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1. Scope of the report

1.1.

1.2.

1.3.

1.4.

1.5.

1.6.

1.7.

1.8.

This Report is provided in relation to the proposed transfer of policyholder liabilities
and certain assets of The Pharmacy Mutual Insurance Company Limited (“PMI ”) to
NPA Insurance Limited (“NPAI”). The companies ate jointly referred to as “the
Parties”.

"The business to be transferred from PMI to NPAI counsists of the entitety of the
insurance business underwritten from the inception of the company until it ceased
writing business in February 2008.

This transfer (“the Transfer”) is an insurance business transfer scheme between PMI
and NPAI (“the PMI Scheme”) as defined in Patt 7 of the Financial Services and
Markets Act 2000 (“FSMA”).

This is a2 Scheme repott as defined in section 109 of FSMA in respect of the
Transfer. No use may be made of this report for any other purpose.

I am aware that copies of this report may be made available to policyholders as well
as to all parties affected by the Transfer. In addition, I note that this report will be
accessible to the public.

This report must be read in its entirety since individual sections of this teport could
be misleading if considered in isolation from each other.

In producing this report on the PMI Scheme, I owe a duty to the Coutt to help the
Court on matters within my expertise. This duty overrides any obligation to any person
from whom I have received instructions or by whom I am paid. This report and the
work undertaken in its production is not intended to be an audit, or form part of any
due diligence and should not be relied upon as such. It has been produced solely for the
purpose of enabling me to express my opinion on the impact of the Transfer upon the
affected parties.

James, Brennan & Associates’ and my responsibilities and liabilities exist only in the
context of the use of my report for the purpose set out above. Neither James, Brennan
& Associates nor I will accept any Liability or responsibility in telation to the use of this
report for any other purpose.
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. The party commissioning this treport and beating the repotting expert’s costs
2.1.  PMI and NPAI commissioned this report and the costs are borne equally.

Confirmation by the FSA of apptoval as an expert
3.1. I confirm that I have been approved by the Financial Services Authority (“FSA”) as
an Independent Expert for the purposes of this repott.

Statement of professional qualifications
4.1.  Details of my qualifications and expetience are shown in Appendix 1.

Statement of interest that may be deemed to influence independence

5.1.  Neither I, nor James, Brennan & Associates have any commetcial connection with
either of the Parties, nor any conflict of interest arising from the preparation of this
repott.

. The PMI Scheme in context, its overall putpose and summaty of the scheme

6.1.  The basic relationship between PMI and NPAI
= The Parties are closely linked through their connections with the National
Pharmacy Association Limited (“NPA”), which is a trade body representing
virtually all community pharmacy owners in the UK. Historically many of the
directors of NPA have also served as directors of PMI and NPA as an industry
body introduced its members seeking insurance coverage for pharmacies and
individual pharmacists to PMI.

- A number of core operational functions are provided by NPA to both Parties on
a fee basis, these include office accommodation, information technology support,
cotporate accounting, human resources and risk management.

. NPAI is a wholly owned subsidiary of NPA and PMI is a stand-alone company
and is not owned by NPA

6.2. NPAI
. NPAI, was formetly called Chemist’s Defence Association Limited (“CDA”) and
was renamed in October 2007.

. NPATD’s business consists of direct insurance in the UK offering pharmacies and
pharmacists professional indemnity and legal defence cover. Approximately 80%
of its business is professional indemnity cover and of this, approximately 95% of
policyholders are also policyholdets of PMI. A vety stall proportion of NPAI’s
business relates to non-pharmacists.

= On 18 December 2007 NPAI putchased the renewal rights of PMI, such that
from February 2008 all policyholders of PMI were invited to renew their cover
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with NPAI The purchase price for the renewal rights was £6.4 million which
was pattly provided by way of additional capital of £3.5 million from NPA and
the balance from NPAI’s accumulated profits. The take-up rate of renewal
invitations is very high with approximately 92%' of invitees renewing cover with
NPAIL

. A benefit enjoyed by PMI policyholders is a “free tenewal” programtme whereby
qualifying contracts which have been claim-free for 5 years are awarded the 6™
year for no premium. PMI accrued a fund to meet the renewal cost and this fund,
and its obligations, has been transferred to NPAI The fund is valued at £2.2
million.

. NPAT’s business prior to the acquisition of PMI’s renewal rights has a non-
proportional reinsurance protection and I am told that the form of this
protection will remain largely unchanged, being modified to reflect changes in the
underlying risk profile in the normal course of business. With respect to the
renewals of the PMI business, a 100% quota shate reinsurance treaty has been
arranged with Fortis Insurance Company Limited (“Fortis”), whose terms
maintain the arrangements which already exist between PMI and Fortis. NPAI
has stated that complete continuity of claims and policy administration will be
provided to the former PMI policyholders.

63. PMI
. PMI is 2 mutual insurance company, limited by guarantee, whose policyholders
consist almost exclusively of UK’ pharmacists and their families.

= PML is a direct insurer authotised to write the following lines of business:
Accident, credit, damage to property; fire and natural forces; general liability;
goods in transit; land vehicles; legal expenses; miscellaneous financial loss; mototr

vehicle liability; sickness; and suretyship

. Over many years a substantial balance sheet surplus has accumulated and at 31
December 2007 it was £53 million. The level of capital is approximately 31 times
the statutory minimum requirement.

. During 2007 the directors of PMI determined that PMI could not be developed
further for the benefit of its members and sought ways to maximise the value of
PMT’s business in order to return the surplus to policyholders. The strategy
which the directors have developed, which in their view achieves the optimum
outcome to policyholders, is summarised below :
O A sale of the rights to renew business and related intellectual property to
NPALI, followed by

1 Data for 4 complete months February to May 2008, partial month’s data for June
2 At 20 June 2008 there were 13 policyholders domiciled in the Isle of Man, 6 in Jersey and 3 in Guernsey. In total
PMI has approximately 18,000 policies
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0 Aninitia] distribution of surplus, and

o A final distribution following the implementation of the PMI Scheme.

o The intention is to wind-up PMI as soon as is feasible following the
implementation of the PMI Scheme

The PMI Scheme is an integral part of the whole strategy and was reflected in the
renewal rights sale agreement.

In order to implement the above business strategy, policyholdets were required
to vote in accordance with PMDI’s constitution. In the latter part of 2007 various
formal notifications setting out the proposed business strategy, including (in
outline) notification of the proposed PMI Scheme were issued. The membership
voted on 18 December 2007 to implement the proposed business strategy’.

The first 2 stages of the strategy have been implemented; the sale of renewal
rights and intellectual property was cartied out in December 2007 together with
the transfer of the free renewal reserves and an initial distribution of £43.1
million was paid in April 2008. I have reflected the financial impact of these
transactions in the summary balance sheet shown in section 9 below.

PMI has an extensive reinsurance programme. All business underwritten since 1
July 2001 is covered under 100% quota share reinsurance treaty.

o  From1 July 2001 to 31 December 2006 all business was reinsured by
National Fatmers Union Mutual Limited *(“NFU”).

o  From 1 January 2007 all business is reinsured by Fortis Insurance Limited
(“Fortis”). NPAI has continued the reinsurance with Fortis in respect of
the PMI renewal book of business.

o  Pror to July 2001 PMI retained a level of risk which was considered
appropriate to its business strategy at the time, with reinsurance placed
principally on a non-proportional basis.

NFU, through a service contract agreement handle all aspects of policy
administration, claims management and the provision of management
information for business falling under the NFU quota share treaty. Under the
service contract agreement, I am told that NFU also handles claims arising for
periods ptior to NFU’s involvement as a quota share reinsurer. It is NPAD’s
intention that following the PMI Scheme these administrative arrangements will
remain unchanged.

3 I note from the summarised result of the vote carried out at the General Meeting of PMI on 18 December 2007
that the sale of the renewal rights was approved by every member of PMI who attended the General Meeting and
voted on a show of hands

4 'The reinsurance treaty was originally between PMI and Avon Insurance PLC (“Avon”), Avon being a subsidiary
of NFU at the time. The treaty was later transferred to NFU.
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. The NFU quota share treaty contains a profit sharing and commission agreement
and there is an unresolved issue in connection with the profit share computation.
NFU and PMI are resolving the matter under a binding arbitration which is
expected to be finalised in the third quarter of 2008. I am told that the worst-case
outcome for PMI is that no profit commission will be received. The outcome of
this matter does not affect my conclusion as to the effect of the PMI Scheme.

. The Fortis quota share is partially administered through a third party, Heath
Lambert Limited (“Heath Lambert™). Heath Lambert is responsible for premium
collection and for the subsequent allocation of premiums and commissions
between PMI and Fortis. Fortis is responsible for claims administration and
settlement together with providing management reports to PMI. The premium
rates and conditions are agreed jointly between PMI and Fortis. Under the terms
of the sale of renewal rights, these administrative procedures and the service
standards of Heath Lambert and Fortis remain unchanged and I have been told
by NPAI’s management that continuity will be maintained in respect of the
transferring business.

64. At December 2007 PMI has minimal outstanding policyholder claims in respect of
business written pror to July 2001. I have been advised that the single outstanding claim
in respect of this petriod’, was settled in June 2008 and as a consequence generated a
small additional surplus. Therefore all cutrent policyholder liabilities relate to periods
when PMI is 100% reinsured; there are no policyholder liabilities in existence, or
anticipated for business underwritten prior to 2001.

Assets and liabilities to be transferred

6.5.  Under the PMI Schetmne, the assets to be transferred consist of the entirety of PMI’s
historical reinsurance programme together with reserves for any net claims®. No cash or
other assets are being transferred.

6.6.  The liabilities to be transferred consist of all policyholder obligations.

Business rationale for the PMI Scheme

6.7.  In 2006 NPAI approached PMI with an offer to putchase the renewal rights to
PMT’s business. Consequently 2 committee of PMI directors’ was formed to consider
the proposition and they concluded with the strategy set out in section 6.3, paragraph 4
above. I am told that the Directors of both PMI and NPAI have determined that the
transfer of business from PMI to NPAI is in the best interests of both businesses. The
principal reasons identified are :

5> A 2001 calendar year occurrence

6 At December 2007 there was 1 case reserve in respect of claim arising in 2001 but this was settled in June 2008,
therefore the only assets to be transferred are the reinsurance contracts

7 At the time, several of the directors of PMI were also directors of NPA and 3 independent directors were
appointed to consider the proposition
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PMI is a relatively small insurance company with no in-depth infrastructure of its
own.

The sale of the renewal rights and certain intellectual property of PMI to NPAI
was felt by the Directots to offer the most attractive commercial fit for both
organisations and maximises the value of PMI to its members

NPALI is closely associated with PMI, occupying the same premises, obtaining
cotporate setvices from the same provider (NPA) and having substantially the
same policyholders as PMI

NPALI is likely to be better positioned for the future to offer a broader range of
products and services to UK pharmacists

Metging the portfolios generates operational improvements and cost savings
through the removal of duplication of corporate functions and wider economies
of scale

7. Information used in preparing this report

7.1.

This is itemised in Appendix 2.

8. Reliance placed on the data provided and on the judgment of others

8.1.

8.2.

8.3.

I have telied upon the data itemised in Appendix 2 to be accurate. I have applied
limited cross checks to certain items in the financial statements provided to me and
found the data provided to be consistent with these checks. I have relied in particular
upon the audited accounts of the Parties. Thete were no qualifications to the opinions
expressed by the auditors.

I have had access to written information and verbal explanation from senior
personnel of PMI and NPA and I have been provided with further background
information, as required, where possible.

My wotk has been carried out based on information provided as at December 2007,
adjusted to reflect the distribution payment by PMI in April 2008. I have been advised
by senior staff of the Parties that thete have been no subsequent material factors
affecting either Party’s financial position.
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9. The analytical approach taken and the likely effect of the scheme on the
policyholders of the transferor and transferee portfolios

9.1. My analysis and observations fall under the following headings:
. Valuation basis of the transaction

Administration
Policyholder security

9.2. Valuation basis of the transaction

. I have considered the valuation of the free renewal provision and based on the
level of underlying gross premium I consider the fund of £2.2million to have
been a fair provision for this obligation. I am told that NPAI will continue to
accrue for the free renewal obligation on a basis consistent with the anticipated
experience of the portfolio.

. The policyholder liabilities being transfetred may be considered as two parts,
namely:
a) Liabilities which are wholly reinsured, consisting of claims and unearned
premium reserves
b) Exposure to potential claitns arising on policies which were issued prior
to the 100% quota share atrangements — in effect claims with an accident
date prior to July 2001
. With respect to item a)
® (Claim estimates are established by the quota share reinsurers and advised to PMI,
which has a zero net liability.

® T have not performed a detailed independent review of reserving levels as I did
not consider this to be necessary given the fact that the liabilities are wholly
reinsured with counterparties whose security is good® and likely to be
considerably better than that of either of the Parties if they were to be rated. In
addition, the existence of provisions within the quota share contracts requiring
reinsurets to pay profit commissions to PMI suggests that there is no incentive
by reinsuters to under-reserve. The impact of these liabilities on the portfolios of
NFU and Fortis is negligible (less than 0.3% and 0.2% of reinsurers’ total
technical liabilities respectively).

* I have examined the regulatory returns for PMI’ from December 2003 to
December 2007, and based on the relatively limited claim development
information available, it appeats that the level of claims resetves are reasonable.
In addition the claim reporting pattern indicates that approximately 90% of

8 A M Best current security rating for NFU is A- (Excellent) and for Fostis is B++ (Good)
? In particular Form 31 showing the analysis of claims provisions by accident year
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claims are settled within 3 years". This observation has been confitmed by senior
management of PMIL.

= With respect to item b)

® The chief concern here is that unexpected latent claims may emerge in the
future which cannot be anticipated based on current information.

® I have discussed this concern with the management of PMI and NPAI and
have been advised that they ate not awate of claim reporting delays of longer
than a few months. This view is consistent with what may be deduced from
the statutory return described above, thus over the last 8 or 9 accident years
there has been no evidence of any issue of a latent nature.

® The nature of claims with a long latency petiod might typically consist of
chemical exposure or a latent industrial injury. I am advised that, in the
experience of PMI and NPAI, risk management practices within pharmacies
are of a high standard. Risk controls are supplemented with appropriate
advice provided by the NPA in addition to legislative controls. I also
understand that training and awareness of pharmacists on such matters is
necessarily much greater than with other commercial bodies and as such the
likelihood of latent claims arising is extremely small.

® The remote possibility of claims atising on the eatlier years is further
ameliorated by the reinsurance programmes which PMI purchased in respect
of the pre-July 2001 periods.

93.  Administration
- The systems currently used to administer the business will remain in place. No
change is intended to the internal administration of the contracts, nor in the
relationship with policyholders.

94.  Policyholder security
. In the table below'" I have summarised data from the December 2007 statutory

returns (“before transfer”), and shown the balance sheets before and after the
PMI Scheme on the basis described above. I have also shown the intermediate
balance sheet for PMI following the initial surplus distribution in April 2008.

- Beneath the main table I have set out certain key benchmark measures of relative
security and commented on the impact on policyholder secutity

10 With the exception of 1 claim on the 2001 accident year, 100% of claims have been settled within 4.5 years of
policy inception
11 Note that there are minor rounding errors
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Balance sheets £000's as at December 2007

PMI NPAI
Before After Distribution After Before After
Transfer Transfer
Assets
Intangible assets 6,640 6,640
Financial investments and property 11,222 11,222 11,222 9,596 9,596
Reinsurer share of technical provisions 10,318 10,318 0 2,917 13,235
Debtors 1,771 1,771 1,771 1,137 1,137
Tangible assets 0
Cash at bank and in hand 46,652 3,552 3,552 4,809 4,809
Accrued interest 13 13 13
Deferred acquisition costs 1,187 1,187 0 1,187
Total assets 71,163 28,063 16,558 25,097 36,602
Liabilities
Called up share capital 4,500 4,500
Revaluation reserve 201 201
General reserves 200 200 200
Profit and loss account 53,250 10,150 10,152 6,587 6,587
Surplus / Shareholders' funds 53,450 10,350 10,352 11,288 11,286
Provisions for unearned premiums 4,564 4,564 49 1,902 6,417
Claims outstanding 6,992 6,992 0 8,615 15,607
Provisions for free renewals 44 14 44 2,200 2,200
Creditors and other provisions 5,971 5,971 5,971 1,092 1,092
Accruals and deferred income 142 142 142
Total liabilities 71,163 28,063 16,558 25,097 36,602
. In the above table it can be seen that NPAT has a substantial intangible asset of

£6.6 million. This represents the accounted value of the renewal rights and
intellectual property purchased from PMI; my understanding is that the value of
this asset will be written down to zero over 10 years. The asset may be viewed as
representing the embedded profit associated with the renewal business. Assets of
this natute are sometimes referred to as “goodwill”. However for the purposes of
the solvency calculation in the annual FSA retutn it is disallowed and excluded
from the determination of statutory surplus since the FSA returns adopt a
generally consetvative approach to the basis of recognising assets for solvency
purposes.

. Whilst for statutory purposes the “goodwill” is not acceptable for solvency
calculations, in true economic terms its value is not zero provided that the
volume of renewal business is not zero and that the Fortis quota share continues

11



James, Brennan & Associates
Actuarial and Management consultants

to teimburse NPAI for commission payments' . The renewal rates achieved to
mid-June 2008 are very high and there is no indication of a fundamental change
in the renewal pattern compared with that experienced by PMI, which indicates
that the profitability of the business to NPAI will not be materially different to
that experienced by PMI.

. The table below compares the balance sheet surplus in relation to policyholder
liabilities. These are crude measures and provide a very broad indication of

relative security levels between the Parties

Balance sheet solvency measures

PMI NPAI
Before Transfer, but after Before After
Ratio of shareholder funds to distribution Transfer Transfer
~ Net insurance liabilities 10894.7% 115.2% 115.1%
- Gross insurance liabilities 89.2% 88.8% 46.6%
Excluding intangible assets
Before After
Ratio of shareholder funds to Transfer Transfer
- Net insurance liabilities 47.4% 47.4%
- Gross insurance liabilities 36.6% 19.2%

= The table shows that, based on simple balance sheet ratios of sutplus to
policyholder liability, NPAI has somewhat lower capital ratios than PMI and the
differences are accentuated when intangible assets are excluded from the
calculation (i.e. in NPAI the surplus ratio to gross liabilities falls from 88.8% to
36.6%). In my opinion it would not be unreasonable to regard the true surplus
ratio of NPAI to be some point between the ratios based on assets including and
excluding the “goodwill”.

. Following the distribution made in Aptil 2008, PMI remains capitalised to a high
commercial level”. The level of surplus expressed relative to net liabilities is
extremely high — reflecting the fact that PMI retain practically zero underwriting
risk.

. The transferred business continues to benefit from the 100% quota share treaties
and on a net basis the effect on NPAT’s surplus ratios is, at worst, nil provided
that NFU and Fortis continue to pay claims over the duration of the run-off of
the transferred business. There will a positive result in the event that a profit
commission is triggered under the Fortis contract. I do not consider the risk of
default by NFU or Fortis to be material particulatly given the relatively short
tailed nature of the transferred business.

2 Commission payments are in two parts —22% of premium applied to the quota share treaty is rebated to NPAI
and (approximately ) a further 5% of the profit achieved is similarly rebated
13 Fortis, for example has surplus ratios calculated in a consistent way of 28.2% (gross) and 25.9% (net)

12















