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This Annual Report on Form 10-K contains “Forward-Looking Statements” as defined in the Private Securities
Litigation Reform Act of 1995. A non-exclusive list of the important factors that could cause actual results to differ
materially from those in such Forward-Looking Statements is set forth herein under the caption “Management’s
Discussion and Analysis of Financial Condition and Results of Operations—Cautionary Note Regarding
Forward-Looking Statements.”

PART1
All amounts presented in this part are in U.S. dollars except as otherwise noted.

Item 1. Business

Overview

Validus Holdings, Ltd. (the “Company”) was incorporated under the laws of Bermuda on October 19, 2005. Our initial
investor, which we refer to as our founding investor, is Aquiline Capital Partners LLC, a private equity firm dedicated
to investing in financial services companies. Other sponsoring investors included private equity funds managed by
Goldman Sachs Capital Partners, Vestar Capital Partners, New Mountain Capital and Merrill Lynch Global Private
Equity. The Company conducts its operations worldwide through three operating segments which have been
determined under U.S. GAAP segment reporting, Validus Reinsurance, Ltd. (“Validus Re”), Talbot Holdings Ltd.
(“Talbot”) and AlphaCat Managers, Ltd. ("AlphaCat"). The Company provides reinsurance, insurance and insurance
linked securities management. Validus Re is a Bermuda based reinsurer focused on short tail lines of reinsurance.
Talbot is the Bermuda parent of the specialty insurance group primarily operating within the Lloyd's insurance market
through Syndicate 1183. AlphaCat is a Bermuda based investment adviser, managing third-party capital in insurance
linked securities and other investments in the property catastrophe reinsurance space.

We seek to establish ourselves as a leader in the global insurance and reinsurance markets. Our principal operating
objective is to use our capital efficiently by underwriting primarily short-tail insurance and reinsurance contracts with
superior risk and return characteristics. Our primary underwriting objective is to construct a portfolio of short-tail
insurance and reinsurance contracts which maximizes our return on equity subject to prudent risk constraints on the
amount of capital we expose to any single event. We manage our risks through a variety of means, including contract
terms, portfolio selection, diversification criteria, including geographic diversification criteria, and proprietary and
commercially available third-party vendor catastrophe models.

Since our formation in 2005, we have been able to achieve substantial success in the development of our business.
Selected examples of our accomplishments are as follows:

Raising approximately $1.0 billion of initial equity capital in December 2005 and underwriting $217.4 million in
gross premiums written for the January 2006 renewal season;

At the time of the Company’s formation an executive management team was assembled with an average of 20 years of
industry experience and senior expertise spanning multiple aspects of the global insurance and reinsurance business;
Building a risk analytics staff comprised of over 40 experts, many of whom have PhDs and Masters degrees in related
fields;

Developing Validus Capital Allocation and Pricing System (“VCAPS”), a proprietary computer-based system for
modeling, pricing, allocating capital and analyzing catastrophe-exposed risks;

Acquiring all of the outstanding shares of Talbot Holdings Ltd. on July 2, 2007;

€Completing an initial public offering (“IPO”) on July 30, 2007,

Acquiring all of the outstanding shares of IPC Holdings Ltd. (“IPC”) on September 4, 2009;

Raising $185.0 million of initial capital for AlphaCat Re 2011, Ltd. (“AlphaCat Re 2011”) on May 25, 2011 and a
further $71.0 million of additional capital on December 23, 2011;

Raising $500.0 million of capital for PaCRe, Ltd. ("PaCRe") a new Class 4 Bermuda reinsurer formed for the purpose
of writing high excess property catastrophe reinsurance, on April 2, 2012;

Raising $70.0 million of capital for AlphaCat Re 2012, Ltd. (“AlphaCat Re 2012”’) on May 29, 2012;

Acquiring all of the outstanding shares of Flagstone Reinsurance Holdings, S.A. ("Flagstone") on November 30,
2012;
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Raising $230.0 million of capital for Alpha Cat 2013, Ltd. ("AlphaCat 2013") on December 17, 2012 and receiving
$219.4 million of third party subscriptions for AlphaCat Insurance Linked Securities ("ILS") Funds;

Increasing the annual dividend by 20% from $1.00 to $1.20 per common share and per common share equivalent and
announcing a $2.00 special dividend per common share and per common share equivalent on February 6, 2013; and
Repurchasing approximately 43.7 million common shares for an aggregate purchase price of $1,227.1 million and
paying and aggregate amount of $467.6 million in dividends from inception of the Company to February 13, 2013.
Our Operating Subsidiaries

The following chart shows how our Company and its principal operating subsidiaries are organized.

For a complete list of the Company’s subsidiaries, see Exhibit 21.

(a) AlphaCat Re 2012 and AlphaCat 2013 are non-consolidated operating affiliates.

Operating Segments

Validus Re: Validus Re, the Company’s principal reinsurance operating subsidiary, operates as a Bermuda-based
provider of short-tail reinsurance products on a global basis. Validus Re concentrates on first-party risks, which are
property risks and other reinsurance lines commonly referred to as short-tail in nature due to the relatively brief period
between the occurrence and payment of a claim.

Validus Re was registered as a Class 4 insurer under The Insurance Act 1978 of Bermuda, amendments thereto and
related regulations (the “Insurance Act”) in November 2005. It commenced operations with approximately $1.0 billion
of equity capital and a balance sheet unencumbered by any historical losses relating to the 2005 hurricane season, the
events of September 11, 2001, asbestos or other legacy exposures affecting our industry.

Validus Re entered the global reinsurance market in 2006 during a period of imbalance between the supply of
underwriting capacity available for reinsurance on catastrophe-exposed property, marine and energy risks and demand
for such reinsurance coverage.

On September 4, 2009, the Company acquired all of the outstanding shares of IPC. The primary lines in which IPC
conducted business were property catastrophe reinsurance and, to a limited extent, property-per-risk excess, aviation
(including satellite) and
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other short-tail reinsurance on a worldwide basis. For segmental reporting purposes, the results of IPC’s operations
since the acquisition date have been included within the Validus Re segment in the consolidated financial statements.
On November 30, 2012, the Company acquired all of the outstanding shares of Flagstone, strengthening the
Company's leading property catastrophe reinsurance and short-tail specialty insurance platform. The primary lines in
which Flagstone conducted business were property catastrophe reinsurance, property pro rata and per-risk excess and
short tail specialty and casualty reinsurance such as aviation, energy, personal accident and health, satellite, marine
and workers' compensation catastrophe. For segmental reporting purposes, the results of Flagstone’s operations since
the acquisition date have been included within the Validus Re segment in the consolidated financial statements.

The following are the primary lines in which Validus Re conducts its business. Details of gross premiums written by
line of business are provided below:

Year Ended December 31, Year Ended December 31, Year Ended December 31, 2010
2012 2011
. Gross Gross Gross Gross Gross Gross
(Dollars in . . . . . .
thousands) Premiums Premiums Premiums Premiums Premiums Premiums
Written Written (%)  Written Written (%)  Written Written (%)
Property $771,617 68.2 % $786,937 70.6 % $778,794 71.5 %
Marine 257,469 22.7 % 232,401 20.9 % 227,135 20.8 %
Specialty 102,873 9.1 % 95,155 8.5 % 83,514 7.7 %
Total $1,131,959 100.0 % $1,114,493 100.0 % $1,089,443 100.0 %

Property: Validus Re underwrites property catastrophe reinsurance, property per risk reinsurance and property pro
rata reinsurance.

Property catastrophe: Property catastrophe reinsurance provides reinsurance for insurance companies’ exposures to
an accumulation of property and related losses from separate policies, typically relating to natural disasters or other
catastrophic events. Property catastrophe reinsurance is generally written on an excess of loss basis, which provides
coverage to primary insurance companies when aggregate claims and claim expenses from a single occurrence from a
covered peril exceed a certain amount specified in a particular contract. Under these contracts, the Company provides
protection to an insurer for a portion of the total losses in excess of a specified loss amount, up to a maximum amount
per loss specified in the contract. In the event of a loss, most contracts provide for coverage of a second occurrence
following the payment of a premium to reinstate the coverage under the contract, which is referred to as a
reinstatement premium. The coverage provided under excess of loss reinsurance contracts may be on a worldwide
basis or limited in scope to specific regions or geographical areas. Coverage can also vary from “all property” perils,
which is the most expansive form of coverage, to more limited coverage of specified perils such as windstorm-only
coverage. Property catastrophe reinsurance contracts are typically “all risk” in nature, providing protection against losses
from earthquakes and hurricanes, as well as other natural and man-made catastrophes such as floods, tornadoes, fires
and storms. The predominant exposures covered are losses stemming from property damage and business interruption
coverage resulting from a covered peril. Certain risks, such as war or nuclear contamination may be excluded,
partially or wholly, from certain contracts. Gross premiums written on property catastrophe business during the year
ended December 31, 2012 were $598.0 million.

Property per risk:  Property per risk reinsurance provides reinsurance for insurance companies’ excess retention on
individual property and related risks, such as highly-valued buildings. Per risk excess of loss reinsurance protects
insurance companies on their primary insurance risks on a “single risk” basis. A “risk” in this context might mean the
insurance coverage on one building or a group of buildings or the insurance coverage under a single policy which the
reinsured treats as a single risk. Coverage is usually triggered by a large loss sustained by an individual risk rather
than by smaller losses which fall below the specified retention of the reinsurance contract. Such property per risk
coverages are generally written on an excess of loss basis, which provides the reinsured protection beyond a specified
amount up to the limit set within the reinsurance contract. Gross premiums written on property per risk business
during the year ended December 31, 2012 were $59.3 million.

Property pro rata: Property pro rata contracts require that the reinsurer share the premiums as well as the losses and
loss expenses in an agreed proportion with the cedant. Gross premiums written on property pro rata business during
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the year ended December 31, 2012 were $114.2 million.

Marine: Validus Re underwrites reinsurance on marine risks covering damage to or losses of marine vessels and
cargo, third-party liability for marine accidents and physical loss and liability from principally offshore energy
properties. Validus Re underwrites marine on an excess of loss basis and on a pro rata basis. Gross premiums written
on marine business during the year ended December 31, 2012 were $257.5 million.

Specialty: Validus Re underwrites other lines of business depending on an evaluation of pricing and market
conditions, which include aerospace and aviation, agriculture, financial lines of business, terrorism, life, accident &
health, nuclear, workers’
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compensation, crisis management, contingency, motor and technical lines. The Company seeks to underwrite other
specialty lines with very limited exposure correlation with its property, marine and energy portfolios. With the
exception of the aerospace line of business, which has a meaningful portion of its gross premiums written volume on a
proportional basis, the Company’s other specialty lines are written on an excess of loss basis. Gross premiums written
on specialty business during the year ended December 31, 2012 were $102.9 million.

AlphaCat: The AlphaCat segment manages strategic relationships that leverage the Company’s underwriting and
investment expertise and earns management, performance and underwriting fees. AlphaCat Managers, Ltd.
("AlphaCat Managers"), formed in 2008, is a core element within the Validus Group strategic initiative to expand into
capital market activities by participating in the market for Insurance Linked Securities ("ILS"). ILS are financial
instruments whose fundamental value is determined by insurance losses caused by natural catastrophes such as major
earthquakes and hurricanes. As the returns of ILS are primarily driven by natural catastrophes, when carefully
structured, they are generally uncorrelated with the overall financial market, making ILS an attractive asset class for
capital market investors.

AlphaCat helps investors take full advantage of this uncorrelated asset class through various funds and sidecars,
accessing the market via AlphaCat Reinsurance Ltd., a Bermuda provider of fully collateralized property catastrophe
reinsurance and retrocession capacity. AlphaCat invests in private reinsurance transactions, as well as catastrophe
bonds, a common type of ILS issued by insurance and reinsurance companies. AlphaCat leverages the Validus Group’s
extensive business sourcing, underwriting, research and analytic capabilities to construct ILS portfolios subject to
prudent risk constraints.

During the first quarter of 2012, to better align the Company’s operating and reporting structure with its current
strategy, there was a change in the Company's segment structure. This change included the AlphaCat group of
companies as a separate operating segment. The AlphaCat segment was included as an additional segment and
includes AlphaCat Re 2011, AlphaCat Re 2012, AlphaCat 2013, PaCRe and other affiliated investment funds. Prior
period comparatives have been restated to reflect the change in segmentation.

Talbot: On July 2, 2007, the Company acquired all of the outstanding shares of Talbot. Talbot is the Bermuda parent
of a specialty insurance group primarily operating within the Lloyd’s insurance market through Syndicate 1183. The
acquisition of Talbot provided the Company with significant benefits in terms of product line and geographic
diversification as well as offering the Company broader access to underwriting expertise. Similar to Validus Re,
Talbot writes primarily short-tail lines of business but, as a complement to Validus Re, focuses mostly on insurance,
as opposed to reinsurance risks, and on specialty lines where Validus Re currently has limited or no presence

(e.g., war, financial institutions, contingency, accident and health). In addition, Talbot provides the Company with
access to the Lloyd’s marketplace where Validus Re does not operate. As a London-based insurer, Talbot also writes
the majority of its premiums on risks outside the United States. Talbot’s team of underwriters have, in many cases,
spent most of their careers writing niche, short-tail business and bring their expertise to bear on expanding the
Company’s short-tail insurance franchise.

The Company has expanded and diversified its business through Syndicate 1183’s access to Lloyd’s license agreements
with regulators around the world. Talbot Underwriting Risk Services Ltd., Talbot Underwriting Services, (U.S.) Ltd.,
Talbot Underwriting (MENA) Ltd., Validus Reaseguros, Inc., Validus Re Chile S.A. and Talbot Risk Services

Pte, Ltd., act as approved Lloyd’s coverholders for Syndicate 1183.

The following are the primary lines in which Talbot conducts its business. Details of gross premiums written by line
of business are provided below:

Year Ended December 31, 2012 Year Ended December 31, Year Ended December 31,
2011 2010
. Gross Gross Gross Gross Gross Gross
(Dollars in . . . . . .
thousands) Premiums Premiums Premiums Premiums Premiums Premiums
Weritten Written (%) Weritten Written (%) Written Weritten (%)
Property $324,910 30.2 % $306,317 30.2 % $314,769 32.1 %
Marine 396,207 36.7 % 341,821 33.7 % 315,102 32.1 %
Specialty 357,519 33.1 % 365,984 36.1 % 351,202 35.8 %

9



Edgar Filing: VALIDUS HOLDINGS LTD - Form 10-K

Total $1,078,636 100.0 % $1,014,122  100.0 % $981,073 100.0
Property: The main sub-classes within property are international and North American direct and facultative
contracts, onshore energy, lineslips and binding authorities together with a book of business written on a treaty
reinsurance basis. The business written is mostly commercial and industrial insurance though there is a modest
personal lines component. The business is short-tail with premiums for reinsurance and, direct and facultative
business, substantially earned within 12 months and premiums for lineslips and binding authorities substantially
earned within 12 months of the expiry of the contract. Gross premiums written on property business during the year
ended December 31, 2012 were $324.9 million, including $86.3 million of treaty reinsurance.
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Marine: The main types of business within marine are hull, cargo, energy, marine and energy liabilities, yachts and
marinas and other treaty. Hull consists primarily of ocean going vessels and cargo and covers worldwide risks. Energy
covers a variety of oil and gas industry risks. The marine and energy liability account provides cover for protection
and indemnity clubs and a wide range of companies operating in the marine and energy sector. Each of the sub-classes
within marine has a different profile of contracts written—some, such as energy, derive up to 36.1% of their business
through writing facultative contracts while others, such as cargo, only derive 21.9% through this method. Each of the
sub-classes also has a different geographical risk allocation. Most business written is short-tail enabling a quicker and
more accurate picture of expected profitability than is the case for long-tail business. The marine and energy liability
account, which makes up $60.3 million of the $396.2 million of gross premiums written during the year ended
December 31, 2012, is the primary long-tail class in this line. The business written is mainly on a direct and
facultative basis with a small element written on a reinsurance basis either as excess of loss reinsurance or
proportional reinsurance.
Specialty: This class consists of war (comprising marine & aviation war, political risks and political violence,
including war on land), financial institutions, contingency, bloodstock, accident and health, airlines and aviation
treaty. With the exception of aviation treaty, most of the business written under the specialty accounts is written on a
direct or facultative basis or under a binding authority through a coverholder. Gross premiums written on specialty
business during the year ended December 31, 2012 were $357.5 million.
War: The marine & aviation war account covers physical damage to aircraft and marine vessels caused by acts of
war and terrorism. The political risk account deals primarily with expropriation, contract frustration/trade credit,
kidnap and ransom, and malicious and accidental product tamper. The political violence account mainly insures
physical loss to property or goods anywhere in the world, caused by war, terrorism or civil unrest. This class is often
written in conjunction with cargo, specie, property, energy, contingency and political risk. The period of the risks can
extend up to 36 months and beyond. The attritional losses on the account are traditionally low but the account can be
affected by large individual losses. Talbot is a market leader in the war and political violence classes. Gross premiums
written on war business during the year ended December 31, 2012 were $184.7 million.
Financial Institutions: Talbot’s financial institutions team predominantly underwrites bankers blanket bond,
professional indemnity and directors’ and officers’ coverage for various types of financial institutions and similar
companies. Bankers blanket bond insurance products are specifically designed to protect against direct financial loss
caused by fraud/criminal actions and mitigate the damage such activities may have on the asset base of the insured.
Professional indemnity insurance protects businesses in the event that legal action is taken against them by third
parties claiming professional negligence. Directors’ and officers’ insurance protects directors and officers against
personal liability for losses incurred by a third party due to negligent performance by the director or officer. Gross
premiums written on financial institutions business for the year ended December 31, 2012 were $35.8 million,
comprising:

Year Ended December 31, 2012

Gross Gross
(Dollars in thousands) Premiums Premiums
Written Weritten (%)
Bankers blanket bond $20,933 58.5 %
Professional indemnity 12,887 36.0 %
Directors’ and Officers’ 1,986 5.5 %
Total $35,806 100.0 %

The risks covered in financial institutions are primarily fraud related and are principally written on an excess of loss
basis. Talbot’s financial institutions account is concentrated on non-U.S. based clients, with 37.2% of gross premiums
written in 2012 generated in Europe, 7.9% from the U.S. and 54.9% from other geographical regions. In addition,
Talbot seeks to write regional accounts rather than global financial institutions with exposure in multiple jurisdictions
and has only limited participation in exposures to publicly listed U.S. companies. As of December 31, 2012, the
Company had gross reserves related to the financial institutions business of $157.9 million, comprised of $71.3
million, or 45.1% of incurred but not reported (“IBNR”) and $86.6 million, or 54.9% of case reserves. For comparison,
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as at December 31, 2011 the Company had gross reserves related to the financial institutions business of $176.7
million, comprising $69.5 million, or 39.4% of IBNR and $107.2 million, or 60.6% of case reserves. As of

December 31, 2012, Talbot had minimal exposure to U.S. directors’ and officers’ risks.

Contingency: The main types of covers written under the contingency account are event cancellation and
non-appearance business. Gross premiums written on contingency business during the year ended December 31, 2012
were $20.7 million.

Accident and Health: The accident and health account provides insurance in respect of individuals in both their
personal and business activity together with corporations where they have an insurable interest relating to death or
disability of employees
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or those under contract. Gross premiums written on accident and health business during the year ended December 31,
2012 were $19.4 million.

Aviation: The aviation account insures major airlines, general aviation, aviation hull war and satellites. The
coverage includes excess of loss treaties with medium to high attachment points. Gross premiums written on aviation
business during the year ended December 31, 2012 were $95.7 million.

Enterprise Risk Management

The Company has implemented an Enterprise Risk Management (“ERM”) framework (the “Framework™) to identify,
assess, quantify and manage risks and opportunities in order to protect our capital and maximize shareholder returns.
This Framework is incorporated into the business activities of the Company and its strategic planning processes.

The Company’s Board of Directors has established a separate Risk Committee that is responsible for, among other
things, approving the Company’s ERM Framework, working with management to ensure ongoing, effective
implementation of the Framework and reviewing the Company’s specific risk limits as defined in the Framework,
including limits for underwriting, investment, operational, business and other risks. The Company’s Chief Risk Officer
prepares a quarterly presentation for the Risk Committee and communicates with the chairman of the Risk Committee
on an informal basis periodically throughout the year.

The management committee of the Company that oversees risk management is the Group Risk Management
Committee (“GRMC”). The GRMC is comprised of senior executives including among others; the Chief Executive
Officer, Chief Financial Officer, Chief Risk Officer, Chief Actuary, Chief Operating Officer, Chief Executive Officer
and Chief Risk Officer of Validus Re, Chief Executive Officer and Chief Risk Officer of Talbot and the Chief
Executive Officer of Validus Research and AlphaCat.

To efficiently assess risks to the Company the GRMC has identified six key risk categories. Potential risks may span
several or all of these key risk areas and as such risks are considered both within the context of these areas and the
Company as a whole. The key risk areas are: Credit Risk, Market Risk, Liquidity Risk, Insurance Risk, Operational
Risk and Group Risk.

Risk Appetite

The Group’s risk appetite sets a context within which all risks and opportunities are viewed. The risk appetite is
proposed by management and approved by the Board of Directors, it represents the amount of risk the Company wants
to take, within the constraints of capital resources, strategy, regulation and the rating agency environment.

Economic Capital Model

The Group uses economic capital modeling for capital adequacy assessment, risk-adjusted performance measurement
and group-level and operating entity-level risk analysis.

Modeling

A pivotal factor in determining whether to found and fund the Company was the opportunity for differentiation based
upon superior risk management expertise; specifically, managing catastrophe risk and optimizing our portfolio to
generate attractive returns on capital while controlling our exposure to risk, and assembling a management team with
the experience and expertise to do so. The Company’s proprietary models are current with emerging scientific trends.
This has enabled the Company to gain a competitive advantage over those reinsurers who rely exclusively on
commercial models for pricing and portfolio management. The Company has made a significant investment in
expertise in the risk modeling area to capitalize on this opportunity. The Company has assembled an experienced
group of professional experts who operate in an environment designed to allow them to use their expertise as a
competitive advantage. While the Company uses both proprietary and commercial probabilistic models, catastrophe
risk is ultimately subject to absolute aggregate limitations based on risk levels determined by the Risk Committee of
the Board of Directors.

Vendor Models: The Company has global licenses for all three major commercial vendor models (RMS, AIR and
EQECAT), to assess the adequacy of risk pricing and to monitor its overall exposure to risk in correlated geographic
zones. Commencing in January 2012, the Company incorporated RMS version 11 into its vendor models. The
Company models property exposures that could potentially lead to an over-aggregation of property risks

(i.e., catastrophe-exposed business) using the vendor models. The vendor models enable the Company to aggregate
exposures by correlated event loss scenarios, which are probability-weighted. This enables the generation of
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exceedance probability curves for the portfolio and major geographic areas. Once exposures are modeled using one of
the vendor models, the other two models are used as a reasonability check and validation of the loss scenarios
developed and reported by the first. The three commercial models each have unique strengths and weaknesses. For
example, it is sometimes necessary to impose changes to frequency and severity ahead of changes made by the model
vendors.
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The Company’s review of market practice revealed a number of areas where quantitative expertise can be used to
improve the reliability of the vendor model outputs:
Ceding companies may often report insufficient data and many reinsurers may not be sufficiently critical in their
analysis of this data. The Company generally scrutinizes data for anomalies that may indicate insufficient data quality.
These circumstances are addressed by either declining the program or, if the variances are manageable, by modifying
the model output and pricing to reflect insufficient data quality;
Prior to making overall adjustments for changes in climate variables, other variables are carefully examined (for
example, demand surge, storm surge, and secondary uncertainty); and
Pricing individual contracts frequently requires further adjustments to the three vendor models. Examples
include bias in damage curves for commercial structures and occupancies and frequency of specific perils.
In addition, many risks, such as second-event covers, aggregate excess of loss, or attritional loss components cannot
be fully evaluated using the vendor models. In order to better evaluate and price these risks, the Company has
developed proprietary analytical tools, such as VCAPS and other models and data sets.
Proprietary Models: In addition to making frequency and severity adjustments to the vendor model outputs, the
Company has implemented a proprietary pricing and risk management tool, VCAPS, to assist in pricing submissions
and monitoring risk aggregation.
To supplement the analysis performed using vendor models, VCAPS uses the gross loss output of catastrophe models
to generate a 100,000-year simulation set, which is used for both pricing and risk management. This approach allows
more precise measurement and pricing of exposures. The two primary benefits of this approach are:
VCAPS takes into account annual limits, event/franchise/annual aggregate deductibles, and reinstatement premiums.
This allows for more accurate evaluation of treaties with a broad range of features, including both common
(reinstatement premium and annual limits) and complex features (second or third event coverage, aggregate excess of
loss, attritional loss components, covers with varying attachment across different geographical zones or lines of
businesses and covers with complicated structures); and
VCAPS use of 100,000-year simulations enables robust pricing of catastrophe-exposed business. This is possible in
real-time operation because the Company has designed a computing hardware platform and software environment to
accommodate the significant computing needs.
In addition to VCAPS, the Company uses other proprietary models and other data in evaluating exposures. The
Company cannot assure that the models and assumptions used by the software will accurately predict losses. Further,
the Company cannot assure that the software is free of defects in the modeling logic or in the software code. In
addition, the Company has not sought copyright or other legal protection for VCAPS.
Underwriting Risk Management
We underwrite and manage risk by paying close attention to risk selection and analysis. Through a detailed
examination of contract terms, diversification criteria, contract experience and exposure, we aim to outperform our
peers. We strive to provide our experienced underwriters with technically sound and objective information. We
believe a strong working relationship between the underwriting, catastrophe modeling and actuarial disciplines is
critical to long-term success and solid decision-making.
All of the Company’s underwriters are subject to a set of underwriting guidelines. At Validus Re, these guidelines are
established by the Chief Executive Officer and approved by the Validus Re’s Board of Directors. At Talbot, the
guidelines are established by executive management at Talbot and approved by their Board of Directors. These
guidelines are then subject to review and approval by the Risk Committee of our Board of Directors. Underwriters are
also issued letters of authority that specifically address the limits of their underwriting authority and their referral
criteria. The Company’s current underwriting guidelines and letters of authority include:
tines of business that a particular underwriter is authorized to write;
exposure limits by line of business;
contractual exposures and limits requiring mandatory referrals to the Chief Executive Officer at Validus Re and the
Chief Executive Officer at Talbot; and
{evel of analysis to be performed by lines of business.
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In general, our underwriting approach is to:
seek high quality clients who have demonstrated superior performance over an extended period;
evaluate our clients’ exposures and make adjustments where their exposure is not adequately reflected;

apply the comprehensive knowledge and experience of our entire underwriting team to make progressive and

cohesive decisions about the business they underwrite;
employ our well-founded and carefully maintained market contacts within the group to enhance our robust
distribution capabilities; and
refer submissions to the Chief Underwriting Officer at Validus Re, the Chief Executive Officer at Talbot, Chief
Executive Officer at Validus Re and the Risk Committee of our Board of Directors according to our underwriting
guidelines.
The underwriting guidelines are subject to waiver or change by the Chief Executive Officer at Validus Re or the Chief
Executive Officer at Talbot subject to their authority as overseen by their respective Risk Committees.
Our underwriters have the responsibility to analyze all submissions and determine if the related potential exposures
meet with both the Company’s risk profile line size and aggregate limitations, in line with the business plan. In order to
ensure compliance, we run appropriate management information reports and all lines are subject to fully approved
regulatory audits. Further, our treaty reinsurance operation has the authority limits of individual underwriters built into
VCAPS while Talbot maintains separate compliance procedures to ensure that the appropriate policies and guidelines
are followed.
Validus Re: Validus Re has established a referral process whereby business exceeding set exposure or premium
limits is referred to the Chief Executive Officer for review. As the reviewer of such potential business, the Chief
Executive Officer has the ability to determine if the business meets the Company’s overall desired risk profile. The
Chief Executive Officer has defined underwriting authority for each underwriter, and risks outside of this authority
must be referred to the Company’s Chief Executive Officer.
The Risk Committee of our Board of Directors reviews business that is outside the authority of the Chief Executive
Officer.
AlphaCat: All of the investment companies managed by AlphaCat are subject to investment or underwriting
guidelines. These guidelines are established in the offering documentation of the respective investment company. The
AlphaCat management team manages investment portfolios in accordance with the guidelines, which are subject to
oversight by the respective investment company's Board of Directors. AlphaCat leverages the Company's
underwriting and analytical resources. However, all investment decisions are ultimately made by the AlphaCat
management team. When services are provided to AlphaCat by the Company's underwriting teams, the applicable
underwriting risk management framework outlined in this section applies.
Talbot: Talbot's risk review and control processes have been designed to ensure that all written risks comply with
underwriting and risk control strategies. The workflow system is designed to automate the referral of risks to the
relevant reviewer who has an appropriate level of authority to review the risk. These reviews are documented,
monitored and reports are prepared on a regular basis.
Collectively, the various peer review procedures serve numerous objectives, including:
Validating that underwriting decisions are in accordance with risk appetite, authorities, agreed business plans and
standards for type, quality and profitability of risk;
Providing an experienced and suitably qualified second review of individual risks;
€nsuring that risks identified as significant undergo the highest level of technical underwriting review;
€levating technical underwriting queries and/or need for remedial actions on a timely basis; and
{mproving data accuracy and coding for subsequent management reporting.
The principal elements of the underwriting review process are as follows:
Underwriter review: The underwriting team must evidence data entry review by confirming review and agreement
on the workflow system within a specified number of working days of entry being completed by the contracted third
party.
Risk - based peer review: The majority of risks are peer reviewed by another underwriter within a specified number
of working days of data entry being completed. There is an agreed matrix of underwriters authorized to peer review.
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Class of business review: Risks written into a class by an underwriter other than the nominated class underwriter are
subsequently forwarded to, and reviewed by, the nominated class underwriter.

Exceptions review: Risks that exceed a set of pre-determined criteria will also be referred to the Active Underwriter
or the Director of Underwriting and Operations for review. Such risks are discussed by the underwriters at regular
underwriting meetings in the presence of at least one of the above. In certain circumstances, some risks may be
referred to the Insurance Management Committee or the Talbot Underwriting Ltd. (“TUL”) Board for final approval.
These reviews also commonly include reports of risks renewed where there has been a large loss ratio in the recent
past.

Insurance Management Committee: At its regular meetings, the Committee reviews a range of key performance
indicators including: premium income written versus budget; movements in syndicate cash and investments; aggregate
exposures; together with other highlighted exception reports. The Committee also reviews claim movements over a
financial threshold.

Expert Review Committee (“ERC”): The ERC is a committee that meets regularly to review the underwriting
activities of Syndicate 1183 and other related activities to provide assurance that the underwriting risks assumed are
within the parameters of the business plan. This is achieved with the help of eight external expert reviewers who
report their findings to the ERC.

The expert reviewers obtain and review a sample of risks underwritten in each class and report their findings to the
quarterly meetings of the ERC. Findings range from general comments on approach and processes to specific points in
respect of individual risks.

Within Talbot, the TUL Board is responsible for creating the environment and structures for risk management to
operate effectively. The Talbot Chief Executive is responsible for ensuring the risk management process is
implemented.

The TUL Board has several committees responsible for monitoring risk. The TUL Board approves the risk appetite as
part of the syndicate business plan process which sets targets for premium volume, pricing, line sizes, aggregate
exposures and retention by class of business.

The TUL Executive Committee is responsible for establishing and maintaining a comprehensive risk register and key
controls for TUL. It is responsible for articulating Talbot's risk appetite for approval by the TUL Board.

The key focuses of each committee are as follows:

The TUL Executive Committee oversees the management of key risks with regard to strategy and reserves;

The Insurance Management Committee oversees the management of insurance risks;

The Operational Risk Committee oversees the management of risks related to people, processes, systems and external
events; and

:Fhe Financial Risk Committee oversees the management of credit risks associated with reinsurers, brokers,
coverholders and investments, market risk and liquidity risk.

Performance against underwriting targets is measured regularly throughout the year. Risks written are subject to peer
review, an internal quality control process. Pricing is controlled by the monitoring of rate movements and the
comparison of technical prices to actual prices. Controls over aggregation of claims exposures vary by class of
business. They include limiting coastal risks, monitoring aggregation by county/region/blast zones and applying line
size limits in all cases. Catastrophe modeling software and techniques are used to model expected loss outcomes for
Lloyd’s Realistic Disaster Scenario returns and in-house catastrophe event scenarios. Reserves are reviewed for
adequacy on a quarterly basis. The syndicate also purchases reinsurance, with an appropriate number of
reinstatements, to arrive at an acceptable net retained risk.

Program Limits

Overall exposure to risk is controlled by limiting the amount of insurance or reinsurance underwritten in a particular
program or contract. This helps to diversify risk within and across risk zones. The Risk Committee sets these limits,
which may be exceeded only with its approval.

Geographic Diversification

The Company actively manages its aggregate exposures by geographic or risk zone (“zones”) to maintain a balanced and
diverse portfolio of underlying risks. The coverage the Company is willing to provide for any risk located in a
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particular zone is limited to a predetermined level, thus limiting the net aggregate loss exposure from all contracts
covering risks believed to be located in any zone. Contracts that have “worldwide” territorial limits have exposures in
several geographic zones. Generally, if a proposed reinsurance program would cause the limit to be exceeded, the
program would be declined, regardless of its desirability,
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unless the Company buys retrocessional coverage, thereby reducing the net aggregate exposure to the maximum limit
permitted or less. The following table summarizes our gross premiums written by geographic zone:

Year Ended December 31, 2012

Gross Premiums Written

Corporate
Validus Re  AlphaCat Talbot and Total %
Eliminations
United States $468,730 $18,774 $120,086 $(7,285 ) $600,305 27.7 %
Worldwide excluding United 4, ;65 — 263,597 (16049 ) 287,716 133 %
States (a)
Europe 90,673 1,333 50,262 (2,868 ) 139,400 6.4 %
Latin America and Caribbean 33,031 — 103,543 (6,164 ) 130,410 6.0 %
Japan 30,781 — 6,630 (396 ) 37,015 1.7 %
Canada 688 — 12,243 (690 ) 12,241 0.6 %
Rest of the world (b) 68,754 496 — — 69,250 32 %
Sub-total, non United States 264,095 1,829 436,275 (26,167 ) 676,032 31.2 %
g;fclgw”e including United -, 59, 1,000 65,084 (3,552 ) 164,126 7.6 %
Marine and Aerospace (c) 297,540 — 457,191 (28,754 ) 725,977 33.5 %
Total $1,131,959 $21,603 $1,078,636 $(65,758 ) $2,166,440 100.0 %

(a)Represents risks in two or more geographic zones.

(b)Represents risk in one geographic zone.

© Not classified by geographic area as marine and aerospace risks can span multiple geographic areas and are not
fixed locations in some instances.

The effectiveness of geographic zone limits in managing risk exposure depends on the degree to which an actual event

is confined to the zone in question and on the Company’s ability to determine the actual location of the risks believed

to be covered under a particular insurance or reinsurance program. Accordingly, there can be no assurance that risk

exposure in any particular zone will not exceed that zone’s limits. Further control over diversification is achieved

through guidelines covering the types and amount of business written in product classes and lines within a class.

Reinsurance Management

Validus Re Retrocession: Validus Re monitors the opportunity to purchase retrocessional coverage on a continual

basis and employs the VCAPS modeling system to evaluate the effectiveness of risk mitigation and exposure

management relative to the cost. This coverage may be purchased on an indemnity basis as well as on an index basis

(e.g., industry loss warranties (“ILWs”)). Validus Re also considers alternative retrocessional structures, including

collateralized quota share (“sidecar”) and other capital markets products.

When Validus Re buys retrocessional coverage on an indemnity basis, payment is for an agreed upon portion of the

losses actually suffered. In contrast, when Validus Re buys an ILW cover, which is a reinsurance contract in which the

payout is dependent on both the insured loss of the policy purchaser and the measure of the industry-wide loss,

payment is made only if both Validus Re and the industry suffer a loss, as reported by one of a number of independent

agencies, in excess of specified threshold amounts. With an ILW, Validus Re bears the risk of suffering a loss while

receiving no payment under the ILW if the industry loss was less than the specified threshold amount.

Validus Re may use capital markets instruments for risk management in the future (e.g., catastrophe bonds, sidecar

facilities and other forms of risk securitization) where the pricing and terms are attractive.

AlphaCat: AlphaCat currently does not cede any premiums to third parties.

Talbot Ceded Reinsurance: Talbot enters into reinsurance agreements in order to mitigate its accumulation of loss,

reduce its liability on individual risks and enable it to underwrite policies with higher limits. The ceding of the

insurance does not legally discharge Talbot from its primary liability for the full amount of the policies, and Talbot is

required to pay the loss and bear collection risk if the reinsurer fails to meet its obligations under the reinsurance
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The following describes the Talbot Group’s process in the purchase and authorization of treaty reinsurance policies
only. It does not cover the purchase of facultative reinsurance because these premiums are not significant.
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The reinsurance program is reviewed by the reinsurance purchasing team on an on-going basis in line with the main
business planning process. This process incorporates advice and analytical work from our brokers, actuarial and
capital modeling teams.
The review and modification is based upon the following:
budgeted underwriting for the coming year;
{oss experience from prior years;
{oss information from the coming year’s individual capital assessment calculations;
changes to risk limits and aggregation limits expected and any other changes to Talbot’s risk tolerance;
scenario planning;
changes to capital requirements; and
Realistic Disaster Scenarios (“RDSs”) prescribed by Lloyd’s.
The main type of reinsurance purchased is losses occurring; however, for a few lines of business, where the timing of
the loss event is less easily verified or where such cover is available, risk attaching policies are purchased.
The type, quantity and cost of cover of the proposed reinsurance program is discussed and reviewed by the Chief
Executive Officer of the Talbot group, and ultimately authorized by the TUL Board.
Once this has occurred, the reinsurance program is purchased in the months prior to the beginning of the covered
period. All reinsurance contracts arranged are authorized for purchase by the Director of Underwriting and
Operations. Slips are developed prior to inception to ensure that optimum cover is achieved. After purchase, cover
notes are reviewed by the relevant class underwriters and presentations made to all underwriting staff to ensure they
are aware of the boundaries of the cover.
Distribution
Although we conduct some business on a direct basis with our treaty and facultative reinsurance clients, most of our
business is derived through insurance and reinsurance intermediaries (“brokers”), who access business from clients and
coverholders. We are able to attract business through our recognized lead capability in most classes we underwrite,
particularly in classes where such lead ability is rare.
Currently, our largest broker relationships, as measured by gross premiums written, are with Marsh & McLennan,
Aon Benfield Group Ltd. and Willis Group Holdings Ltd. The following table sets forth the Company’s gross
premiums written by broker:

Year Ended December 31, 2012

Gross Premiums Written

Corporate
(Dollars in thousands) Validus Re  AlphaCat Talbot and Total %
Eliminations
Name of Broker
Marsh & McLennan $399,325 $7.,426 $244.776 $ (14,809 ) $636,718 29.4 %
Aon Benfield Group Ltd. 400,018 6,133 180,234 (10,904 ) 575,481 26.5 %
Willis Group Holdings Ltd. 187,353 3,418 167,249 (10,119 ) 347,901 16.1 %
Sub-total 986,696 16,977 592,259 (35,832 ) 1,560,100 72.0 %
All Others/Direct 145,263 4,626 486,377 (29,926 ) 606,340 28.0 %
Total $1,131,959 $21,603 $1,078,636 $ (65,758 ) $2,166,440 100.0 %

Reserve for losses and loss expenses

For insurance and reinsurance companies, a significant judgment made by management is the estimation of the reserve
for losses and loss expenses. The Company establishes its reserve for losses and loss expenses to cover the estimated
incurred liability for both reported and unreported claims.

The following tables show certain information with respect to the Company’s gross and net reserves:

11

23



Edgar Filing: VALIDUS HOLDINGS LTD - Form 10-K

Table of Contents

As at December 31, 2012
Total Gross

(Dollars in thousands) Gross Case Gross IBNR Reserve for
Reserves Losses and
Loss Expenses
Property $930,553 $892,227 $1,822,780
Marine 522,907 477,948 1,000,855
Specialty 265,638 428,300 693,938
Total $1,719,098 $1,798,475 $3,517,573
As at December 31, 2012
Total Net
(Dollars in thousands) Net Case Net IBNR Reserve for
Reserves Losses and
Loss Expenses
Property $768,722 $803,182 $1,571,904
Marine 465,080 438,009 903,089
Specialty 230,584 372,029 602,613
Total $1,464,386 $1,613,220 $3,077,606

Loss reserves are established due to the significant periods of time that may lapse between the occurrence, reporting
and payment of a loss. To recognize liabilities for unpaid losses and loss expenses, the Company estimates future
amounts needed to pay claims and related expenses with respect to insured events. The Company’s reserving practices
and the establishment of any particular reserve reflects management’s judgment concerning sound financial practice
and does not represent any admission of liability with respect to any claim. Unpaid losses and loss expense reserves
are established for reported claims (“case reserves”) and IBNR claims.

The nature of the Company’s high excess of loss liability and catastrophe business can result in loss payments that are
both irregular and significant. Such loss payments are part of the normal course of business for the Company.
Adjustments to reserves for individual years can also be irregular and significant. Conditions and trends that have
affected development of liabilities in the past may not necessarily occur in the future. Accordingly, it is inappropriate
to extrapolate future redundancies or deficiencies based upon historical experience. See Part I, Item 1A, “Risk Factors”
and Part II, Item 7, “Management’s Discussion and Analysis of Financial Condition and Results of
Operations—Cautionary Note Regarding Forward-Looking Statements.”

The tables below present the development of the Company’s unpaid losses and loss expense reserves on both a net and
gross basis. The cumulative redundancy (deficiency) calculated on a net basis differs from that calculated on a gross
basis. As different reinsurance programs cover different underwriting years, net and gross loss experience will not
develop proportionately. The top line of the tables shows the estimated liability, net and gross of reinsurance
recoveries, as at the year end balance sheet date for each of the indicated years. This represents the estimated amounts
of losses and loss expenses, including IBNR, arising in the current and all prior years that are unpaid at the year end
balance sheet date of the indicated year. The tables also show the re-estimated amount of the previously recorded
reserve liability based on experience as of the year end balance sheet date of each succeeding year. The estimate
changes as more information becomes known about the frequency and severity of claims for individual years. The
cumulative redundancy (deficiency) represents the aggregate change with respect to that liability originally estimated.
The lower portion of each table also reflects the cumulative paid losses relating to these reserves. Conditions and
trends that have affected development of liabilities in the past may not necessarily occur in the future. Accordingly, it
is not appropriate to extrapolate redundancies or deficiencies into the future, based on the tables below. See Part I,
Item 1A, “Risk Factors” and Part II, Item 7, “Management’s Discussion and Analysis of Financial Condition and Results
of Operations—Cautionary Note Regarding Forward-Looking Statements.”
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Analysis of Losses and Loss Expense Reserve Development Net of Recoveries

(Dollars in thousands) 2006
Estimated liability for

unpaid losses and'loss $77.363
expense, net of reinsurance
recoverable

Liability—estimated as of:

One year later 60,106
Two years later 54,302
Three years later 50,149
Four years later 46,851
Five years later 45,946
Six years later 45,199
Cumulative redundancy
(deficiency)(a) 32,164
Cumulative paid losses, net

of reinsurance recoveries, as

of:

One year later $27,180
Two years later 34,935
Three years later 39,520
Four years later 41,746
Five years later 41,901
Six years later 43,571
(@) further discussion.

®) acquisition.

13

Years Ended December 31,

2007

$791,713 $1,096,507 $1,440,369

722,010
670,069
606,387
584,588
547,965

243,748

$216,469
320,803
350,521
374,788
390,895

2008

1,018,930
937,696
902,161
847,935

248,572

$353,476
562,831
662,319
722,652

2009

1,283,759
1,181,987
1,085,664

354,705

$384,828
634,041
744,324

2010

$1,752,839

1,596,720
1,451,448

301,391

$476,779
741,940

2011 2012 (b)

$2,258,658 $3,077,606

2,083,378

175,280

$631,889

See Part II Item 7 “Management’s Discussion and Analysis of Financial Condition and Results of Operations” for

The reserves for losses and loss expenses or Flagstone are consolidated only from the November 30, 2012 date of
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Analysis of Losses and Loss Expense Reserve Development Gross of Recoveries

Years Ended December 31,
(Dollars in thousands) 2006 2007 2008 2009 2010
Estimated gross liability for
unpaid losses and loss $77,363 $926,117 $1,305,303 $1,622,134 $2,035,973
expense
Liability—estimated as of:
One year later 60,106 846,863 1,223,018 1,484,646 1,854,565
Two years later 54,302 791,438 1,164,923 1,385,533 1,705,995
Three years later 50,149 745,624 1,134,043 1,288,915
Four years later 46,851 721,730 1,079,842
Five years later 45,946 675,884
Six years later 46,104
Cumulative redundancy ) 559 550933 225461 333219 329978
(deficiency)(a)
Cumulative paid losses,
gross of reinsurance
recoveries, as of:
One year later $27,180 $245,240 $437,210 $455,182  $557,894
Two years later 34,935 394,685 706,249 709,309 878,406
Three years later 39,520 452,559 825,159 864,918
Four years later 41,746 480,277 898,338
Five years later 41,901 496,511
Six years later 43,571

(a)

further discussion.

(b)

acquisition.

2011 2012 (b)

$2,631,143 $3,517,573

2,422,343

208,800

$807,296

See Part II Item 7 “Management’s Discussion and Analysis of Financial Condition and Results of Operations” for

The reserves for losses and loss expenses or Flagstone are consolidated only from the November 30, 2012 date of

The following table presents an analysis of the Company’s paid, unpaid and incurred losses and loss expenses and a
reconciliation of beginning and ending unpaid losses and loss expenses for the years indicated:

14
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Years Ended December 31,
(Dollars in thousands) 2012 2011 2010
Reserve for losses and loss expenses, beginning of year $2,631,143 $2,035,973 $1,622,134
Losses and loss expenses recoverable (372,485 ) (283,134 ) (181,765 )
Net reserves for losses and loss expenses, beginning of year 2,258,658 1,752,839 1,440,369
Net loss reserves acquired in Flagstone acquisition 639,641 — —
Increase (decrease) in net losses and loss expenses incurred in
respect of losses occurring in:
Current year 1,174,415 1,400,520 1,144,196
Prior years (174,969 ) (156,119 ) (156,610 )
Total incurred losses and loss expenses 999,446 1,244,401 987,586
Less net losses and loss expenses paid in respect of losses occurring
in:
Current year (182,146 ) (266,247 ) (288,594 )
Prior years (653,874 ) (476,779 ) (384,828 )
Total net paid losses (836,020 ) (743,026 ) (673,422 )
Foreign exchange 15,881 4,444 (1,694 )
Net reserve for losses and loss expenses, end of year 3,077,606 2,258,658 1,752,839
Losses and loss expenses recoverable 439,967 372,485 283,134
Reserve for losses and loss expenses, end of year $3,517,573 $2,631,143 $2,035,973

Validus Re and AlphaCat: Validus Re and AlphaCat’s loss reserves are established based upon an estimate of the total
cost of claims that have been incurred, including estimates of unpaid liability on known individual claims, the costs of
additional case reserves on claims reported but not considered to be adequately reserved in such reporting (“ACRs”) and
amounts that have been incurred but not yet reported. ACRs are used in certain cases and may be calculated based on
management’s estimate of the required case reserve on an individual claim less the case reserves reported by the client.
The Validus Re Loss Reserve Committee follows material catastrophe event ultimate loss reserve estimation
procedures for the investigation, analysis, estimation and approval of ultimate loss reserving resulting from any
material catastrophe event. U.S. GAAP does not permit the establishment of loss reserves until an event occurs that
gives rise to a loss.

For reported losses, Validus Re and AlphaCat establish case reserves within the parameters of the coverage provided
in the impacted reinsurance contracts. Where there is a reported claim for which the reported case reserve is
determined to be insufficient, Validus Re and AlphaCat may book an ACR or individual claim IBNR estimate that is
adjusted as claims notifications are received. Information may be obtained from various sources including brokers,
proprietary and third party vendor models and internal data regarding reinsured exposures related to the geographic
location of the event, as well as other sources. Validus Re and AlphaCat use generally accepted actuarial techniques in
its IBNR estimation process. Validus Re and AlphaCat also use historical insurance industry loss emergence patterns,
as well as estimates of future trends in claims severity, frequency and other factors, to aid it in establishing loss
reserves.

Loss reserves represent estimates, including actuarial and statistical projections at a given point in time, of the
expectations of the ultimate settlement and administration costs of claims incurred. Such estimates are not precise in
that, among other things, they are based on predictions of future developments and estimates of future trends in loss
severity and frequency and other variable factors such as inflation, litigation and tort reform. This uncertainty is
heightened by the short time in which Validus Re has operated, thereby providing limited claims loss emergence
patterns that directly pertain to Validus Re’s operations. This has necessitated the use of industry loss emergence
patterns in deriving IBNR, which despite management’s and our actuaries’ care in selecting them, will differ from
actual experience. Further, expected losses and loss ratios are typically developed using vendor and proprietary
computer models and these expected losses and loss ratios are a significant component in the calculation deriving
IBNR. Finally, the uncertainty surrounding estimated costs is greater in cases where large, unique events have been
reported and the associated claims are in early stages of resolution. As a result of these uncertainties, it is likely that
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the ultimate liability will differ from such estimates, perhaps materially.

For disclosure purposes, only those loss events which aggregate to over $15.0 million on a consolidated basis
("notable losses") are disclosed separately and included in the reserve for notable loss events and reserve for
development on events tables. Notable loss events are first determined at the respective operating segments based on
segment thresholds and are then aggregated and disclosed if it is determined that they reach the consolidated threshold
for notable loss disclosure.

15

29



Edgar Filing: VALIDUS HOLDINGS LTD - Form 10-K

Table of Contents

During 2010 and 2011, given the complexity and severity of notable loss events in the year, an explicit reserve for
potential development on 2010 and 2011 notable loss events ("RDE") was included within the Company’s IBNR
reserving process. As uncertainties surrounding initial estimates on notable loss events have developed, this reserve
has been and will continue to be allocated to specific notable loss events. No RDE was established for 2012 notable
losses.

The requirement for a reserve for potential development on notable loss events in a quarter is a function of (a) the
number of significant events occurring in that quarter and (b) the complexity and volatility of those events.
Complexity and volatility factors considered are as follows:

* Contract complexity;

* Nature and number of perils arising from an event;

* Limits and sub limits exposed;

* Quality, timing and flow of information received from each loss;

* Timing of receipt of information to the Company;

* Information regarding retrocessional covers;

» Assumptions, both explicit and implicit, regarding future paid and reported loss development patterns;

* Frequency and severity trends;

* Claims settlement practices; and

* Potential changes in the legal environment.

Each of these factors may lead to associated volatility for each notable loss event as well as consideration of the total
reserve for loss events in the aggregate. Consequently, all of these factors are considered in the aggregate for the
events occurring in the quarter, recognizing that it is more likely that one or some of the events may deteriorate
significantly, rather than all deteriorating proportionately. The establishment of each quarter’s requirement for a
reserve for potential development on notable loss events takes place as part of the quarterly evaluation of the
Company’s overall reserve requirements. It is not directly linked in isolation to any one significant/notable loss in the
quarter. The reserve for potential development on notable loss events is evaluated by our in-house actuaries as part of
their normal process in setting of indicated reserves for the quarter. In ensuing quarters senior management and the
in-house actuaries revisit and re-estimate certain events previously considered in the catastrophe loss event process as
well as events that have subsequently emerged in the current quarter. To the extent that there has been adverse
development on a notable loss event, if there is RDE remaining from that accident year, an allocation from the
respective accident year RDE will be made to the notable loss event. If there is no remaining RDE relating to the
accident year of the loss, then adverse development will be recorded for the notable loss event through the Statements
of Comprehensive Income.

Changes to the reserve for potential development on notable loss events will be considered in light of changes to
previous loss estimates from notable losses in this re-estimation process.To the extent that there are continued
complexity and volatility factors relating to notable loss events in the aggregate, additions to the RDE may be
established for a specific accident year, as illustrated in the RDE roll forward table which can be found in Item. 7
"Management's Discussion and Analysis of Financial Condition and Results of Operations."

Loss reserves are reviewed regularly and adjustments to reserves, if any, will be recorded in earnings in the period in
which they are determined. Even after such adjustments, the ultimate liability may exceed or be less than the revised
estimates.

Talbot: Talbot’s loss reserves are established based upon an estimate of the total cost of claims that have been
incurred, including case reserves and IBNR. Talbot uses generally accepted actuarial techniques in its IBNR
estimation process. ACRs are not generally used.

Talbot performs internal assessments of liabilities on a quarterly basis. Talbot’s loss reserving process involves the
assessment of actuarial estimates of gross ultimate losses on both an ultimate basis (i.e., ignoring the period during
which premium earns) and an earned basis, split by underwriting year and class of business, and generally also
between attritional, large and catastrophe losses. These estimates are made using a variety of generally accepted
actuarial projection methodologies, as well as additional qualitative consideration of future trends in frequency,
severity and other factors. The gross estimates are used to estimate ceded reinsurance recoveries, which are in turn
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used to calculate net ultimate losses as the difference between gross and ceded. These figures are subsequently used
by Talbot’s management to help it assess its best estimate of gross and net ultimate losses.

As with Validus Re and AlphaCat, Talbot’s loss reserves represent estimates, including actuarial and statistical
projections at a given point in time, of the expectations of the ultimate settlement and administration costs of claims
incurred. Such estimates are not precise in that, among other things, they are based on predictions of future
developments and estimates of future trends in loss severity and frequency and other variable factors such as inflation,
litigation and tort reform. The uncertainty surrounding estimated costs is also greater in cases where large, unique
events have been reported and the associated claims are in the early stages of resolution. As a result of these
uncertainties, it is likely that the ultimate liability will differ from such estimates, perhaps materially.
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Talbot’s loss reserves are reviewed regularly and adjustments to reserves, if any, will be recorded in earnings in the
period in which they are determined. Even after such adjustments, the ultimate liability may exceed or be less than the
revised estimates. See Part [, Item 1A, “Risk Factors” and Part II, Item 7, “Management’s Discussion and Analysis of
Financial Condition and Results of Operations—Cautionary Note Regarding Forward-Looking Statements.”
Investment Management

The Company manages its investment portfolio on a consolidated basis. As we provide short-tail insurance and
reinsurance coverage, we could become liable to pay substantial claims on short notice. Accordingly, we follow a
conservative investment strategy designed to emphasize the preservation of invested assets and provide sufficient
liquidity for the prompt payment of claims. Our Board of Directors, led by our Finance Committee, oversees our
investment strategy, and in consultation with BlackRock Financial Management, Inc., Conning, Inc. and Pinebridge
Investments Europe Ltd., our portfolio advisors, has established investment guidelines for us. The investment
guidelines dictate the portfolio’s overall objective, benchmark portfolio, eligible securities, duration, use of derivatives,
inclusion of foreign securities, diversification requirements and average portfolio rating. Management and the Finance
Committee periodically review these guidelines in light of our investment goals and consequently they may change at
any time.

Substantially all of the fixed maturity investments held at December 31, 2012 were publicly traded. At December 31,
2012, the average duration of the Company’s fixed maturity portfolio was 1.34 years (December 31, 2011: 1.63 years).
Management emphasizes capital preservation for the portfolio and maintains a significant allocation of short-term
investments. At December 31, 2012, the average rating of the portfolio was AA- (December 31, 2011: AA-). At
December 31, 2012, the total fixed maturity portfolio was $5,085.3 million (December 31, 2011: $4,894.1 million), of
which $1,062.8 million (December 31, 2011: $882.9 million) were rated AAA.

Please refer to our Current Report on Form 8-K furnished to the Securities and Exchange Commission (the “SEC”) on
January 31, 2013 for additional disclosure with respect to the composition of our investment portfolio.

Claims Management

Claims management includes the receipt of initial loss notifications, generation of appropriate responses to claim
reports, identification and handling of coverage issues, determination of whether further investigation is required and,
where appropriate retention of legal representation, establishment of case reserves, approval of loss payments and
notification to reinsurers.

Validus Re and AlphaCat: The role of our claims department is to investigate, evaluate and, if validated, pay claims
efficiently. Our claims director has implemented claims handling guidelines, and reporting and control procedures.
The primary objectives of the claims department are to ensure that each claim is evaluated, processed and
appropriately documented in a timely and efficient manner and information relevant to the management of the claim is
retained.

Talbot: Where Talbot is the lead syndicate on business written, the claims adjusters will, in accordance with the
respective policies, assess, investigate, appoint third party experts (including attorneys, loss adjusters or other experts)
as required and communicate the Company's actions or findings to the Broker who represents the insured. The
Company will also establish adequate reserves and promptly pay valid claims in accordance with the applicable
"Lloyd's Claims Scheme" and "Lloyd's Claims Management Principles and Minimum Standards."

Where Talbot is not the lead syndicate, the claims handling and case reserves are established in accordance with the
applicable "Lloyd's Claims Scheme" and "Lloyd's Claims Management Principles and Minimum Standards." Material
claims and claims movements are reviewed and monitored by the Talbot claims department. Claim financial reports
are received daily from the "Xchanging" system pursuant to a centralized contract with Lloyd's.

Competition

The insurance and reinsurance industries are highly competitive. We compete with major U.S., Bermuda, European
and other international insurers and reinsurers and certain underwriting syndicates and insurers. We encounter
competition in all of our classes of business but there is less competition in those of our lines where we are a specialist
underwriter. The Company competes with insurance and reinsurance providers such as:

Arch Capital Group Limited, Argo Group International Holdings, Ltd., Aspen Insurance Holdings Limited, Alterra
Capital Holdings, Ltd., Allied World Assurance Company Holdings Limited, Alleghany Corporation, Axis Capital
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Holdings Limited, Endurance Specialty Holdings Limited, Everest Re Group Limited, Montpelier Re Holdings Ltd,
PartnerRe Ltd., Platinum Underwriters Holdings Ltd., and Renaissance Reinsurance Holdings Ltd.;
Amlin ple, Catlin Group Limited, Hiscox and others in the Lloyd’s market;
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Treaty and direct insurers, in not only the global but also the London Market, that compete with Lloyd’s on a
worldwide basis;

Various capital markets participants who access insurance and reinsurance business in securitized form, through
special purpose entities or derivative transactions; and

Government-sponsored insurers and reinsurers.

Competition varies depending on the type of business being insured or reinsured and whether the Company is in a
leading or following position. Competition in the types of business that the Company underwrites is based on many
factors, including:

Premiums charged and other terms and conditions offered;

Services provided;

Financial ratings assigned by independent rating agencies;

Speed of claims payment;

Reputation;

Perceived financial strength; and

The experience of the underwriter in the line of insurance or reinsurance written.

Increased competition could result in fewer submissions, lower premium rates, lower share of allocated cover, and less
favorable policy terms, which could adversely impact the Company’s growth and profitability. Capital market
participants have created alternative products such as catastrophe bonds that are intended to compete with reinsurance
products. The Company is unable to predict the extent to which these new, proposed or potential initiatives may affect
the demand for products or the risks that may be available to consider underwriting.

Regulation

Bermuda

General. As a holding company, Validus Holdings, Ltd. is not subject to Bermuda insurance regulation. However,
the Insurance Act 1978 (the "Insurance Act") regulates the Company’s operating subsidiaries in Bermuda, and it
provides that no person may carry on any insurance business in or from within Bermuda unless registered as an
insurer by the Bermuda Monetary Authority (the “BMA”) under the Insurance Act. The Insurance Act makes no
distinction between insurance and reinsurance business. The Company has nine Bermuda based subsidiaries, Validus
Re, a Class 4 insurer, Validus Re Americas, Ltd., a Class 4 insurer, Flagstone Reassurance Suisse SA (Bermuda
Branch), a Class 4 insurer, PaCRe, Ltd., a Class 4 insurer, Talbot Insurance (Bermuda), Ltd., a Class 3 insurer,
AlphaCat Reinsurance, Ltd., a Class 3 insurer , Mont Fort Re Ltd., a Class 3 insurer, AlphaCat Re 2011, Ltd., a
Special Purpose Insurer (“SPI”’) and AlphaCat Re 2012, Ltd., an SPI, each registered under the Insurance Act.
Principal Representative. The Insurance Act requires that every insurer, including the Bermuda insurance
subsidiaries of the Company, appoint and maintain a principal representative resident in Bermuda and maintain a
principal office in Bermuda. It is the duty of the principal representative on his reaching a view that there is a
likelihood of the insurer for which the principal representative acts becoming insolvent or that a reportable “event” has,
to the principal representative's knowledge, occurred, to immediately notify the BMA and to make a report in writing
to the BMA within 14 days of the prior notification setting out all the particulars of the case that are available to the
principal representative.

Where there has been a significant loss which is reasonably likely to cause the insurer to fail to comply with its
enhanced capital requirement, the principal representative must also furnish the BMA with a capital and solvency
return reflecting an enhanced capital requirement prepared using post-loss data. The principal representative must
provide this within 45 days of notifying the BMA regarding the loss.

Furthermore, where a notification has been made to the BMA regarding a material change to an insurer's business or
structure (including merger or amalgamation), the principal representative has 30 days from the date of such
notification to furnish the BMA with unaudited interim statutory financial statements in relation to such period as the
Authority may require, together with a general business solvency certificate in respect of those statements.

Approved Independent Auditor. Every registered insurer must appoint an independent auditor who will annually audit
and report on the statutory financial statements and the statutory financial return of the insurer, all of which, in the
case of all registered insurers in Bermuda, are required to be filed annually with the BMA. The independent auditor
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Approved Loss Reserve Specialist. Every registered insurer is required to submit an opinion of its approved loss
reserve specialist with its statutory financial return in respect of its loss and loss expense provisions in respect to all
licensed entities. The loss reserve specialist, who will normally be a qualified casualty actuary, must be approved by
the BMA.

Annual Financial Statements, Annual Statutory Financial Return and Annual Capital and Solvency Return. Every
registered insurer must prepare annual statutory financial statements as prescribed in the Insurance Act with respect to
all licensed entities. The statutory financial statements are separate from the annual GAAP basis financial statements
discussed further below. All licensed entities are also required to prepare and file with the BMA statutory financial
returns with respect to its general business unless granted an exemption under section 56 of the Insurance Act. The
statutory financial return includes, among other items, a report of the approved independent auditor on the statutory
financial statement of such insurer, solvency certificates, the statutory financial statements for the general business,
the opinion of the loss reserve specialist and a schedule of reinsurance ceded (Class 4 only). Validus Re and PaCRe
are also required to file audited GAAP basis annual financial statements, which are made available to the public. In
addition, Validus Re and PaCRe are required to file a capital and solvency return in respect of its general business
which shall include the regulatory risk based capital model, a schedule of fixed income investments by rating
categories, a schedule of net reserves for losses and loss expense provisions by line of business, a schedule of
premiums written by line of business, a schedule of risk management and a schedule of fixed income securities.
Minimum Solvency Margins. The value of the general business assets of licensed insurers must exceed the amount
of its general business liabilities by an amount greater than the prescribed minimum solvency margin “MSM,” being
equal to the greater of:

Class 3:

(a)$1,000,000;

(b)20% of net premiums written (not to exceed $6,000,000 in net premium written) (being gross premiums written
less any premiums ceded by the insurer, but the insurer may not deduct more than 25% of gross premiums when
computing net premiums written); or $1,200,000 plus 15% of amount which exceeds $6,000,000; or

(c)15% of net losses and loss expense reserves.

Class 4:

(2)$100,000,000;

(b)50% of net premiums written (being gross premiums written less any premiums ceded by the insurer, but the
insurer may not deduct more than 25% of gross premiums when computing net premiums written); or

(c)15% of net losses and loss expense reserves.

Enhanced Capital Requirement. A Class 4 insurer is required to maintain available statutory capital and surplus in
regards to its general business at level equal to or in excess of its enhanced capital requirement (“ECR”) which is
calculated at the end of its relevant year by reference to the Bermuda Solvency Capital Requirement model (“BSCR”) or
an approved internal capital model. The BSCR employs a standard mathematical model that correlates risk
underwritten by Bermuda insurers to the capital that is dedicated to the business. The ECR is equal to the higher of
each insurer's MSM or the BSCR/approved internal capital model. A Class 4 insurer is also expected to hold a safety
margin or buffer above the ECR, which is at least in total equivalent to 120% of its ECR, the target capital level
(“TCL”). The TCL will serve as an early warning signal for the BMA, and failure to maintain capital at least equal to the
TCL may result in additional reporting requirements or other enhanced regulatory oversight. Presently the BSCR
model applies to Validus Re and PaCRe.

Eligible Capital: The tiered capital system (Tiers 1, 2, and 3) classify capital instruments into a given tier based on
their loss absorbency characteristics. Eligibility limits are then applied to each tier in determining the amounts eligible
to cover regulatory capital requirement levels. The highest capital will be classified Tier 1 Capital, lesser quality
capital will be classified as either Tier 2 Capital or Tier 3 Capital. Under this regime, not less than 80% of Tier 1
Capital and up to 20% of Tier 2 Capital may be used to support a company' s minimum solvency margin for its
general business. Thereafter, a minimum of 60% of Tier 1 Capital and a maximum of 15% of Tier 3 Capital may be
used to satisfy the Company's ECR. Any combination of Tier 1, 2, or 3 Capital may be used to meet the TCL. Eligible
Capital Rules currently apply to Validus Re and PaCRe.
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Group Supervision. The BMA may, in respect of an insurance group, determine whether it is appropriate for it to be
the group supervisor of that group. For purposes of the Insurance Act, an insurance group is defined as a group of
companies that conducts exclusively, or mainly, insurance business. The BMA may make such determination where it
ascertains that (i) the group is headed by a "specified insurer” (that is to say, it is headed by either a Class 4, 3A, 3B or
Class E insurer or another class of insurer designated by order of the BMA); or (ii) where the insurance group is not
headed by a "specified insurer" where it is headed
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by a parent company which is incorporated in Bermuda; or (iii) where the parent company of the group is not a
Bermuda company, where the BMA is satisfied that the insurance group is directed and managed from Bermuda or the
insurer with the largest balance sheet total is a specified insurer. Where the BMA determines that it should act as the
group supervisor, it shall designate a specified insurer that is a member of the insurance group to be the "designated
insurer" and it shall give written notice to the designated insurer and other competent authorities of its intention to act
as group supervisor.

In 2011, the BMA notified the Company that it intended to act as group supervisor and that it had designated
Validus Re as the "designated insurer” of our group of insurance and reinsurance companies. Pursuant to its powers
under the Insurance Act, the BMA will maintain a register of particulars for every insurance group for which it acts as
the group supervisor detailing, among other things, the names and addresses of the designated insurer; each member
company of the insurance group falling within the scope of group supervision; the principal representative of the
insurance group in Bermuda; other competent authorities supervising other member companies of the insurance
group; and the insurance group auditors. The designated insurer must notify the BMA of any changes to the above
details entered on the register of an insurance group.

As group supervisor, the BMA will perform a number of supervisory functions including (i) coordinating the
gathering and dissemination of information which is of importance for the supervisory task of other competent
authorities; (ii) carrying out a supervisory review and assessment of the financial situation of the insurance group;
(iii) carrying out an assessment of the insurance group's compliance with the rules on solvency, risk concentration,
intra-group transactions and governance procedures; (iv) planning and coordinating, with other competent authorities,
supervisory activities in respect of the insurance group, (v) coordinating any enforcement action that may need to be
taken against the insurance group or any of its members; and (vi) planning and coordinating meetings of colleges of
supervisors (consisting of insurance regulators) in order to facilitate the carrying out of the functions described above.
Group Solvency. The Insurance (Prudential Standards) (Insurance Group Solvency Requirement) Rules and Insurance
(Group Supervision) Rules (together, "Group Rules"), will apply to the Company so long as the BMA remains our
group supervisor. The BMA has implemented and imposed many of the additional requirements described in this
section as part of its efforts to gain equivalence under Solvency II. The BMA will now wait until further notice to
implement Solvency II as a result of the delay in the implementation of Solvency II in Europe. In addition, through the
Group Rules, the BMA may take action which affects the Company. A summary of the Group Rules is set forth
below.

Group Financial Statements. Every insurance group must prepare and submit, on an annual basis, audited financial
statements prepared under GAAP or IFRS ("Group Financial Statements") and group statutory financial statements.
The Group Financial Statements must be audited annually by the group's approved auditor who must prepare an
auditor's report in accordance with generally accepted auditing standards. The designated insurer is required to file
with the BMA annually the audited Group Financial Statements within five months from the end of the relevant
financial year (unless specifically extended). The Group Financial Statements are available for public inspection.
Group Statutory Financial Return and Annual Capital and Solvency Return. Every insurance group is required to
prepare an annual group statutory financial return which must be submitted to the BMA by the designated insurer
within five months after its financial year end (unless specifically extended). The Group Rules prescribe the rules
pertaining to the preparation and substance of the group statutory financial statements (which include, in statutory
form, a group balance sheet, a group income statement, a group statement of capital and surplus, and notes thereto).
The designated insurer of the group is required to file with the BMA the group statutory financial statements with the
BMA within five months from the end of the relevant financial year (unless specifically extended). The statutory
financial return shall include, among other items, a report of the approved group auditor, an insurance group business
solvency certificate, an insurance group capital and solvency certificate, particulars of ceded reinsurance comprising
the top ten unaffiliated reinsurers for which the group has the highest recoverable balances, a list of non-insurance
financial regulated entities owned by the group and summary details of all adjustments applied to the group financial
statements in the form of a reconciliation of amounts reported as total assets, total liabilities, net income and total
statutory capital and surplus.
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Every insurance group must also prepare and submit a group capital and solvency return (the "Group Capital and
Solvency Return") which comprises the group BSCR model or an approved group internal capital model, along with
the returns prescribed in the applicable schedules to the Group Rules. The Group Capital and Solvency Return is
submitted by the designated insurer on behalf of the group and must include a declaration signed by two directors of
the insurer, one of which may be the chief executive; and either the chief risk officer of the parent company , or the
chief financial officer of the parent company

Quarterly Financial Returns. In addition to the annual filings, the designated insurer is required to prepare and file, on
behalf of the group, quarterly financial returns no later than the end of the month of each May, August and November
for the first, second and third quarters, respectively. The quarterly financial return shall consist of (a) quarterly
unaudited (consolidated) group financial statements in respect of its business for each financial statements in respect
of its business for each financial quarter, where such statements are the most recent produced by the group, and must
not reflect a financial position that exceeds two months and (b) details of material intra-group transactions and risk
concentrations, including among other things, details surrounding
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reinsurance and retrocession arrangements and the ten largest exposures to counterparty and other counterparty
exposures exceeding 10% of the insurer's statutory capital and surplus.

Restrictions on Dividends and Distributions. A Class 3B insurer and Class 4 insurer shall not declare or pay any
dividend during the financial year if it is in breach of its enhanced capital requirement or its general business solvency
margins or its minimum liquidity ratio or if the declaration or payment of such dividends would cause such a breach.
If it failed to meet its minimum solvency margins or minimum liquidity ratio on the last day of any financial year, a
Class 4 insurer, will be prohibited, without the approval of the BMA, from declaring or paying in any financial year
dividends of more than 25% of its total statutory capital and surplus (as shown on its previous financial year's
statutory balance sheet) unless it files (at least seven days before payment of such dividends) with the BMA an
affidavit stating that it will continue to meet the required margins.

Furthermore, Validus may only declare or pay a dividend, or make a distribution out of contributed surplus as the case
may be, if the Company has no reasonable grounds for believing that it is, or would after the payment be, unable to
pay its liabilities as they become due, or if the realizable value of its assets would not be less than its liabilities.
Insurance Code of Conduct. The BMA Insurance Code of Conduct establishes duties and standards which must be
complied with by all insurers registered under the Insurance Act. The Code is divided into six categories, including:
Proportionality principle;

Corporate Governance;

Risk Management;

Governance Mechanism;

Outsourcing; and

Market Discipline and Disclosure.

Failure to comply with the requirements under the Code will be a factor taken into account by the BMA in
determining whether an insurer is conducting its business in a sound and prudent manner as prescribed by the
Insurance Act.

Notification of Material Changes. All registered insurers are required to give notice to the BMA of their intention to
effect a material change within the meaning of the Insurance Act. For the purposes of the Insurance Act, the following
changes are material: (i) the acquisition or transfer of insurance business being part of a scheme falling under

section 25 of the Insurance Act or section 99 of the Companies Act 1981; (ii) the amalgamation with or acquisition of
another firm; (iii) engaging in non-insurance business and activities related thereto where such business is not
ancillary to its insurance business; and (iv) engaging in unrelated business that is retail business. Designated insurers
are also required to give notice to the BMA if any member of its group intends to give effect to any material change.
No registered insurer shall take any steps to give effect to a material change, and no designated insurer shall, subject
to the immediately following paragraph, permit any member of its group to take steps to give effect to a material
change, unless it has first served notice on the BMA that it intends to effect such material change and before the end
of 14 days, either the BMA has notified such company in writing that it has no objection to such change or that period
has lapsed without the BMA having issued a notice of objection.

A designated insurer shall not be required to serve notice of a material change if the member of the group in question
is regulated by a competent authority in an equivalent jurisdiction and has within 90 days of the event filed written
notice of the material change with the BMA.

Any insurer who fails to give the required notice or which effects a material change, or allows such material change to
be effected, before the prescribed period has elapsed or after having received a notice of objection from the BMA shall
be guilty of an offense. A designated insurer that is guilty of an offense shall neither be liable to criminal proceedings
nor any penalties but may be subject to directions issued by the BMA.

Securities:  Securities may be offered or sold in Bermuda only in compliance with the provisions of the Investment
Business Act 2003, and Exchange Control Act 1972, and related regulations of Bermuda which regulate the sale of
securities in Bermuda. In addition, specific permission is required from the BMA, pursuant to the provisions of the
Exchange Control Act 1972 and related regulations, for all issuances and transfers of securities of Bermuda
companies, other than in cases where the BMA has granted a general permission. The BMA, in its policy dated

June 1, 2005, provides that where any equity securities, which would include our ordinary shares, of a Bermuda
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company are listed on an appointed stock exchange (the New York Stock Exchange is deemed to be an appointed
stock exchange under Bermuda law), general permission is given for the issue and subsequent transfer of any
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securities of a company from and/or to a non-resident, for as long as any equity securities of the company remain so
listed. The ordinary shares of the Company are listed on the New York Stock Exchange.

Notwithstanding the above general permission, the BMA has granted us permission to, subject to our ordinary or
voting shares being listed on an appointed stock exchange, issue, grant, create, sell and transfer any of our shares,
stock, bonds, notes (other than promissory notes), debentures, debenture stock, units under a unit trust scheme, shares
in an oil royalty, options, warrants, coupons, rights and depository receipts, collectively, the “Securities”, to and among
persons who are either resident or non-resident of Bermuda for exchange control purposes, whether or not the
Securities (excluding, for the avoidance of doubt, our ordinary or voting shares) are listed on an appointed stock
exchange.

Shareholder Controller and other Notifications. Under the Insurance Act each shareholder or prospective
shareholder will be responsible for notifying the BMA in writing of his becoming a controller, directly or indirectly,
of 10%, 20%, 33% or 50% of the Company and/or any of the Company’s Bermuda insurance subsidiaries within

45 days of becoming such a controller. The BMA may serve a notice of objection on any controller of the Company or
any of the Company’s Bermuda insurance subsidiaries if it appears to the BMA that the person is no longer fit and
proper to be such a controller. The Company’s Bermuda insurance subsidiaries are also required to notify the BMA in
writing in the event of any person becoming or ceasing to be a controller or officer, a controller or officer being a
managing director, chief executive, director, secretary, chief executive or senior executive or other person in
accordance with whose directions or instructions the directors of the Bermuda insurance subsidiaries are accustomed
to act, including any person who holds, or is entitled to exercise, 10% or more of the voting shares or voting power or
is able to exercise a significant influence over the management of any of the Bermuda insurance subsidiaries.

United States

Talbot operates primarily within the Lloyd’s insurance market through Syndicate 1183, and Lloyd’s operations are
subject to regulation in the United States in addition to being regulated in the United Kingdom, as discussed below.
The Lloyd’s market is licensed to engage in insurance business in Illinois, Kentucky and the U.S. Virgin Islands and
operates as an eligible excess and surplus lines insurer in all states and territories except Kentucky and the U.S. Virgin
Islands. Lloyd’s is also an accredited reinsurer in all states and territories of the United States. Lloyd’s maintains
various trust funds in the state of New York to protect its United States business and is therefore subject to regulation
by the New York Department of Financial Services, which acts as the domiciliary department for Lloyd’s U.S. trust
funds. There are deposit trust funds in other states to support Lloyd’s reinsurance and excess and surplus lines
insurance business.

Talbot is subject to a Closing Agreement between Lloyd’s and the U.S. Internal Revenue Service pursuant to which
Talbot is subject to U.S. federal income tax to the extent its income is attributable to U.S. agents who have authority to
bind Talbot. Specifically, U.S. federal income tax is imposed on 35% of its income attributable to U.S. binding
authorities (70% for Illinois or Kentucky business).

We currently conduct our business in a manner such that we expect that Validus Re will not be subject to insurance
and/or reinsurance licensing requirements or regulations in the United States. Although we do not currently intend for
Validus Re to engage in activities which would require it to comply with insurance and reinsurance licensing
requirements in the United States, should we choose to engage in activities that would require Validus Re to become
licensed in the United States, we cannot assure you that we will be able to do so or that we will be able to do so in a
timely manner. Furthermore, the laws and regulations applicable to direct insurers could indirectly affect us, such as
collateral requirements in various U.S. states to enable such insurers to receive credit for reinsurance ceded to us.

In addition, the insurance and reinsurance regulatory framework of Bermuda and the insurance of U.S. risk by
companies based in Bermuda and not licensed or authorized in the United States recently has become the subject of
increased scrutiny in many jurisdictions, including the United States. We are not able to predict the future impact of
changes in the laws and regulation to which we are or may become subject on the Company’s financial condition or
results of operations.

United Kingdom

The financial services industry in the U.K. is regulated by the Financial Services Authority (“FSA”). The FSA is an
independent non-governmental body, given statutory powers by the Financial Services and Markets Act 2000.
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Although accountable to treasury ministers and through them to Parliament, it is funded entirely by the firms it
regulates. The FSA has wide ranging powers in relation to rule-making, investigation and enforcement to enable it to
meet its four statutory objectives, which are summarized as one overall aim: “to promote efficient, orderly and fair
markets and to help retail consumers achieve a fair deal.”

In relation to insurance business, the FSA regulates insurers, insurance intermediaries and Lloyd’s itself. The FSA and
Lloyd’s have common objectives in ensuring that Lloyd’s market is appropriately regulated and, to minimize
duplication, the FSA has agreed arrangements with Lloyd’s for co-operation on supervision and enforcement.
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Talbot’s underwriting activities are therefore regulated by the FSA as well as being subject to the Lloyd’s “franchise”.
Both FSA and Lloyd’s have powers to remove their respective authorization for Talbot to manage Lloyd’s syndicates.
Lloyd’s approves annually Syndicate 1183’s business plan and any subsequent material changes, and the amount of
capital required to support that plan. Lloyd’s may require changes to any business plan presented to it or additional
capital to be provided to support the underwriting (known as Funds as Lloyd’s).

The U.K. government has set out proposals to replace the current system of financial regulation, which it believes has
weaknesses, with a new regulatory framework. The key weakness it identified was that no single institution has the
responsibility, authority and tools to monitor the financial system as a whole, and respond accordingly. That power
will be given to the Bank of England. The U.K. government intends to create a new Financial Policy Committee
(“FPC”) within the Bank, which will look at the wider economic and financial risks to the stability of the system.

In addition, the FSA will cease to exist in its current form, and the U.K. government will create two new focused
financial regulators:

A new Prudential Regulation Authority (“PRA”) will be responsible for the day-to-day supervision of financial
tnstitutions that are subject to significant prudential regulation. It will adopt a more judgment-focused approach to
regulation so that business models can be challenged, risks identified and action taken to preserve financial stability.
A new Financial Conduct Authority (“FCA”) will have a strong mandate for promoting confidence and transparency in
financial services and to give greater protection for consumers of financial services.

The Financial Services Bill was introduced to Parliament on January 26, 2012 and received Royal Assent in
December 2012. "Legal cutover," when the new system will be operational, is expected to be April 2013.

In November 2007 Talbot established Talbot Risk Services Pte Ltd in Singapore to source business in the Far East
under the Lloyd’s Asia Scheme. The Lloyd’s Asia Scheme was established by the Monetary Authority of Singapore to
encourage members of Lloyd’s to expand insurance activities in Asia.

An EU directive covering the capital adequacy, risk management and regulatory reporting for insurers, known as
Solvency II was adopted by the European Parliament in April 2009. A directive, known as Omnibus II, which will
amend certain of the Solvency II proposals, including the implementation date, was due to be considered by the
European Parliament in 2012. On December 3, 2012, the European Parliament rescheduled the plenary vote of the
Omnibus II Directive to June 10 2013. Consequently, the proposed Solvency II insurance directive is now widely
expected not to come into force before January 1, 2016 at the earliest. Insurers and reinsurers are undertaking a
significant amount of work to ensure that they meet the new requirements and this may divert resources from other
operational roles. The Company’s implementation plans are well underway, although final Solvency II guidelines have
not been fully published.

Switzerland

Our Swiss reinsurance subsidiary, Flagstone Réassurance SA ("Flagstone Suisse"), is a société anonyme
headquartered in Martigny, Switzerland.

Regulation and Supervision. The conduct of reinsurance business by a company headquartered in Switzerland requires
a license granted by FINMA. In principle, licensing and supervision requirements are imposed on Flagstone Suisse as
a standalone legal entity. However, in certain circumstances FINMA may issue a decision to exercise supplementary
supervision over a group of companies. FINMA had been the group supervisor of Flagstone Group since July 1, 2011
until December 31, 2012.

Flagstone Suisse obtained its reinsurance license from the Swiss Federal Office of Private Insurance in December
2006. On January 1, 2009, Swiss financial services regulation was reformed institutionally pursuant to the law of June
22,2007 (“FINMALaw”), creating a single regulator ("FINMA") covering all financial services and integrating the
supervision of financial crime, professional audit firms and rating agencies. The function of the Swiss Federal Office
of Private Insurance ("FOPI") was replaced by this new single regulator.

In general FINMALaw is an overarching statute applying in as far as there is no contrary provision in the sectoral
laws for insurance and reinsurance. Sectoral laws are those laws germane to a particular industry sector such as, for

example, insurance, reinsurance and banking. Aside from some inconsequential amendments under FINMALaw
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unifying cross sectoral issues, the existing sectoral laws governing insurance and reinsurance continue in force,
substantially unchanged.

The various legal and regulatory requirements that must be satisfied, are set forth primarily by the three following sets
of rules and regulations: the Federal Insurance Supervisory Law (“ISL”); the Federal Private Insurance Supervision
Ordinance
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(“ISO”); and the FINMA Insurance Supervision Ordinance, as well as by various implementing directives and
circulars. In general, the approach is principles based and allows for consideration of a justified application by
management in relation to such principles.

Under Swiss rules and regulations, Swiss reinsurance companies are generally subject to many, but not all, of the
same provisions that apply to direct insurers, and include the following obligations:

Adequacy of Financial Resources. ISL Article 9 and ISO, sets out the minimum capital requirements and solvency
requirements. The minimum capital for a reinsurance firm is CHF 10 million. Firms are also obliged to constitute and
maintain an organizational fund. In the case of Flagstone Suisse this was fixed at CHF 10 million by the Swiss
Federal Office of Private Insurance prior to commencement of Flagstone Suisse's operations.

In addition Flagstone Suisse must keep adequate disposable and unencumbered capital resources to cover its entire
activities. In calculating the solvency margin, account is taken of the risks to which the firm is exposed, the insurance
classes involved, the extent of the business, the geographical scope and internationally recognized principles (ISL
Article 9). Solvency is determined based on two independent methodologies:

Solvency I: This involves calculating a margin applying defined percentages to a base of the higher of gross annual
premium or gross claims for the last three available years and comparing coverage in terms of admissible “own funds”
as determined under ISL Article 37.

The Swiss Solvency Test or SST: Under this approach, capital adequacy is given if risk bearing capital exceeds
Target Capital. This involves a more sophisticated analysis providing for a market-consistent valuation of all assets
and liabilities in the firm with a methodological approach to risk categories (insurance risk, credit risk etc.) subjecting
them to scenario stress tests at a basic level in the context of the standard regulatory approach but, where appropriate
(for instance mandatory for reinsurance companies), permitting the use of internal models in the overall management
of risk, once such models are validated. The validation of internal models is a general process which FINMA has
pursued with all regulated firms over the past year and is ongoing.

The SST is very close to the “Solvency II”” standard of the European Union. We expect that the Swiss regulation will
achieve mutual recognition in other parts of the world. On February 1, 2010, Switzerland was formally recognized as
equivalent by the EU committee of supervisors, the Committee of European Insurance and Occupational Pensions
Supervisors (“CEIOPS”), firstly as regards the EU Reinsurance Directive of 2005 regulating pure reinsurers and
secondly as regards its supervisory regime.

For the SST all assets of Flagstone Suisse are considered. There is no direct constraint on permitted investments since
the provisions regarding assets linked to reserves in the ISL do not apply to reinsurance firms. However, the use of
derivative instruments is required to be fully considered as part of the risk management processes and limited to
reducing investment or insurance risk or to secure investment efficiencies.

Sound Corporate Governance, Risk Management and Internal Control System. In addition to quantitative risk
measures, FINMA requires full qualitative governance and control of risk in the firm. This includes requirements as
to the ongoing fitness, propriety and competence of the directors and senior management, observance of ethical
standards, objective and appropriate remuneration procedures, management of conflicts of interests, the institution of a
compliance function, independence and adequate resourcing of control functions (including the responsible actuary,
the risk management function and the internal audit function), as well as clear terms of reference and systems of
delegation and report throughout.
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ISL and ISO each require the appointment of a Responsible Actuary - an independent and properly qualified actuary
responsible for ensuring that solvency margins are calculated correctly, proper accounting principles are used, and
adequate technical reserves are established and that he report to the Board periodically.

Insurance companies are required to implement documented procedures for risk management and internal
control. While FINMA does not require a specific quantitative outcome in relation to operational risk, the firm is
expected to undertake proper analysis and to account for it.

Supervisory Process. The supervisory process includes the following requirements:

Annual Reporting: Flagstone Suisse is required to prepare an annual report at the end of each financial year on the
solvency margins available, as well as an annual report on the calculation of target capital and on risk bearing capital.
Flagstone Suisse files a corporate report incorporating financial statements prepared and audited in accordance with
Swiss accounting rules and a supervisory report in the prescribed format. The supervisory report is to be submitted to
FINMA by June 30 of each year in electronic form together with the annual report.

24

47



Edgar Filing: VALIDUS HOLDINGS LTD - Form 10-K

Table of Contents

Ad Hoc Notifications: FINMA requires ad hoc notifications of all changes to the firm's scheme of operations which
include the following: any changes to company statutes, details of its organizational structure or business activities
(including expansion into new jurisdictions; changes involving at least a 10% equity holding or at least 10% of votes
in the Company, or where there is a change of control allowing persons to exert a significant influence on the
Company's commercial activities; changes in management personnel, including the Responsible Actuary).

In addition, Flagstone Suisse is required to notify changes in levels of control of it (upstream) or by it (downstream) at
10%, 20%, 33% or 50% in terms of capital or voting rights.

There is a general duty to notify FINMA of all matters of which it might want to be advised (FINMALaw Article
29). This includes all solvency material matters, which are specified by circular to include a breach of solvency
requirements, fluctuations of 10% or more in terms of assets, technical provisions, or of a significant retrocession
contract of the company as well as redemption of any hybrid debt instruments; and any regulatory or criminal
investigations brought against the company or the senior management or other significant events.

External Auditor Involvement. Audit firms are subjected to approval and supervision by FINMA and are a significant
agent in the supervisory process applying to reinsurance companies (FINMALaw 24 et seq.). Auditors report both to
the governing body of the company and to FINMA. They report to the Board on the financial statements of the
company and on regulatory shortcomings with a requirement for remediation. Material shortcomings are reported
directly to FINMA. A standardized audit report on these topics is prescribed by FINMA Directive. Failure to have an
audit conducted in accordance with legal requirements, to fulfill the legal duty of cooperation with auditors or for the
auditors to perform their role properly (including whistle blowing or failing to identify regulatory breaches) all attract
criminal sanctions.

Intervention and Enforcement by the Regulator. FINMALaw provides for a wider range of supervisory intervention
tools than previously provided for under the ISL such as the commencement of formal proceedings, including orders
to comply with the law, leading up to withdrawal of license, declarations of unfitness for individuals, disgorgement
and the appointment of independent specialists to investigate and implement remediation.

Capital Structure and Dividends. Flagstone Suisse is funded by equity in the form of paid in capital by shares and in
share premium. Under Swiss corporate law as modified by insurance supervisory law, a non-life insurance company
is obliged to contribute to statutory legal reserves a minimum of 20% of any annual profit up to 50% of statutory
capital, being paid in share capital. Flagstone Suisse has been substantially funded by share premium. As of the date
of this Annual Report we are advised that, as of 2011, share premium can be distributed to shareholders without being
subject to withholding tax. However the distribution of any special dividend to shareholders remain subject to the
approval of FINMA which has regard to the maintenance of solvency and the interests of reinsureds and creditors.
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Employment Practices
The following table details our personnel by geographic location as at December 31, 2012:

Location Validus Re Talbot AlphaCat  Corporate Total
London, England — 302 — — 302
Pembroke, Bermuda 65 — 5 50 120
Halifax, Canada 60 — —

%
48.0
19.0

%
%
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