in Step 3, is the

income due to shareholders.

Step (7): Income Needed by Allstate

The amount of income that Allstate must earn in order to pay shareholders is not necessarily

equal to the amount of income due fo the shareholders. Given Allstate’s dividend payout ratio
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and markei-to-book ratio, we can calculate the amount of income that Allstate must earn in order

to provide the cost of capital to shareholders.

If a company’s market-to-book ratio is greater than one, and its dividend payoﬁt ratio is less than
100%, then the amount of income that the firm needs to make is less than the amount due to the
shareholders. For example, if the income due to shareholders was $100, and the company had a
market-to-book ratio of 1.50 and a dividend payout ratio of 0.60, then we know that $100 =
60%*X + 40%*1.50*X, where X is the income needed by the company. We can rearrange the
equation to make it easier to solve for X: X = $100/(60%+40%*i .50) = $83.33. Therefore, in

* this scenario, the company would need to earn $83.33 in order to provide $100 to its

shareholders.

Similar to this example, because Alistate’s market-to-book ratio is greater than one and its
dividend payout ratio is less than 100%, the amount of income that Allstate must earn is fess than
the amount due to the shareholders. In general terms, the equation can be described as follows:
Income Needed by the Company = Income Due Shareholders/ [Dividend Payout Ratio — (I —
Dividend Payout Ratio)*Market-to-book Ratio]. This is the formmula used to calculate the income

needed by Allstate in Step 7.

Step (8): Investment Income on Equity

Allstate earns investment income on its equity capital, which contributes to the income needed
by Allstate, The value listed in Step 8 is derived from an investment income forecast produced
by Allstate’s Investments department. Allstate nses projected values of investment income,
rather than historical averages of actual investment income, because it allows for swifter

adaptation to changes in Allstate’s investment portfolio, as well a3 evolving market conditions.

The investment income estimate includes investment income and capital gains, both realized and

unrealized. In addition, net income from Allstate Financial is included.
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Step {9): Operating Income Needed: 7
“QOperating income” is the term that is used to describe the amount of income made by a

company through its insurance operations, that is, through its underwriting profits and
investment income from policyholder-supplied funds. Operating income does not include

‘invesiment income on capital.

To derive Allstate’s target operating income, one must simply start with the total target income
for Allstate (Step 7) and subtract the investment income on equity capital (Step 8). The

remaining target income is the operating income.

Step (10): Farned Premium

This value represents the latest calendar year of earned premium from all lines of business.

Similar to the estimate of the average market value of equity in Stép 1, the earned premiwm is

subdivided for Allstate New Jersey, Allstate Floridian, and the remainder of Allstate Group.
Details on this subdivision can be found on Appendix 3, Exhibit 2.

Step (11}: Operating Ratio

Operating income can be expressed as a ratio to premium by dividing the operating income (Step

9) by the earned premium (Step 10).

Step (12): Investment Income for Policvholder-supplied Funds

As mentioned above, operating income is equal to the sum of the underwriting profit and the

investment income from policyholder-supplied funds (PHSF). Therefore, in order to determine
the appropriate target underwriting profit, we must estimate the expected investment income

from PHSF.

PHSF are equal to loss and unearned premium reserves, and Allstate estimates the investment
income produced by them using an analysis of premium, expense, and loss cash flows.
Premiums are collected, expenses are incurred, and losses are paid in different time frames. In
most cases, Iﬁremiums are collected over a short period of time, while expenses and, more

notably, losses are paid out over a longer period of time. This difference in cash inflow and
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outflow allows the insurer to earn investment income on the premium supplied by the

policyholder.

A cash-flow analysis is one of the two examples given in Actuarial Standards of Practice, No. 30
as appropriate methods for recognizing investment income from insurance operations (page 4). :
This methodology also allows us to differentiate the amount of expected investment income by

line of business and by state. Therefore, lines of business and states with longer—té.iled losses are

estimated to have higher than average investment incorne, and vice versa.

The discount rate used in the cash flow calculations is based on the investment income rate of
return for Allstate’s investment portfolio. If is the same rate of return that is used in Step 8:

investment income on equity capital.

Details of the investment income on PHSF calculations can be found on Appendix 3, Bxhibit 5.

Step (13): After—tax Underwriting Profit Provision

As mentioned in Step 12 above, the amount of underwriting income required from insurance
operations can be reduced for the investment gains resulting from the timing of policy cash
flows. Thus, the investment gains from PHSF are subtracted from the operating ratio to get the

after-tax underwriting profit provision.

Step (14): Tax Rate

Allstate’s federal income tax rate on underwriting income is 35%. This step in the calculations is

only for the taxation of underwriting income. Taxes paid on investment income were accounted

for separately in Steps 8 and 12.

Step (15); Pre-tax Underwriting Profit Provision

In order to receive the appropriate after-tax underwriting income, a pre-tax underwriting profit
provision must be targeted. To calculate this, the after-tax underwriting profit provision is
divided by one minus the income tax rate. This is the underwriting profit provision used in the

development of the rate level indication.
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Appendix 1

Exhibit 1
FAMA-FRENCH RISK PREMIA
Annual Avg Market-Risk Small-Stock Vaiue-Stock
until December Premium Premium Premium
2003 8.26% 3.79% 5.16%
2004 8.30% . 181% 321%
2005 8.25% 3.73% " 5.26%
2006 §.29% 3.69% 5.37%
2007 8.22% 3.54% 5.15%

Al time series commence {rom 1926.

Source: hitp;/fmba tuck. dartrmouth edn/vaces/facultvken. frenc




Appendix |

Exhibit 2
PROPERTY/ CASUALTY INDUSTRY SEGMENT
' Betas
60 Months ending Prop/Cas Small-  Prop/Cas Value- Market-Value Book-to-Market
December Market-Risk Beta Stock Beta Stock Beta Coefilcient Coefficient
2063 0.376 . 1.230 0.706 -0.148 0.259
2064 0.648 1.104 0.658 -0.133 0.239 -
2005 0.511 1.601 0.451 -0.166 0.345 )
2006 0.845 .408 0229 -0.145 0.219
2007 1.198 1,453 0.076 -3.184 0321




Appendix 1

Exhibit 3
ALLSTATE CORPORATION
NAICS Code 524126
Allstate Compustat Data
(3 Million)
Estimation Market Book Log Market _ Log
Year Value Value Value " Book-to-Market
2003 30,268 20,565 10,3178 -0.3865
2004 35,491 21,823 10,4770 -0.4863
2005 35,0672 20,186 10.4652 -0.5524
2006 40,690 21,846 10,6137 -0.6220
2007 29,809 21,831 10.3025 -0.3105

Source: Standard & Poor's/Compustat




Appendix 1 B
-Exhibit 4
Page i
ALLSTATE CORPORATION
Betas
Market Risf& Component;
M @
Prop/Cas
Period Market Beta
2003 0.576
2004 0,648 , =
2003 0.511
2006 0.845
2007 1.198
3-yr Avg . 0.851
S-vr Avg 0.756
| Selected 0851 |
Size Risk Componeni: .
(3) 4 &) 1)) (Ty{8) + (31°(6)
Prop/Cas Market Value Log Market Size Risk
Period Size Beta Coeffictent Value Beta
2003 1.230 -0.148 14.3178 -0,297
2004 . 1.104 -0.133 10.4770 -0,289
2005 1.601 -0.166 104652 -0.136
2006 1.408 -0.145 10.6137 ~0.131
2007 1.453 -0.184 10.3025 -0.443
3-y1 Avg -0.237
3-yr Avg -0.259
[ Selected -0.237 i
Valug Risk Component:
& % {10 {11} (12=(+(10)*(11)
Prop/Cas Book-to-Mkt Log Boek- Value Risk
Period Yajue Beta Coefficient to-Miarket Beta
2003 0.706 (3.239 -0.3863 0.606
2004 0.65% 0.239 -0.4863 0.542
2005 0.451 0.345 -3.5524 0.260
2006 0.22% 4219 -0.6220 0.093
2007 0.076 0321 -0.3105 -0.,024
3-yr Avg 6.110
5-yr Avg 6.295
[ Selected . 8110 ]

Note: Each time pesiod is a 60.-month ;;eriod ending December in the year shown.




Appendix 1

Exhibit 4
Page 2
ALLSTATE CGRPORA_TION
Estimated Cost of Equity Capital
Cost of Eguity Capital:
- Valoe Source

{1} Long-term Average Market Risk Premium: : 8.22% App. 1, Exh. 1
{2) Seclected Beta: 0.851 App. 1,Exh. 4, Pg. |
{3) P/C Industry Market Risk Premium: 7.08% =11 *{2)
(4) Long-term Size Risk Premium: 1 3.54% App. 1,Exh. |
{3) Selected Size Beta: -0.237 App. 1,Exh. 4,Pg. 1
{8) Allstate Size Risk Premium: -0.84% =(4) * (5)
(7} . Long-term Value Risk Premium: 5.15% ‘App- 1, Exh. 1
{8) Sclected Value Beta: 0.110 App. 1, Exh. 4, Pg. 1
{9} Allstate Value Risk Premium: 0.57% =(71* (8)
{10y Total Risk Premium: 6.73% ={3)+ (6) +{%)
(11} Risk-free Return: 1.88% 1J8 Treasury*
(12} Fama-French Cost of Equity Capital: 8.61% =1 +{11)

3The tisk-free resurn is the mvestment retimn on a 28-day Treasury bill, as of June 16, 2008

httprﬂvmrw.ustreas.govlofﬁccsfdomesiic-ﬁnance.‘clebt—manage&mnt."interest—raﬁeldai]y_ﬁeas_,bii {_rates_historical.shtnl
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Appendix 2

Exhibit 1
ALLSTATE CORPORATION
Discounted Cash Fiow Analysis
Summary .
(n #A] 3) ) ) &) &) (8) ® (19
Esfimated Stock Dividerd Cost
Dividend Dividend Eamings Growth Earpings Issyance  Fundamental Growth of
Time Pericd ‘Yield Camponent  Component Forecast Retention Faetor Analysis Rate Capital
4th Quarter 2007 250 11.00 10.83 10,92 11.4% (0.90) 10.59 1075 13.65
3rd Quarter 2007 2.60 11.00 11.50 11.25 10,59 (0.50} 1009 10.67 13.27
2nd Quarter 2007 2.60 11.67 6.33 9.00 10.60 (0.69) 9.91 D45 12.05
1st Quarter 2007 2.30 .83 6.83 .33 290 {0.06) 984 0.58 11.88
4t Quarter 2006 240 11.67 .00 583 860 {0.03) 8357 9.20 11.60
3rd Quarter 2006 260 11.67 .00 9,83 216 {0.04} $.08 9.44 12.04
* 2nd Quarier 2006 2.60 1167 7.17 9.42 9.87 {0.36y 9.50 9,46 12.06
15t Quarter 2006 250 13.33 11.67 12.50 10.70 (0.90} 980 1115 13.65
4th Quarter 2005 240 1333 11.67 12.50 10.70 {0.903 9.80 1115 13.55
3rd Quarter 2005 2.20 15.17 G.33 12,25 1078 {0.99) 5.7 10,98 13.18
2nd Quarter 2005 240 1517 200 12.08 10.25 {1.43} 8.83 10.45 12.85
st Quarter 2005 2,30 15.50 10,83 13.17 10.76 (1.69) .07 1112 1342
4tk Quarter 2004 230 15.50 10.33 12,92 .76 (0.37) 9.39 1115 1345
3rd Quarter 2004 2.50 15.50 10.57 12.83 276 0.28) 9.48 11.186 13.66
2nd Quarter 2004 2.5 7.33 3467 5.50 10.06 (0.55} @.51 51 10.01
L5t Quarter 2004 .20 6.83 3.67 525 10.24 (0.56} 967 246 0,66
dth Quarter 2003 2.50 6.83 3.67 525 1524 (0.46) 278 752 10.02
3rd Quarter 2003 2.50 583 3.17 5.00 10.57 (0.5G) #0.07 1.53 10.63
2nd Quarter 2003 2,80 6.83 617 4.50 57 0.50) 10.07 8.28 11.08
it Quarter 2003 2.20 7.00 583 642 10.74 (060} 1014 8.28 10.48
Sources {within Appendix 2%

€2 Exhibit 2, Column (2)

3): Exhilit 3, Page 1, average of Columns (2)-{(4)
¢4). Exhibit 3, Page 2, average of Columas (2)-(4)
(5% Average of Colurnns (3)-(4)

{6): Exhibit 4, Page ¢, average of Columns (2)~{(4)
(7): Exhibit 4, Page 2, Column (3)

{8); Sum of column (6) and column (7)

{9): Average of Coturmns (5) and (8)

{10); Sam of celumn (2) and columa (9)




ALLSTATE CORPORATION
Discounted Cash Flow Analysis
Estimated Dividend Yield

1) @
Fstimated Dividend
Time Period Yield

4th Quarter 2007 2.90
3rd Quarter 2007 2.60

2nd Quarter 2007 2.60 -
1st Quarter 2007 2.30
4th Quarter 2006 2.40
3rd Quarter 2006 2.60
2nd Quarter 2006 2.60
1st Quarter 2006 2.50
4th Quarter 2005 2.40
3rd Quarter 2005 2.20
2nd Quarter 2005 2.40
1st Quarter 2005 2.30
4th Quarter 2004 2.30
3rd Quarter 2004 2.50
2nd Quarter 2004 2.50
. 1st Quarter 2004 2.20
4th Quarter 2003 2.50
3rd Quarter 2003 2.50
2nd Quarter 2003 2.80
1st Quarter 2603 2.20

Sources:

Value Line Investment Surveys, Part 3, The Ratings & Reports

Various editions from 1994 to 2008

Appendix 2
Exhibit 2




Appendix 2

Exhibit 3
ALLSTATE CORPORATION Page 1
Discounted Cash Flow Analysis
Dividends Per Share Experience
1) 2 3 ), (5)
Anaual  Rate  of  Change
Time Period Past 10 Years Past 5 Years Forecast Average
4th Quarter 2007 12.50 ©13.00 7.50 11.00
3rd Quarter 2007 12.50 13.00 7.50 - 11.00
2nd Quarter 2007 13.50 12.50 9.00 11.67
1st Quarter 2007 - 13.50 12,50 9.50 11.83
4th Quarter 2006 13.50 1250 9.00 11.67
3rd Quarter 2006 13.50 12.50 9.00 11.67
2nd Quarter 2006 13.50 - 12,50 9.00 11.67
1st Quarter 2006 18.50 12.50 9,00 13.33
4th Quarter 2005 18.50 12.50 9.00 13.33
3rd Quarter 2005 25.00 11.50 9.00 15.17
2nd Quarter 2005 25.00 11.50 9.00 15.17
1st Quarter 2005 25.00 11.50 | 10.00 1550
4th Quarter 2004 25.00 : 1150 10.00 15.50
3rd Quarter 2004 25.00 ‘ 11.50 10.00 15.50
2nd Quarter 2004 NA 12.00 16.00 11.00
1st Quarter 2004 NA 12.00 8.50 10.25
4th Quarter 2003 NA 12.00 8.50 10.25
3rd Quarter 2003 NA. 12.00 8.50 10.25
2nd Quarter 2003 . NA 11.50 9.00 10.25
1st Quarter 2003 NA 11.50 9.50 10.50

Sources:
Value Line Investment Surveys, Part 3, The Ratings & Reports
Various editions from 1994 to 2008




Appendi)li 2

Exhibit3
ALLSTATE CORPORATION Page 2
Discounted Cash Flow Analysis
Earnings Per Share Experience
6] 2 3 “) 3
Annual  Rate  of  Change
Time Period Past 10 Years Past 5 Years Forecast Average
4th Quarter 2007 11.00 12.50 9,00 10.83
3rd Quarter 2007 11.50 13.50 9.50 11.50
2nd Quarter 2007 10.00 1.00 8.00 6.33
1st Quarter 2007 10.00 1.00 9.50 6.83
4th Quarter 2006 10.00 1.00 13.00 8.00
3rd Quarter 2006 .-10.00 1.00 13.00 8.00
2nd Quarter 2006 10.00 1.00 10.50 7.17
1st Quarter 2006 22.50 0.50 12.00 11.67
dth Quarter 2005 22.50 0.50 12.00 11.67
3rd Quarter 2005 19.50 -3.50 12.00 9.33
2nd Quarter 2005 19.50 -3.50 11.00 9.00
Ist Quarter 2005 19.50 -3.50 16.50 10.83
4th Quarter 2004 19.50 -3.50 15.00 10.33
3rd Quarter 2004 19.50 -3.50 14.50 10.17
2nd Quarter 2004 " NA -1.50 12.50 5.50
1st Quarter 2004 NA -1.50 12.50 5.50
4th Quarter 2003 NA -1.50 12.50 5.50
3rd Quarter 2003 NA -1.50 11.00 4.75
2nd Quarter 2003 NA 10.00 8.50 9.25
1st Quarter 2003 NA 10.00 7.50 8.75

Sources;

Value Line Investment Surveys, Part 3, The Ratings & Reports-

Various editions from 1994 to 2008
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Exhibit 4
ALLSTATE CORP Page 1
Discounted Cash Flow Analysis
Average Earnings Retention Rates
{H 2 €) (4) )
10-year 5-Year
Time Period _ Average Average Forecast Average
4th Quarter 2007 11.46 10.50 12.50 11.49
3rd Quarter 2007 11.46 . 1350 11.0G- 10.99
2nd Quarter 2007 11.47 16.52 8.00 10.00
1st Quarter 2007 11.37° 16.32 8.00 9.90
4th Quarter 2006 -10.83 7.46 7.50 8.60
3rd Quarter 2006 10.83 7.46 - 9.00 9.10
2nd Quarter 2006 11.60 8.50 9.50 0.87
1st Quarter 2006 11.60 8.50 12.00 10.70
4th Quarter 2005 11.60 8.50 12.00 10.70
3rd Quarter 2005 11.60 8.50 12.060 10.70
2nd Quarter 2005 10.72 - 9.06 11.00 10.26
st Quarter 2005 10.72 9.06 12.50 10.76
4th Quarter 2004 10.72 %.06 9.50 9.76
3rd Quarter 2004 10.72 5.06 9.50 9.76
2nd Quarter 2004 10.69 5.00 10.50 10.06
Ist Quarter 2004 10.65 10.56 9.50 10.24
4th Quarter 2003 10.65 10.56 9.50 10.24
3rd Quarter 2003 1065 - 10.56 10.50 10.57
2nd Quarter 2003 10.65 10.56 10.50 10.57
Ist Quarter 2003 9.80 12.42 10.00 10.74

Sources:
Value Line Investment Surveys, Part 3, The Ratings & Reports
Various editions from 1994 to 2008




Appendix 2

Exhibit 4
ALLSTATE CORP Page2
Discounted Cash Flow Analysis
Stock Issvance Adjustment Factor
)] 2) 3 & (%)
Current Forecast - Forecast Stock Issuance
Time Period Shares Shares Market/ Bock  Adjustment Factor

4th Quarter 2007 575.00 52500 140 {0.90)

3rd Quarter 2007 ~ 575.00 525.00 1.40 (0.90)

2nd Quarter 2007 622.00 600.00 1.10 {0.09)

1st Quarter 2007 620.00 610.00 1.15 {0.06}

4th Quarter 2006 625.00 610.00 1.05 {0.03)

3rd Quarter 2006 625.00 600.00 1.04 {0.04)
2nd Quarter 2006 630.00 600.00 130 (0.36)

1st Quarter 2006 645.00 600.00 1.50 (0.90)

4th Quarter 2005 645.00 " 600.00 1.50 {(0.90)

3rd Quarter 2005 650.00 600.00 1.50 (0.99}
2nd Quarter 2005 683.00 600.00 1.45 (1.43}

1st Quarter 2005 680.00 600.00 1.55 (1.69)

4th Quarter 2004 690.00 650.00 1.25 (0.37)

3rd Quarter 2004 690.00 660.00 1.25 (0.28)

2nd Quarter 2004 690.00 660.00 1.50 (0.55)

1st Quarter 2004 701.00 670.00 1.50 (0.56)

4th Quarter 2003 695.00 670.00 1.50 (0.46)

3rd Quarter 2003 695.00 670.00 1.55 {0.50)

2nd Quarter 2003 695.00 670.00 1.55 {0.50)

st Quarter 2003 700.00 670.00 1.55 (0.60)

Sources: _

(D-(3): Value Line Invesiment Surveys, Part 3, The Ratings & Reports
Various editions from 1994 to 2008

(5)=[(® - 11 x[(3)/ (2)) exp(t) - 1] x 100,

where t is 0.25 for forecasts.
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Development of the Underwriting Profit Provision
From a Given Cost of Equity




ALLSTATE CORPORATION
Estimated Cost of Equity Capital

Allstate Corporation Cost of Equity Capital Eslimates

(1) Fama-French Three-factor Modet
{2} Discounted Cash Flow Model
(3) Selected Cost of Equity Capital

Appendix 3 f

Exhibit 1
Page 1
Value Source”
8.61% App. 1,Exh. 4,Pg. 2
13.65% App. 2, Exh. 1
10.00% Selection
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Exhibit 1
Page 2

ALLSTATE INSURANCE GROUP

Arkansas
Homeowners

Development of the Underwriting Profit

. Total Source 3
£1) Average Market Value of Equity: 8 32,528 App. 3,Exh. 2
{2y Cost of Equity (%6): . 10.00% App.3,Exh. 1,Pg. 1
(3) Costof Equity (3% $ 3,253 =12}
{(#) Wividend Payout Ratio: 0.73 App. 3, Exh. 3
(5) Average Market-to-book Ratio: 1.55 App. 3, Exh. 4
(6) Income Due Shareholders: 3 3,252 =(3)
(7) Income Needed by Allstate: $ 2,832 =(6YI(AH-(1-{4)*(5)]
(8) Investment Income on Equity: 3 852 IDF*
(9) ©Operating [ncome Needed: ' 8 1,930 ={7)-{8}
(10) Easned Premium: 3 25,972 App, 3,Exh. 2
{11) Operating Ratio: 7.62% =10}
{12). Invesiment Income from PHSF**; 0.92% App. 3, Exh. 5Pz 1
(13) Affer-tax U/W Profit Provision: . - 6.70% =(11<12)
{14} Tax Rate: 35% FIT###
{15} Pre-tax U/W Income Needed by Allstate: 10.31% =(13)/(1-(14))

*Investmerss Department forecast
##Poligyhoider-supplied Funds (PHSF) are unearned premium and loss reserves
##%This is the fderal income tax rate on underwriting profit for Alistate

Dollar values are in millions
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Exhibit2
ALLSTATE INSURANCE GROUFP
Enterprise Valuation
($ In Millions)
Imputed
Entity GAAP Book Value* Eamed Premium Market Value**
Total Group 21,851 27,233 33,869
ANJ/AFIC 865 1,261 1,371
Group Less ANJ/AYIC 20,986 © 25972 32,528

*As of 12/31/07
#*Equals GAAP Book Value muitiplied by the average market-to-book ratio




Appendix 3

Exhibit 3
ALLSTATE CORPORATION
Dividend Payout Ratio

(B (2 (3> oy (5)=G)+4) 6= {52

Prior Year Stock Total

GAAP Net Repurchases Total Payout =
Year Income* Dividends ' (N et) Payout Ratio '
1597 $2,075 417 1,277 1,694 0.82
1998 $3,105 450 1,400 1,850 0.60
1999 3,204 482 864 1,346 0.41
2000 2,720 506 1385 1,891 0.70
2001 2211 547 612 1,159 0.52
2002 1,158 594 383 977 0.84
2003 1,134 648 43 600 0.53
2004 2,705 779 ST 1,890 0.70
2005 . 3,181 846 2,203 3,049 0.96
2006 1,765 885 1,516 1,765 x 1.00
2007 4,993 901 3483 4,384 0.88
Total 28,341 7055 14,186 20,605 0.73

Source: 2007 Allstate Annual Report - pagss 11, 117

*Dividends and Stock Repurchases for a given year are determined based on the previous
year's icome. Tﬁérefore, GAAP Net Income is lagged by one year so that the appropriate

1atio is calculated.

*=9hile additional payout was provided from equily funds in 2006, the dividend payout ratio is concemed with

percentage of income paid towards dividends and stock repurchases. Therefore, the 2006 payout ratio is capped at 1.0,
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Exhibit 4

ALLSTATE CORPORATION

Historical Market-to-book Ratios

Years Allstate
Dec-98 1.76
Dec-99 1.08
Dec-00 1.74
Dec-01 1.38
Dec-02 1.47
Dec-03 1.47
Dec-04 1.62
Dec-05 1.73
Dec-06 1.85
Dec-07 1.35

10-yr Avg: 1.55
Sclected: 1.55

Source: MSN Online Reports

http://moneycentral msn comyinvesior/imvsub/resulis/compare. asp?Pare=TenYearSummary&Symbol=ALL
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Exhibit 5
ALLSTATE INSURANCE COMPANY
HOMEOWNERS
Arkansas
Calculation of Present Value, as of the Average Eaming Date
of a Policy vear, of all Income and Outgo @ 1.95%*
force of interest, given an Operating Profit of 7.62%
and twelve month Policy Terms
Arkansas Arkansas Time Discounted **
Years From Cumulative Yearly from Start to avg time
Start of Percent of Percent of of Policy of profit @ Discounted
Policy Year Losses Paid Losses Paid Year 1.95% Payments
1 30.7% 30.7% 0.70 1.0059 30.88%
2 95.1% 64.4% 1.40 0.9922 63.90%
3 100.5% 5.4% 2.30 0.9750 35.27%
4 100.0% 0.5% 3.60 0.9506 -0.48%
5 100.3% 0.3% 4.60 0.9322 0.28%
Subsequent 100.0% -0.3% 6.60 0.8966 -0.27%
Total _ ] , 100.0% - 99.58%
Expected Losses and Loss Expense Ratio 63.26%
Present Value of Loss and Loss Expense Payments 62.99%
Taxes, Licenses and Fees 3.10% 6.70 1.0059 3.12%
Commissions 12.60% 0.58 1.0082 12.70%
Other Acquisition 5.00% 0.63 1.0072 5.04%
General Expense 3.50% 0.75 1.0049 3.52%
Contingency Provision 1.00% 1.00 1.0000 1.00%
Debt Provision . 1.24% 1.00 1.0000 1.24%
Profit 10.30% 1.00 1.0000 10.30%
Total Present Value of Oﬁtgo 99.91%
Premiums 100.0% 0.57 1.0084 100.84%
Difference, Present Value of Income
Less Pregent Value of Outgo 0.93%

*Discount rate from Investments Depariment forecast

*+axp (0.0195 x (timing of profit being earned - timing of cash flow)}
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