XL Insurance (Bermuda) Ltd
Consolidated Financial Statements
For The Years Ended
December 31, 2008 and 2007



PRICEAVATERHOUSE(QOPERS

Pricewaterhous eCoopers
Charlered Accountants
Donchesiar House

T Ehureh Sirewt

Hamilbce HW 11

Barmuda

Telephene +1 (441) 795 2000
Facsirile +1 (441) 205 1242
W pwi comitbermuda

Report of Independent Auditors
To the Shareholder of XL Insurance (Bermuda) Lid:

In our opinion, the accompanying consclidated balance sheets and the refated consolidated
statements of income and retained eamnings, comprehensive income, shareholder's equity and cash
flows present fairy, in all material respects, the financial position of XL Insurance {Barmuda) Ltd. and
its subsidiaries at December 31, 2008 and 2007, and the results of their operations and their cash
flows for each of the two years then ended in conformity with accounting principles generaily accepted
in the United States of America. These financial statements are the responsibility of the Company's
management. Our responsibility is to express an opinion on these financial statements based on our
audits. We conducted our audits of these statements in accordance with auditing standards generally
accepted in the United States of America. Those standards require that we plan and perform the
audits to obtain reascnable assurance about whether the financial statements are free of material
misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and
disclosures in the financial statements, assessing the accounting principles used and significant
esfimates made by management, and evaluating the overall financial statement presentation. We
believe that our audits provide a reasonable basis for our opinion.

PricewaterhouseCoopers

Hamilton, Bermuda
April 14, 2009

A list of partners can be obladned from the above addrass,
"PricewatarhcuseCoopers” rafers 1o PricewaterhouseConpers (@ Bermuda parinarship) or, &5 the context requires, the PrcewaterhowseConpars
global network e sther member Firme of the netwark, sach of which |5 8 saparale and Hdepandent legal entry,
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XL Insurance (Bermuda) Ltd
Consolidated Balance Sheets As At December 31, 2008 And 2007
(Expressed in Thousands of U.S. dollars)

2008 2007
Assets
Fixed maturities, at fair value
(amortized cost : 2008 - $11,976,241; 2007 - $15,259,085) $ 10,950,071 ¢ 14,770,258
Equity securities, at fair value
(cost : 2008 - $7,693; 20C7 - $63,596) 6,870 63,186
Short-term investments, at fair value
(amortized cost : 2008 - $630,289; 20C7 - $1,093,522) 608,751 1,084,354
Tota investments available for sde 11,565,692 15,917,798
Investments in affiliates 628,10€ 937,661
Other investments 224,69C 280,30
Totd investments 12,418,488 17,135,764
Cash and cash equivalents 2,648,587  3,062,93¢
Accrued investment income 138,41C 172,20C
Premiums receivable 4,585,283 5,574,688
Reinsurance balances receivable 783,978 888,227
Unpaid losses and loss expenses recoverable 11,778,001 12,278,481
Amounts due from parent and affiliated companies 1,017,906 1,748,408
Deferred acquisition costs 612,98C 651,262
Prepaid reinsurance premiums 2,295,706  2,883,15€
Goodwill and other intangible assets 464,045 463,423
Deferred tax asset, net 299,778 300,02¢
Other assets 471,02€ 560,26¢
Total assets $ 37,514,188 ¢ 45,718,845
Liabilities And Shareholder's Equity
Liabilities:
Unpaid losses and loss expenses $ 19,453,425 ¢ 20,770,061
Deposit liabilities 1659,244 6,805,464
Future policy benefit reserves 2,963,232 3,786,674
Unearned premiums 3,830,055 4,249,437
Unearned commissions 573,561 709,081
Premiums received in advance 47,043 63,069
Reinsurance premiums payable 1600844 1,440,473
Amounts due to Parent and affiliated companies 718,328 539,71¢
Accounts payable and accrued liabilities 720,265 897,932
Net payable for investments purchased 135,902 148,92¢
Notes payable and debt - 255,00C
Minority interest 1,592 2,419
Tota liabilities 31,703,492 39,668,257
Commitments and Contingencies (note 19)
Shareholder's Equity :
Share capital (par vaue $0.10 per share; authorized, 15,000,000
issued and outstanding, 10,000,000 shares at
December 31, 2008 and 20C7 respectively) 1,000 1,000
Contributed surplus 6,763,074 4,427,548
Accumulated other comprehensive income (932,150) (31,016)
Retained (deficit)/earnings (21,228) 1,653,05€
Total shareholder's equity 5,810,696 6,050,58¢€

Total liabilities and shareholder's equity $ 37,514,188 ¢ 45,718,845




XL Insurance (Bermuda) Ltd

Consolidated Statements Of Income And Retained Earnings
For Y ears Ended December 31, 2008 And 2007

(Expressed in Thousands of U.S. dollars)

Revenues:

Net premiums earned

Net investment income

Net redlized (losses) on investments

Net realized and unrealized gains on derivative instruments
Net (losss) income from investment fund affiliates

Fee income and other

Total revenues

Expenses:
Net losses and |oss expenses incurred
Acquisition costs, net of reinsurance commissions
Operating expenses
Net foreign exchange (gain)
Impairment of Goodwill
Amortization of intangible assets
Interest expense

Total expenses

Income (loss) before minority interest, income tax expense
and net income of operating affiliates

Minority interest in net income of subsidiaries
Income tax expense

Net (loss) income from operating affiliates
Net income (loss)

Retained earnings — beginning of year
Dividends paid

Retained earnings (Deficit) - end of year

2008 2007
$ 2833571 § 2,318,146
851151 1,278,197
(762,080) (474,582
(12,248) (56,728)
(46,170) 16,290
96,727 22,931
2060951 3,104,254
2107931 1,653,973
(82069) (237,812
907,545 902,991
(139,421) (49,056)
966 -
2,068 1,680
168,057 443,174
2065977 2,714,950
(5,026) 389,304

- 23,928
191,270 222,168
(1,477,988  (1,084,990)
(1674284)  (941,782)
1,653,056 2,594,838
$  (21,228) $ 1,653,056

See accompanying notes to consolidated financia statements.



XL Insurance (Bermuda) Ltd
Consolidated Statements Of Comprehensive Income

For The Y ears Ended December 31, 2008 And 2007
(Expressed in Thousands of U.S. dollars)

Net (loss)

Other comprehensive (10ss)

Change in net unrealized (losses) on investments, net of tax
Additiona pension ligbility

Foreign currency trandation adjustments

Redlization of accumulated other comprehensive loss on sae of
Syncora

Comprehensive (l0ss)

2008 2007
$(1,674284) § (941,782

(499,404) (473,645)

(2,582) 3,255
(399,148) 328,062
- 4,954

$ (2575418)$ _(1,079,156)

See accompanying notes to consolidated financial statements.



XL Insurance (Bermuda) Ltd

Consolidated Statements Of Shareholder’ s Equity
For The Y ears Ended December 31, 2008 And 2007
(Expressed in Thousands of U.S. dollars)

Share Capital:
Balance - beginning of year
Balance - end of year

Contributed Surplus:
Balance - beginning of year
Contributed Surplus

Balance - end of year

Accumulated Other Comprehensive Income (L 0ss):
Balance - beginning of year
Net change in unrealized (losses) on investment portfolio

Balance - end of year

Retained Earnings:
Baance - beginning of year

Net Loss
Balance - end of year

Total Shareholders Equity

@ &

4,427,548
2,335,526

6,763,074

(31,016)
(901,134)
(932,150)

1,653,056

(1,674,284)
21,228

5810,696

»

3,908,548
519,000

4,427,548

106,358
(137,374)

(31,016)

2,594,838

(941,782)
1,653,056

6.050.588



XL Insurance (Bermuda) Ltd

Consolidated Statements Of Cash Flows

For The Y ears Ended December 31, 2008 And 2007
(Expressed in Thousands of U.S. dollars)

2008 2007

Cash flows (used in) provided by operating activities:

Net (loss) $ (1,674,284) (941,782)
Adjustments to reconcile net (loss) income
to net cash provided by operating activities :

Net realized losses on sales of investments 762,08C 474,582
Net realized and unrealized |0sses on derivative instruments 12,248 56,728
Amortization of discounts on fixed maturities (52 (17,848)
Impairment of goodwill 966 -
Amortization of intangible assets 2,968 1,680
Accretion of deposit liabilities 109,265 370,921
Equity in net losses of investment and operating affiliates 1,524,160 1,068,700
Cash paid to Syncora (1,775,000) -
Accrued investment income 30,540 (3,992
Amounts due to parent and affiliates 910,26C (987,190)
Premiums received in advance (16,026) (63,076)
Unpaid losses and |oss expenses (869,735) 938,364
Change in future policy benefit reserves (235,749) 293,767
Unearned premiums (429,318) (42,244)
Premiums receivable 342,85¢ (165,853)
Unpaid losses and |oss expenses recoverable 260,694 (472,178)
Prepaid reinsurance premiums 506,91¢ 4,836
Reinsurance balances receivable 92,929 140,768
Reinsurance premiums payable 305,707 (161,977)
Deferred acquisition costs 5,946 (21,607)
Minority interest - 23,928
Deferred tax asset (19,525) (60,892)
Other 77,420 (125,002
Tota net adjustments 1,599,556 (1,252,415)
Net cash (used in) provided by operating activities (74,728) 310,632
Cash flows (used in) provided by investing activities:
Proceeds from sale of fixed maturities and short-term investments 6,228,93¢ 13,133,407
Proceeds from redemption of fixed maturities
and short-term investments 1,143,47€ 859,317
Proceeds from sale of equity securities 52,095 144,163
Purchases of fixed maturities and short-term investments (4,470,696) (12,916,317)
Purchases of equity securities (46,505) (29,376)
Investments in affiliates, net of dividends receivec 253,09¢ (180,408)
Acquisition of subsidiaries, net of cash acquirec - (32,918)
Proceeds from sale of Syncora Common Shares, net of cash sold
upon deconsolidation - (110,843)
Other investments (21,305) (127,081)
Net cash provided by investing activities 3,139,09¢ 739,944




XL Insurance (Bermuda) Ltd

Consolidated Statements Of Cash Flows (Continued)
For The Y ears Ended December 31, 2008 And 2007
(Expressed in Thousands of U.S. dollars)

2008 2007
Cash flows (used in) provided by financing activities :
Proceeds from (repayment) of debt (255,000) -
Contributed surplus from parent company 2,335,526 519,00C
Deposit liabilities (5,527,97€ (480,869)
Net cashflow on securities lending 10,445 13,920
Net Proceeds on sale of common shares of Syncora - -
Dividends paid to minority shareholders of Syncora - (16,130)
Proceeds from issuance of Syncora Series A perpetua preference
ordinary shares - 247,248
Net cash (used in) provided by financing activities (3,437,005) 283,169
Effects of exchange rate changes on foreign currency cash (41,717) 58,741
Increase (decrease) in cash and cash equivaents (414,352) 1,392,487
Cash and cash equivaents - beginning of year 3,062,939 1,670,452
Cash and cash equivaents - end of year $ 2648587 3,062,93¢
Net taxes paid $ 146,70C ¢ 152,615
Interest paid $ 14,599 $ 16,779

See accompanying notes to consolidated financia statements.



XL Insurance (Bermuda) Ltd
Notes to Consolidated Financial Statements (Continueq)

For The Y ears Ended December 31, 2008 And 2007
(Expressed in Thousands Of U.S. dollars)

1. History

XL Insurance (Bermuda) Ltd (“XL” or the “Company”) is an insurance company formed
in 1986 under the laws of Bermuda and is a wholly-owned subsidiary of XL Capital Ltd
(formerly known as Exel Limited), a Cayman Idands company. XL formed XL Europe
Insurance, an insurance company organized under the laws of Ireland to serve European clients.
In December 2008, XL Europe was merged with XL Insurance Company Ltd, a wholly owned
subsidiary of the company. XL formed X.L. Investments Ltd., with limited liability under the
laws of Bermuda, and various other subsidiaries, for the purpose of investing in short and long-
term securities, equities, limited partnerships and other investments.

On August 4, 2006, the Company completed the sale of 37% of its then financial guarantee
reinsurance and insurance businesses through an initial public offering (*1PO”) 23.4 million
common shares of Syncora Holdings Ltd. (“Syncora’) (formerly Security Capital Assurance Ltd.
or “SCA”). On June 6, 2007, the Company completed the sale of a portion of Syncora’ s common
shares owned by the Company through a secondary offering and thereby reduced its ownership of
Syncora's outstanding common shares from approximately 63% to approximately 46%. On
August 5, 2008, the Company closed an agreement (the “Master Agreement”) with Syncora and
its subsidiaries, as well as certain counterparties to credit default swap agreements, in connection
with the termination of certain reinsurance and other agreements. As part of the Master
Agreement, the Company transferred al of the shares it owned n Syncora to a trust and as a
result has no further ownership interest in the company. For further details relating to the Master
Agreement, see Note 5, “Syncora Holdings Ltd.”

Effective January 1, 2005, XL Capita Ltd transferred the ownership of XL Life Ltd and its
subsidiaries to the Company. These companies primarily assume life reinsurance business
written by various affiliated Companies within the XL Capital group.

Effective January 1, 2002, the Company increased its shareholding in Le Mans Re from
49% to 67% in order to expand its international reinsurance operations. On September 3, 2003,
the Company exercised its option to buy the remaining 33% from MMA and changed the name of
Le Mans Ré to XL Re Europe S.A. On October 18, 2006, the Company received approva to
form a new European company, XL Re Europe Ltd, based in Dublin, Ireland, which is licensed to
write all classes of reinsurance business. XL Re Europe is the headquarters of the Company’s
European reinsurance platform with branch offices in France and the U K.

On July 25, 2001, the Company acquired certain Winterthur International insurance
operations (“Winterthur International”) to extend its predominantly North American based large
corporate business globally. Results of operations of Winterthur Internationa have been included
from July 1, 2001, the date from which the economic interest was transferred to the Company.
See Note 6 (b) for additional information.

On June 18, 1999, XL Capitd merged with NAC Re Corp (“NAC"), a Deaware
corporation. NAC was organized in 1985 and, through its subsidiaries, writes property and
casualty insurance and reinsurance in the U.S., Canada and Europe. Subsequent to the merger,
NAC became a wholly-owned subsidiary of XL America, Inc. (“XLA”"), which in turn, is a
wholly-owned subsidiary of XL. XL's U.S. operations are also conducted through its wholly-
owned subsidiary XL Reinsurance America Inc., areinsurance company domiciled in the State of
New York, and six affiliated pool members (all subsidiaries of XLA), who possess property,
casualty and reinsurance licenses throughout the 50 states.



XL Insurance (Bermuda) Ltd
Notes to Consolidated Financial Statements (Continued)

For The Y ears Ended December 31, 2008 And 2007
(Expressed in Thousands Of U.S. dollars)

1. History (continued)

The Company further expanded into the U.S. in 1999 by completing the acquisition of both
Intercargo Corporation and ECS, Inc (now XL Environmental Inc). Intercargo Insurance
Company (renamed XL Specidty) which is a subsidiary of Intercargo Corporation, underwrites
specidty insurance products for companies engaged in international trade, including U.S.
Customs bonds. XL Environmental is an underwriting manager, which specializes in
environmental insurance coverages and risk management services.

2. Nature of Business

Insurance Operations

The Company provides commercia property and casualty insurance products on a globa
basis. Products generally provide tailored coverages for complex corporate risks and include the
following lines of business. Property, casualty, professiona liability, environmental liability,
aviation and satellite, marine and offshore energy, equine, fine art and specie, excess and surplus
lines and other insurance coverages including program business.

Property and casualty products are typically written as global insurance programs for large
multinational companies and institutions and include umbrella liability, product recdl, U.S.
workers' compensation, property catastrophe and primary master property and liability coverages.
Property and casualty products generally provide large capacity on a primary, guota share or
excess of loss basis. In North America, the casualty business written includes primary, umbrella
and high layer excess business. The primary casualty programs (including workers
compensation) generally require customers to take large deductibles or self-insured retentions.
For the umbrella and excess business written, the Company’s liability attaches after large
deductibles, including self insurance or insurance from other companies. Outside of North
America, casualty business is aso written on a primary basis. Policies are written on an
occurrence, clams-made and occurrence reported basis. The Company’s property business,
which also includes construction projects, is short-tail by nature and written on both a primary
and excess of loss basis. Property business written includes exposures to man-made and natural
disasters, and generally, loss experience is characterized as low frequency and high severity.

Professiond liability insurance includes directors and officers liability, errors and
omissions liability and employment practices liability coverages. Policies are written on both a
primary and excess of loss basis. Directors and officers coverage includes primary and excess
directors and officers liability, employment practices liability, company securities and private
company directors and officers’ liability. Employment practices liability is written primarily for
very large corporations and covers those firms for legal liability in regard to the treatment of
employees. Errors and omissions coverage is written on a primary and excess basis.

Environmental liability products include pollution and remediation legal liability, general
and project-specific pollution and professiona liability, commercial general property
redevelopment and contractor’s pollution liability. Business is written for both single and
multiple years on a primary or excess of loss, dlams-made or, less frequently, occurrence basis.
The Company dso offers commercial genera liability and automobile liability insurance to
environmental businesses.

Aviation and satellite products include comprehensive airline hull and liabilities, airport
liability, aviation manufacturers products liability, aviation ground handler ligbility, large aircraft
hull and liability, corporate non-owned aircraft liability, space third party liability and satellite
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XL Insurance (Bermuda) Ltd
Notes to Consolidated Financial Statements (Continued)

For The Y ears Ended December 31, 2008 And 2007
(Expressed in Thousands Of U.S. dollars)

2. Nature of Business (continued)

I nsurance Oper ations (continued)

risk including damage or malfunction during ascent to orbit and continual operation, and aviation
war. Aviation liability and physica damage coverage is offered for large aviation risks on a
proportiona basis, while smaller genera aviation risks are offered on a primary basis. Satellite
risks are generally written on a proportional basis.

Marine and offshore energy and equine insurance are aso provided by the Company.
Marine and energy coverage includes marine hull and machinery, marine war, marine excess
liability, cargo and offshore energy insurance. Equine products specidize in providing
bloodstock, livestock and aquaculture insurance.

Excess and surplus lines products include both general liability and property coverages. For
genera liability, most Insurance Services Office, Inc. products are written. For property, limits
arerelatively low and coverages exclude flood, earthquake and difference in conditions.

The Company’s program business specializes in insurance coverages for distinct market
segments in North America, including program administrators and managing general agents who
operate in a specialized market niche and have unique industry backgrounds or specialized
underwriting capabilities. Products encompass automobile extended warranty and other property
and casualty coverage.

Certain structured indemnity products, previously structured by XL Financial Solutions
(“XLFS"), are included within the results of the Insurance operations covering a range of
insurance risks including property and casualty insurance, certain types of residua exposures and
other market risk management products. In August 2008, the Company ceased operations that
included the closure of the XLFS business unit and reassignment of responsibilitiy for existing
structured indemnity business to its core insurance operations.

The Insurance operations aso include XL GAPS, a loss prevention service which offers
individually tailored risk management solutions to risk managers, insurance brokers and
insurance company clients operating on a global basis.

The excess nature of many of the Company’ s insurance products, coupled with historically
large policy limits, results in a book of business that @n have losses characterized as ow
frequency and high severity. As aresult, large losses, though infrequent, can have a significant
impact on the Company’s results of operations, financial condition and liquidity. The Company
atempts to mitigate this risk by, among other things, using strict underwriting guidelines,
effective risk management practices and various reinsurance arrangements, discussed below.

The Company has decided to follow the guidelines of the U.S. Terrorism Risk Insurance
Act of 2002 (‘TRIA”), as amended, which established the Terrorism Risk Insurance Program
(“TRIP”) which became effective on November 26, 2002 and was a three-year federa program
effective through 2005. On December 22, 2005, a bill was signed extending TRIA (“TRIAE”)
for two more years, continuing TRIP through 2007. On December 26, 2007, the Terrorism Risk
Insurance Program Reauthorization Act of 2007 (“TRIPRA”) was signed which further extended
TRIP for 7 years until December 31, 2014 and aso eiminated the distinction between foreign and
domestic acts of terrorism.

11



XL Insurance (Bermuda) Ltd
Notes to Consolidated Financial Statements (Continued)

For The Y ears Ended December 31, 2008 And 2007
(Expressed in Thousands Of U.S. dollars)

2. Natureof Business (continued)
I nsurance Oper ations (continued)

The Company had, prior to the passage of the TRIP and the related legidation, underwritten
exposures under certain insurance policies that included coverage for terrorism.  The passage of
TRIP and the related legidation has required the Company to make a mandatory offer of
“Certified” terrorism coverage with respect to relevant covered insurance policies as specified
under the related legidation. In addition, the Company underwrites a limited number of policies
providing terrorism coverage that are not subject to TRIA.

Reinsurance Oper ations

The Company provides casualty, property risk (including energy and engineering), property
catastrophe, marine, aviation, and other specialty reinsurance on a globa basis with business
being written on both a proportiona and non-proportional basis. Business written on a non-
proportional basis generally provides for an indemnification by the Company to the ceding
company for a portion of the losses both individually and in the aggregate, on policies with limits
in excess of a specified individual or aggregate loss deductible. For business written on a
proportional bases including “quota share” or “surplus basis’ basis, the Company receives an
agreed percentage of the premium and is liable for the same percentage of each/all incurred loss.
For proportional business, the ceding company normally receives a ceding commission for the
premiums ceded and may aso, under certain circumstances, receive a profit commission.
Occasionally this commission could be on a diding scale depending on the loss ratio performance
in which case there is generaly no profit commission. Reinsurance may be written on a
portfolio/treaty basis or on an individua risk/facultative basis. The treaty business is mainly
underwritten using reinsurance intermediaries while the individua risk business is generally
underwritten directly with the ceding companies, especialy for business written in the U.S.

The Company’s casudty reinsurance includes genera liability, professional liability,
automobile and workers compensation. Professional liability includes directors and officers,
employment practices, medical mapractice, and environmenta liability. Casudty lines are
written as treaties, programs as well as on an individual risk basis and on both a proportiona and
a non-proportional bass. The treaty business includes clash programs which cover a number of
underlying policies involved in one occurrence or a judgment above an underlying policy’s limit,
before suffering aloss.

The Company’s property business, primarily short-tail in nature, is written on both a
portfolio/treaty and individual/facultative basis and includes property catastrophe, property risk
excess of loss and property proportional. A significant portion of property business underwritten
consists of large aggregate exposures to man-made and natural disasters and, generaly, loss
experience is characterized as low frequency and high severity. This may result in volatility in the
Company’ s results of operations, financial condition and liquidity.

The Company seeks to manage its reinsurance exposures to catastrophic events by limiting
the amount of exposure in each geographic or peril zone worldwide, underwriting in excess of
vaying attachment points and requiring that contracts exposed to catastrophic loss include
aggregate limits. The Company also seeks to protect its aggregate exposures by peril and zone
through the purchase of reinsurance programs.

The Company’s property catastrophe reinsurance account is generally “all risk” in nature.
As aresult, the Company is exposed to losses from sources as diverse as hurricanes and other
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XL Insurance (Bermuda) Ltd
Notes to Consolidated Financial Statements (Continued)

For The Y ears Ended December 31, 2008 And 2007
(Expressed in Thousands Of U.S. dollars)

2. Natureof Business(continued)

Reinsurance Oper ations (continued)

windstorms, earthquakes, freezing, riots, floods, industrial explosions, fires, and many other
potential natural or man-made disasters. In accordance with market practice, the Company’s
policies generally exclude certain risks such as war, nuclear contamination or radiation.
Following the terrorist attacks at the World Trade Center in New Y ork City, in Washington, D.C.
and in Pennsylvania on September 11, 2001 (collectively, “the September 11 event”), terrorism
cover, including nuclear, biological, radiological and chemica, has also been restricted or
excluded in many territories and classes. Some U.S. States make it mandatory to provide some
cover for “Fire Following” terrorism and some countries make terrorism coverage mandatory.
The Company’ s predominant exposure under such coverage is to property damage.

The Company had, prior to the passing of TRIA, underwritten reinsurance exposures in
the U.S. that included terrorism coverage. Since the passage of TRIA in the U.S,, together with
the TRIEA and TRIPRA extensions noted above, the Company has underwritten a very limited
number of stand-alone terrorism coverage policies in addition to coverage included within non-
stand-alone policies. In the U.S,, in addition to “NBRC” acts, the Company generaly excludes
coverage included under TRIA from the main catastrophe exposed policies. In other cases, both
within and outside the U.S., the Company generally relies on either a terrorism exclusion clause,
which does not include personal lines, excluding NBRC, or a smilar clause that excludes
terrorism completely. There are a limited number of classes underwritten where no terrorism
exclusion exists.

Property catastrophe reinsurance provides coverage on an excess of loss basis when
aggregate losses and loss adjustment expenses from a single occurrence of a covered event
exceed the attachment point specified in the policy. Some of the Company’s property catastrophe
contracts limit coverage to one occurrence in any single policy year, but most contracts generally
enable at least one reinstatement to be purchased by the reinsured.

The Company aso writes property risk excess of loss reinsurance. Property risk excess of
loss reinsurance covers a loss to the reinsured on a single risk of the type reinsured rather than to
aggregate losses for al covered risks on a specific peril, as is the case with catastrophe
reinsurance. The Company’s property proportional account includes reinsurance of direct
property insurance. The Company seeks to limit the catastrophe exposure from its proportiona
and per risk excess business through extensive use of occurrence and cession limits.

Other specialty reinsurance products include energy, space, engineering, fidelity, trade
credit and political risk. The Company aso underwrites a small portfolio of contracts covering
trade credit.

The Company’s also assumes life reinsurance business, from affiliated Companies,
primarily in respect of European lives, and includes term assurances, group life, critical illness
cover, immediate annuities and disability income business. The mgority of the business written
is on a proportional basis. The Company has also written a few large contracts relating to
portfolios of closed blocks of U.K. and Irish fixed annuities in payment. In relation to certain of
these contracts, the Company receives cash and investment assets at the inception of the
reinsurance contract relating to future policy benefit reserves assumed. These contracts are long-
term in nature, and the expected claims payout period can span up to 30 or 40 years with average
duration of around 10 years.
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XL Insurance (Bermuda) Ltd
Notes to Consolidated Financial Statements (Continued)

For The Y ears Ended December 31, 2008 And 2007
(Expressed in Thousands Of U.S. dollars)

2. Natureof Business(continued)
Other Financial Lines

Other Financia Lines is comprised of remaining contracts associated with the funding
agreement (“FA”) business and previoudly included the guaranteed investment contract (“GIC”)
business. GICs and FAs provide users guaranteed rates of interest on amounts previously invested
with the Company. FAsare very similar to GICsin that they have known cash flows. FAswere
sold to institutional investors, typically through medium term note programs.

Reinsurance Ceded

The Company uses reinsurance to support the underwriting and retention guidelines of
each entity as well as to control the aggregate exposure of the Company to a particular risk or
class of risks. Reinsurance is purchased at several levels ranging from reinsurance of risks
assumed on individual contracts to reinsurance covering the aggregate exposure on a portfolio of
policies issued by groups of companies. Under its reinsurance security policy, the Company’s
seeks to cede business to reinsurers generally rated “A” or better by Standard & Poor’s (“S&P”)
or, in the case of Lloyd's syndicates, “B+" from Moody’s Investor Service (“Moody’s’). The
Company considers reinsurers that are not rated or do not fall within the above rating categories
and may grant exceptions to the Company’s general policy on a case-by-case basis.

a) Insurance Operations

In certain cases, the risks assumed by the Company are partialy reinsured with third party
reinsurers. Reinsurance ceded varies by location and line of business based on a number of
factors, including market conditions. A quota share treaty is in place for casuaty business
emanating from North America, Bermuda and Ireland and the balance of the business written is
protected by an excess of loss cover. The professiona liability business is protected by an excess
of loss treaty. A per-risk excess and catastrophe excess of loss treaty protects the Company’s
large risk, multi-national property business. The Company maintains retentions within each
reinsurance program.

b) Reinsurance Operations

Reinsurance is purchased at severa levels ranging from reinsurance of risks assumed on
individual contracts to reinsurance covering the aggregate exposures. Upon expiration of the
Company’s quota share reinsurance treaty with Cyrus Re which reduced the Company’s
catastrophe exposures, the Company, effective January 1, 2008, entered into a quota share
reinsurance treaty with a newly-formed Bermuda reinsurance company, Cyrus Re Il. Pursuant to
the terms of the quota share reinsurance treaty, Cyrus Re |l assumed a 10% cession of certain
lines of property catastrophe reinsurance and retrocession business underwritten by certain
operating subsidiaries of the Company for business that incepted between January 1, 2008 and
July 1, 2008. In connection with such cessions, the Company paid Cyrus Re Il reinsurance
premium less a ceding commission, which included a reimbursement of direct acquisition
expenses incurred by the Company as well as a commission to the Company for generating the
business. The quota share reinsurance treaty also provided for a profit commission payable to the
Company. Cyrus Re Il was canceled and not renewed at December 31, 2008.

The traditional catastrophe retrocession program was renewed in June 2008 to cover
certain of the Company’s exposures net of Cyrus Re |l cessions. These protections, in various
layers and in excess of varying attachment points according to the territory exposed, assist in
managing the Company’s net retention to an acceptable level. The Company has co-reinsurance
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For The Y ears Ended December 31, 2008 And 2007
(Expressed in Thousands Of U.S. dollars)

2. Natureof Business(continued)

b) Reinsurance Operations (continued)

retentions within this program. The Company renewed alditional structures with a restricted
territorial scope for 12 months at July 2008. The Company continued to buy additional protection
for the Company’s marine and offshore energy exposures. These covers provide protection in
various layers and excess of varying attachment points according to the scope of cover provided.
The Company has co-reinsurance participations within this program.

The Company continues to buy specific reinsurance on its property and aviation portfolios
to manage its net exposures in these classes.

3. Significant Accounting Policies

(a) Basis of Preparation and Consolidation

These consolidated financia statements include the accounts of the Company and all of
its subsidiaries. These consolidated financia statements have been prepared in accordance with
accounting principles generaly accepted in the United States of America (“GAAP”). All
significant intercompany accounts and transactions have been eliminated.

The preparation of financia statements in conformity with GAAP requires management
to make estimates and assumptions that affect the reported amount of assets and liabilities and
disclosure of contingent assets and liabilities at the date of the financid statements and the
reported amounts of revenues and expenses during the reporting period. The Company’s most
significant areas of estimation include:

» unpaid losses and loss expenses and unpaid losses and |oss expenses recoverable;
» future policy benefit reserves,

» deposit liahilities;

» vauation of certain derivative instruments,

» other than temporary impairments in the value of investments;

* income taxes,

* reinsurance premium estimates; and

» goodwill carrying value

While management believes that the amounts included in the consolidated financia
statements reflect the Company’ s best estimates and assumptions, actual results could differ from
these estimates
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3. Significant Accounting Policies (continued)

(b) Fair Value M easurements

Financial Instruments subject to Fair Value Measurements

In September 2006, the FASB issued No. FAS 157, “Fair Vaue Measurements’ (“FAS
157"). FAS 157 clarifies that fair value is an exit price, representing the amount that would be
received to sell an asset or paid to transfer a liability in an orderly transaction between market
participants. Under FAS 157, fair value measurements are not adjusted for transaction costs. FAS
157 nullifies the guidance included in EITF Issue No. 02-3, “Issues Involved in Accounting for
Derivative Contracts Held for Trading Purposes and Contracts Involved in Energy Trading and
Risk Management Activities,” that prohibited the recognition of a day one gain or loss on
derivative contracts (and hybrid financial instruments measured at fair value under FAS 155)
where a company was unable to verify al of the significant model inputs to observable market
data and/or verify the model to market transactions. However, FAS 157 requires that afair value
measurement reflect the assumptions market participants would use in pricing an asset or liability
based on the best information available. Assumptions include the risks inherent in a particular
valuation technique (such as a pricing model) and/or the risks inherent in the inputs to the model.

In addition, FAS 157 prohibits the recognition of “block discounts’ for large holdings of
unrestricted financial instruments where quoted prices are readily and regularly available for an
identical asset or liability in an active market. The provisons of FAS 157 are to be applied
prospectively, except changes in fair value measurements that result from the initial application of
FAS 157 to existing derivative financial instruments measured under EITF Issue No. 02-3,
existing hybrid financia instruments measured at fair value and block discounts, al of which are
to be recorded as an adjustment to beginning retained earnings in the year of adoption.

The Company adopted FAS 157 as of January 1, 2008, applying the provisions of the
statement prospectively to assets and liabilities measured at fair value. There was no transition
adjustment required to opening retained earnings as a result of the adoption of this standard. As
noted above, the fair value of a financial instrument is the amount that would be received to sell
an asset or paid to transfer aliability in an orderly transaction between market participants at the
measurement date (the exit price). Instruments that the Company owns (long positions) are
marked to bid prices and instruments that the Company has sold but not yet purchased (short
positions) are marked to offer prices. Fair value measurements are not adjusted for transaction
costs.

In February 2008, the FASB issued FSP FAS 157-2, “Effective Date of FASB Statement
No. 157" (“FSP FAS 157-2"), which permits a one-year deferral of the application of FAS 157
for all nonfinancial assets and non-financia liabilities, except those that are recognized or
disclosed at fair value in the financial statements on arecurring basis (at least annually). FSP FAS
157-2 is effective in conjunction with FAS 157 for interim and annual financia statements issued
after January 1, 2009. Accordingly, the provisions of FAS 157 have not been applied to goodwill
and other intangible assets held by the Company which are measured periodically for impairment

testing purposes only.

In October 2008, the FASB issued FSP No. FAS 157-3, “Determining the Fair Vaue of a
Financia Asset When the Market for That Asset Is Not Active’” (“FSP FAS 157-3"). This FSP
clarifies the application of FAS 157 in a market that is not active and provides an example to
illustrate key considerations in the determination of the fair value of a financial asset when the
market for that asset is not active. The key considerationsiillustrated in the FSP FAS 157-3
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For The Y ears Ended December 31, 2008 And 2007
(Expressed in Thousands Of U.S. dollars)

3. Significant Accounting Policies (continued)

(b) Fair Value M easur ements (continued)

example include the use of an entity’s own assumptions about future cash flows and appropriately
risk-adjusted discount rates, appropriate risk adjustments for nonperformance and liquidity risks,
and the reliance that an entity should dace on quotes that do not reflect the result of market
transactions. FSP FAS 157-3 was preceded by a press release that was jointly issued by the Office
of the Chief Accountant of the SEC and the FASB staff on September 30, 2008 which provided
immediate clarification on fair value accounting based on the measurement guidance of FAS 157.
FSP FAS 157-3 was effective upon issuance. The Company determined that applying the
principles of FAS 157-3 with respect to the CLO portfolio was appropriate.

Basis of Fair Value Measurement

FAS 157 dso establishes afair vaue hierarchy that prioritizes the inputs to the respective
valuation techniques used to measure fair value. The hierarchy gives the highest priority to
unadjusted quoted prices in active markets for identica assets or ligbilities (Level 1
measurements) and the lowest priority to unobservable inputs (Level 3 measurements). An asset’s
or liability’s classification within the fair value hierarchy is based on the lowest level of
significant input to its valuation. The three levels of the fair value hierarchy under FAS 157 are
described further below:

. Level 1— Quoted prices in active markets for identical assets or liabilities
(unadjusted); no blockage factors.

. L evel 2 — Other observable inputs (quoted prices in markets that are not active
or inputs that are observable either directly or indirectly)—include quoted prices
for smilar assetd/ liabilities (adjusted) other than quoted pricesin Level 1; quoted
prices in markets that are not active; or other inputs that are observable or can be
derived principally from or corroborated by observable market data for
substantialy the full term of the assets or liabilities.

. L evel 3— Unobservable inputs that are supported by little or no market activity
and ae dignificant to the fair value of the assets or liabilities. Unobservable
inputs reflect the reporting entity’s own assumptions about the assumptions that
market participants would use in pricing the asset or liability. Level 3 assets and
ligbilities include financiad instruments whose values are determined using
pricing models, discounted cash flow methodologies, or similar techniques, as
well as instruments for which the determination of fair value requires significant
management judgment or estimation.

Details on assets and liabilities that have been included under the requirements of FAS
157 to illustrate the bases for determining the fair values of the assets and liabilities held by the
Company are detailed in each respective significant accounting policy section of this note.
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3. Significant Accounting Policies (continued)
(b) Fair Value M easur ements (continued)

Fair values of investments and derivatives are based on published market vaues if
avallable, estimates of fair values of similar issues, estimates of fair values provided by
independent pricing services or estimates of fair values determined by the Company. Fair values
of financial instruments for which quoted market prices are not available or for which the
company believes current trading conditions represent distressed markets are based on estimates
using present value or other valuation techniques. Those techniques are significantly affected by
the assumptions used, including the discount rates and the estimated amounts and timing of future
cash flows. In such instances, the derived fair vaue estimates cannot be substantiated by
comparison to independent markets and are not necessarily indicative of the amounts that would
be redlized in a current market exchange. Certain financial instruments, particularly insurance
contracts, are excluded from fair value disclosure requirements of FAS 107, Disclosures about
Fair Vaue of Financia Instruments. For further information on accounting policies relating to
other financia instruments, investments, other investments, notes payable and debt and
derivative instruments, see Notes 4, 9, 11, 16, and 17, respectively.

(c) Premiums and Acquisition Costs

Insurance premiums written are recorded in accordance with the terms of the underlying
policies. Reinsurance premiums written are recorded at the inception of the policy and are
estimated based upon information received from ceding companies and any subsequent
differences arising on such estimates are recorded in the period they are determined. Financial
guarantee instalIment premiums are recorded as premiums written when due.

Premiums are earned on a pro-rata basis over the period the coverage is provided.
Financia guarantee insurance premiums are earned pro-rata to the amount of risk outstanding
over the life of the exposure. Unearned premiums represent the portion of premiums written
applicable to the unexpired terms of policies in force. Net premiums earned are presented after
deductions for reinsurance ceded, as applicable.

Mandatory reinstatement premiums are recognized and earned at the time a loss event
OCCurs.

Life and annuity premiums from long duration contracts that transfer significant mortality
or morbidity risks are recognized as revenue and earned when due from policyholders. Life and
annuity premiums from long duration contracts that do not subject the Company to risks arising
from policyholder mortality or morbidity are accounted for as investment contracts and presented
within deposit liabilities.

The Company writes retroactive loss portfolio transfer (“LPT”) contracts. These contracts
are evaluated to determine whether they meet the established criteria for reinsurance accounting,
and if so, a inception, written premiums are fully earned and corresponding losses and loss
expense recognized. The contracts can cause significant variances in gross premiums written, net
premiums written, net premiums earned, and net incurred losses in the years in which they are
written. Reinsurance contracts sold not meeting the established criteria for reinsurance accounting
are recorded using the deposit method.

Acquisition costs, which vary with and are directly related to the acquisition of policies,
consist primarily of commissions paid to brokers and cedants, and are deferred and amortized
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3. Significant Accounting Policies (continued)
(c) Premiums and Acquisition Costs (continued)

over the period that the premiums are earned. Acquisition costs are shown net of commissions
earned on reinsurance ceded. Future earned premiums, the anticipated losses and other costs (and
in the case of a premium deficiency, investment income) related to those premiums, are also
considered in determining the level of acquisition costs to be deferred.

(d) Reinsurance

In the normal course of business, the Company seeks to reduce the potential amount of
loss arising from claims events by reinsuring certain levels of risk assumed in various areas of
exposure with other insurers or reinsurers. Reinsurance premiums ceded are expensed (and any
commissions recorded thereon are earned) e a monthly pro-rata basis over the period the
reinsurance coverage is provided. Prepaid reinsurance premiums represent the portion of
premiums ceded applicable to the unexpired term of policies in force. Mandatory reinstatement
premiums ceded are recorded at the time a loss event occurs. Amounts recoverable from
reinsurers are estimated in a manner consistent with the claim liability associated with the
reinsured policy. Provisions are made for estimated unrecoverable reinsurance.

(e) FeeIncome and Other

Fee income and other includes fees recelved for insurance and product structuring
services provided and is earned over the service period of the contract. Any adjustments to fees
earned or the service period are reflected in income in the period when determined.

(f) Other Than Temporary Impairmentsin Investments

The Company reviews the fair value of its investment portfolio on a periodic basis to
identify declinesin fair value below the carrying value that are other than temporary. This review
involves consideration of severa factors including (i) the time period during which there has been
a ggnificant decline in fair value below carrying value, (ii) an analysis of the liquidity, business
prospects and overall financia condition of the issuer, (iii) the significance of the decline, (iv) an
analysis of the collateral structure and other credit support, as applicable, of the securities in
guestion, (V) expected future interest rate movements, and (vi) the Company’s intent and ability
to hold the investment for a sufficient period of time for the value to recover. Where the
Company concludes that declinesin fair values are other than temporary, the cost of the security
is written down to fair value below carrying value and the previoudy unrealized loss is therefore
realized in the period such determination is made.

With respect to securities where the decline in value is determined to be temporary and
the security’ s value is not written down, a subsequent decision may be made to sell that security
and realize aloss. Subsequent decisions on security sales are made within the context of changing
information. For further details on the factors considered in evaluation other than temporary
impairment see Note 9 “Investments’.
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3. Significant Accounting Palicies (continued)
(9) Derivative I nstruments

The Company recognizes al derivatives as either assets or liabilities in the balance sheet and
mesasures those instruments at fair value. The changes in fair value of derivatives are shown in the
consolidated statement of income as “net redlized and unrealized gains and losses on derivative
instruments’ unless the derivatives are designated as hedging instruments. The accounting for
derivatives which are designated as hedging instruments is discussed below. Changes in fair vaue of
derivatives may create voltility in the Company’ sresults of operations from period to period. A mounts
recognized for the right to reclam cash collaterd (a receivable) or the obligation to return cash
collaterd (a payable) are offset againgt net fair value amounts recognized in the consolidated balance
sheet for derivative instruments executed with the same counterparty under the same master netting
arrangemen.

Derivative contracts can be exchange-traded or OTC. Exchange-traded derivatives
(futures and options) typically fal within Level 1 of the fair value hierarchy depending on
whether they are deemed to be actively traded or not. OTC derivatives are valued using market
transactions and other market evidence whenever possible, including market-based inputs to
models, model calibration to market clearing transactions, broker or dealer quotations or
aternative pricing sources where an understanding of the inputs utilized in arriving at the
valuations is obtained. Where models are used, the sdection of a particular model to value an
OTC derivative depends upon the contractua terms and specific risks inherent in the instrument
as well as the availability of pricing information in the market. The Company generaly uses
similar models to value similar instruments. Vauation models require a variety of inputs,
including contractual terms, market prices, yield curves, credit curves, measures of volatility,
prepayment rates and correlations of such inputs. For OTC derivatives that trade in liquid
markets, such as generic forwards, interest rate swaps and options, model inputs can generaly be
verified and model selection does not involve significant management judgment. Such
instruments comprise the mgjority of derivatives held by the Company and are typicaly classified
within Level 2 of the fair value hierarchy.

Certain OTC derivatives trade in less liquid markets with limited pricing information, or
required model inputs which are not directly market corroborated, which causes the determination
of fair value for these derivatives to be inherently more subjective. Accordingly, such derivatives
are classified within Level 3 of the fair value hierarchy. The valuations of less standard or liquid
OTC derivatives are typically based on Level 1 and/or Level 2 inputs that can be observed in the
market, as well as unobservable Level 3 inputs. Level 1 and Level 2 inputs are regularly updated
to reflect observable market changes, with resulting gains and losses reflected within Level 3.
Levd 3 inputs are only changed when corroborated by evidence such as similar market
transactions, pricing services and/or broker or dealer quotations.
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3. Significant Accounting Policies (continued)
(9) Derivative I nstruments (continued)

The Company conducts its derivative activities in four main areas. investment related

derivatives, credit derivatives, other non-investment related derivatives, and weather and energy
derivatives.

Investment related derivatives

The Company’s direct use of derivatives includes futures, forwards, swaps and option
contracts that derive their value from underlying assets, indices, reference rates or a combination
of these factors. The Company uses derivatives to manage duration, credit and foreign currency
exposure for its investment portfolio as well as to add vaue to the investment portfolio through
replicating permitted investments, provided the use of such investments is incorporated into the
overal portfolio evaluation and complies with the Company’s investment guidelines.

The Company uses derivative instruments, primarily interest rate swaps, to manage the
interest rate exposure associated with certain assets and liabilities. All derivatives are recorded at
fair vaue. On the date the derivative contract is entered into, the Company nay designate the
derivative as a hedge of the fair value of a recognized asset or liability (“fair value” hedge); a
hedge of the variability in cash flows of aforecasted transaction or of amounts to be received or
paid related to arecognized asset or liability (“cash flow” hedge); a hedge of anet investment in a

foreign operation; or the Company may not designate any hedging relationship for a derivative
contract.

Credit derivatives

Credit derivatives are recorded at fair value, which is determined using either models
developed by the Company or third party prices and are dependent upon a number of factors,
including changes in interest rates, future default rates, credit spreads, changes in credit quality,
future expected recovery rates and other market factors. The change resulting from movements in
credit and credit quality spreads is unrealized as the credit derivatives are not traded to redlize this
resultant value.

Other Non-Investment Related Derivatives

The Company may also enter into derivatives as part of its contingent capital facilities
including put options, interest rate swaps, and asset return swaps or hold contracts containing
embedded derivatives such as life reinsurance contracts containing guaranteed minimum income
benefits (“GMIB”) over the account balance upon the policyholder’s election to take the income
benefit. The fair value of this derivative is determined based on the present value of expected
cash flows. In addition, the Company has modified coinsurance and funds withheld reinsurance
agreements that provide for a return based on a portfolio of fixed income securities; as such, the
agreements contain embedded derivatives. The embedded derivative is bifurcated from the funds
withheld balance and recorded at fair value with changes in fair value recognized in earnings
through net realized and unrealized gains and |osses on derivative instruments.
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3. Significant Accounting Policies (continued)
(9) Derivative I nstruments (continued)

Weather and Energy derivatives

Fair values for the Company’s natural gas contracts are determined through the use of
quoted market prices. As quoted market prices are not widely available in the weather and
electricity derivative markets, management uses available market data and internal pricing models
based upon consistent statistical methodologies to estimate fair values. Estimating the fair value
of instruments which do not have quoted market prices requires management’s judgment in
determining amounts which could reasonably be expected to be received from, or paid to, athird
party in settlement of the contracts. The amounts could be materially different from the amounts
that might be realized in an actua sale transaction. Fair values are subject to change in the near-
term and reflect management’ s best estimate based on various factors including, but not limited
to, actual and forecasted weather conditions, changes in commodity prices, changes in interest
rates and other market factors.

Fair Value Hedges

Changes in the fair value of a derivative that is designated and qudlifies as a fair value
hedge, along with the changes in the fair value of the hedged asset or liability that is attributable
to the hedged risk, are recorded in current period earnings (through “net realized and unrealized
gains and losses on derivative instruments’) with any differences between the net change in fair
value of the derivative and the hedged item representing the hedge ineffectiveness. Periodic
derivative net coupon settlements are recorded in net investment income with the exception of
hedges of Company issued debt which are recorded in interest expense.

Net Investment in a Foreign Operation Hedges

Changes in fair vaue of a derivative used as a hedge of a net investment in a foreign
operation, to the extent effective as a hedge, are recorded in the foreign currency trandation
adjustments account within AOCI. Cumulative changes in fair value recorded in AOCI are
reclassified into earnings upon the sale or complete or substantially complete liquidation of the
foreign entity. Any hedge ineffectiveness is recorded immediately in current period earnings as
“net realized and unrealized gains and losses on derivative instruments.” Periodic derivative net
coupon settlements are recorded in net investment income. There were hedges of net investment
in aforeign operation in place a December 31, 2006.

Hedge Documentation and Effectiveness Testing

To qualify for hedge accounting treatment, a derivative must be highly effective in
mitigating the designated changes in value a cash flow of the hedged item. At hedge inception,
the Company formally documents all relationships between hedging instruments and hedged
items, as well as its risk-management objective and strategy for undertaking each hedge
transaction. The documentation process includes linking derivatives that are designated as fair
value, cash flow, or net investment hedges to specific assets or liabilities on the balance sheet or
to specific forecasted transactions. The Company also formaly assesses, both a the hedge's
inception and on an ongoing bas's, whether the derivatives that are used in hedging transactions
are highly effective in offsetting changes in fair values or cash flows of hedged items. In addition,
certain hedging relationships are considered highly effective if the changes in the fair value or
discounted cash flows of the hedging instrument are within aratio of 80-125% of the inverse
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3. Significant Accounting Policies (continued)
(9) Derivative I nstruments (continued)

changes in the fair value or discounted cash flows of the hedged item. Hedge ineffectiveness is
measured using qudlitative and quantitative methods. Quditative methods may include
comparison of critical terms of the derivative to the hedged item. Depending on the hedging
strategy, gquantitative methods may include the “Change in Variable Cash Flows Method,” the
“Change in Fair Vaue Method,” the “Hypothetical Derivative Method” and the “Dollar Offset
Method.”

Discontinuance of Hedge Accounting

The Company discontinues hedge accounting prospectively when it is determined that the
derivativeisno longer highly effective in offsetting changesin the fair value or cash flows of a hedged
item; the derivative is dedesignated as a hedging instrument; or the derivative expires or is sold,
terminated or exercised. When hedge accounting is discontinued because it is determined that the
derivative no longer qualifies as an effective fair-value hedge, the derivetive continues to be carried at
fair vaue on the balance sheet with changes in its fir vaue recognized in current period earnings
through “net redlized and unredized gains and losses on derivative insruments” When hedge
accounting is discontinued because the Company becomes aware that it is not probable that the
forecagted transaction will occur, the derivative continues to be carried on the balance sheet at itsfair
value, and gains and |osses that were accumulated in AOCI are recognized immediately in earnings.

The Company aso has investment related derivatives embedded in certain reinsurance
contracts. For a particular life reinsurance contract, the Company pays the ceding company a
fixed amount equal to the estimated present vaue of the excess of GMIB over the account
balance upon the policyholder’s election to take the income lenefit. The fair value of this
derivative is determined based on the present value of expected cash flows. In addition, the
Company has modified coinsurance and funds withheld reinsurance agreements that provide for a
return based on a portfolio of fixed income securities; as such, the agreements contain embedded
derivatives. The embedded derivative is bifurcated and recorded at fair value with changes in fair
value recognized in earnings.

Investments Available For Sale

Investments that are considered available for sale (comprised of the Company’s fixed maturities,

equity securities and short-term investments) are carried at fair value. The fair values for
available for sde investments are generally sourced from third parties. The fair vaue of fixed
maturity securities is based upon quoted market values where available, “evaluated bid” prices
provided by third party pricing services (“pricing services’) where quoted market values are not
available, or by reference to broker or underwriter bid indications where pricing services do not
provide coverage for a particular security. To the extent the Company believes current trading
conditions represent distressed markets, the Company may elect to utilize internaly generated
models. The pricing services use market approaches to valuations using primarily Level 2 inputs
in the vast mgjority of vauations, or some form of discounted cash flow analysis to obtain
investment values for a small percentage of fixed maturity securities for which they provide a
price. Pricing services indicate that they will only produce an estimate of fair value if there is
objectively verifiable information available to produce a valuation. Standard inputs to the
valuations provided by the pricing services listed in approximate order of priority for use when
available include: reported trades, benchmark yields, broker/dealer quotes, issuer spreads, two-
sided markets, benchmark securities, bids, offers, and reference data. The pricing services may
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3. Significant Accounting Policies (continued)
(h) Total Investments
[nvestments Available For Sale

prioritize inputs differently on any given day for any security, and not al inputs listed are
available for use in the evaluation process on any given day for each security evaluation;however,
the pricing services aso monitor market indicators, industry and economic events. Information of
this nature is a trigger to acquire further corroborating market data. When these inputs are not
available, they identify “buckets’ of similar securities (allocated by asset class types, sectors, sub-
sectors, contractual cash flows/structure, and credit rating characteristics) and apply some form of
matrix or other modeled pricing to determine an appropriate security value which represents their
best estimate as to what a buyer in the marketplace would pay for a security in a current sale.
While the Company receives values for the majority of the investment securities it holds from one
or more pricing services, it is ultimately management’s responsibility to determine whether the
values received and recorded in the financial statements are representative of appropriate fair
vaue measurements. It is common industry practice to utilize pricing services as a source for
determining the fair values of investments where the pricing services are able to obtain sufficient
market corroborating information to alow them to produce a vauation at a reporting date. In
addition, in the majority of cases athough a value may be obtained from a particular pricing
service for a security or class of similar securities, these values are corroborated against values
provided by other pricing sources.

Broker quotations are used to value fixed maturities where prices are unavailable from
pricing services due to factors specific to the security such as limited liquidity, lack of current
transactions, or trades only taking place in privately negotiated transactions. These are considered
Level 3 valuations as significant inputs utilized by brokers may be difficult to corroborate with
observable market data, or sufficient information regarding the specific inputs utilized by the
broker was not abtained to support aLevel 2 classfication.

Prices provided by independent pricing services and independent broker quotes can vary
widely even for the same security. The use of different methodol ogies and assumptions may have
a material effect on the estimated fair value amounts. During periods of market disruption
including periods of significantly risng or high interest rates, rapidly widening credit spreads or
illiquidity, such as the market disruption experienced during the year ended December 31, 2008,
it may be difficult to value certain of the Company’s securities, for example, CLOs, Alt-A and
sub-prime mortgage backed securities, if trading becomes less frequent and/or market data
becomes less observable. There may be certain asset classes that were in active markets with
significant observable data that become illiquid due to the current financial environment. In such
cases, more securities may fal to Level 3 and thus require more subjectivity and management
judgment. As such, valuations may include inputs and assumptions that are less observable or
require greater estimation as well as valuation methods which are more sophisticated or require
greater estimation thereby resulting in values which may be different than the value at which the
investments may be ultimately sold.

The net unrealized gain or loss on investments, net of tax, is included in “accumulated
other comprehensive income (loss).” Any unrealized depreciation in value considered by
management to be other than temporary is charged to income in the period in which that
determination is made.

24



XL Insurance (Bermuda) Ltd
Notes to Consolidated Financial Statements (Continued)

For The Y ears Ended December 31, 2008 And 2007
(Expressed in Thousands Of U.S. dollars)

3. Significant Accounting Policies (continued)

(h) Total Investments (continued)

Short-term investments comprise investments with a remaining maturity of less than one
year and are valued using the same external factors and in the same manner as fixed maturity
securities.

Equity securities include investments in open end mutua funds and shares of publicly
traded aternative funds. The fair value of equity securities is based upon quoted market vaues
(Level 1), or monthly net asset vaue statements provided by the investment managers upon
which subscriptions and redemptions can be executed (Level 2).

All investment transactions are recorded on a trade date basis. Redized gains and losses
on sales of equities and fixed income investments are determined on the basis of average cost and
amortized cogt, respectively. Investment income is recognized when earned and includes interest
and dividend income together with the amortization of premium and discount on fixed maturities
and short-term investments. Amortization of discounts on fixed maturities includes amortization
to expected recovery values for investments which have previoudy been recorded as other than
temporarily impaired. For mortgage-backed securities, and any other holdings for which there is
a prepayment risk, prepayment assumptions are evaluated and revised as necessary. Prepayment
fees or call premiums that are only payable to the Company when a security is called prior to its
maturity, are earned when received and reflected in net investment income.

Investment In Affiliates

Investments in which the Company has significant influence over the operating and
financia policies of the investee are classified as investments in affiliates on the Company’s
balance sheet and are accounted for under the equity method of accounting. Under this method,
the Company records its proportionate share of income or loss from such investments in its
results for the period as well as its portion of movements in certain of the investee shareholders
equity balances. When financia statements of the affiliate are not available on atimely basis to
record the Company’ s share of income or loss for the same reporting periods as the Company, the
most recently available financial statements are used. This lag in reporting is applied consistently
until timely information becomes available. Significant influence is generally deemed to exist
where the Company has an investment of 20% or more in the common stock of a corporation or
an investment of 3% or greater in closed end funds, limited partnerships, LLCs or similar
investment vehicles. The Company records its aternative and private fund affiliates on a one
month and three month lag, respectively, and its operating affiliates on a three month lag.
Significant influence is considered for other strategic investments on a caseby-case basis.
Investments in affiliates are not subject to FAS 157 as they are not considered to be fair value
measurements under FAS 157. However, impairments associated with investments in affiliates
that are deemed to be other-than-temporary are calculated in accordance with FAS 157 and
appropriate disclosures included within the financia statements during the period the losses are
recorded.

Other investments

Contained within this asset class are investments including direct equity investments,
investment funds, limited partnerships, unrated tranches of collateralized debt obligations and
certain structured project finance transactions. The Company accounts for its other investments
that do not have readily determinable market values at estimated fair value as it has no significant
influence (as defined above) over these entities.
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(h) Total Investments (continued)

Other investments

Fair values for other investments, principally other direct equity investments, investment
funds and limited partnerships, are primarily based on the net asset value provided by the
investment manager, the general partner or the respective entity, recent financial information,
available market data and, in certain cases, management judgment may be required. These entities
generally carry their trading positions and investments, the mgjority of which have underlying
securities valued using Level 1 or Level 2 inputs, at fair value as determined by their respective
investment managers; accordingly, these investments are generaly classified as Leve 2. Private
equity investments are classified as Level 3. The net unrealized gain or loss on investments, net of
tax, is included in “Accumulated other comprehensive income (loss).” Any unrealized loss in
value considered by managemernt to be other than temporary is charged to income in the period
that it is determined.

Income on unrated tranches of collateralized debt obligations is reflected only to the
extent the Company’s principal has been fully recovered. Thisis not considered to be afair value
measurement under FAS 157 and accordingly these investments have been excluded from FAS
157 disclosures. These investments are carried under the cost recovery method given the
uncertainty of future cash flows. The carrying value of these investments held by the Company at
December 31, 2008 and December 31, 2007 was $4.7 million and $22.7 million, respectively.

In addition, the Company historically participated in structured transactions in project
finance related areas under which the Company provides a cash loan supporting a trade finance
transaction. These transactions are accounted for in accordance with SOP 01-6, “Accounting by
Certain Entities (Including Entities with Trade Receivables) That Lend to or Finance the
Activities of Others’ under which the loans are considered held for investment as the Company
has the intent and ability to hold for the foreseeable future or until maturity or payoff.
Accordingly, these funded loan participations are reported in the balance sheet at outstanding
principal adjusted for any alowance for loan losses as considered necessary by management.
These investments are not considered to be fair vaue measurements under FAS 157 and
accordingly they have been excluded from the FAS 157 disclosures. The carrying vaue of these
investments held by the Company at December 31, 2008 and December 31, 2007 was $80.1
million and $125.1 million, respectively.

Securities lending

The Company engages in a securities lending program whereby certain securities from
the Company’s portfolio are loaned to other ingtitutions for short periods of time. The market
value of the loaned securities is monitored on a daily basis, with additional collateral obtained or
refunded as the market value of the loaned securities changes. The Company’s policy is to require
fixed maturities and initia cash collateral equal to between 102% and 105% of the fair value of
the loaned securities depending on the class of assets loaned. The Company continues to earn
interest on the securities loaned. In addition, the Company shares a portion of the interest earned
on the collateral with the lending agent. The proceeds from securities lending collaterd is
invested and included in cash and cash equivaents or investments available for sae with a
corresponding liability related to the Company’s obligation to return the collateral plus interest
included in net payable for investments purchased. During 2008, XL Capital group capped its
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maximum participation in the securities lending program at $300 million and is in the process of
unwinding its participation.

(i) Cash Equivalents

Cash equivaents include fixed interest deposits placed with a maturity of under 90 days
when purchased. Bank deposits are not considered to be fair value measurements and as such are
not subject to FAS 157 disclosures. Money market funds are classified as Level 1 as these

instruments are considered actively traded; however, certificates of deposit are classified as Level
2

() Foreign Currency Trandation

Assets and liabilities of foreign operations whose functiona currency is not the U.S.
dollar are trandated at prevailing year end exchange rates. Revenue and expenses of such foreign
operations are trandated at average exchange rates during the year. The net effect of the
trandation adjustments for foreign operations, net of applicable deferred income taxes, as well as
any gains or losses on intercompany balances for which settlement is not planned or anticipated
in the foreseeable future, are included in “accumulated other comprehensive income (10ss).”

Monetary assets and liabilities denominated in currencies other than the functional
currency of the applicable entity are revalued at the exchange rate in effect at the balance sheet
date and revenues and expenses are trandated at the exchange rate on the date the transaction
occurs with the resulting foreign exchange gains and losses on settlement or revaluation
recognized in income.

(k) Goodwill and Other Intangible Assets

The Company has recorded goodwill in connection with various acquisitions in prior years.
Goodwill represents the excess of the purchase price over the fair value of net assets acquired. In
accordance with FASB Statement of Financial Accounting Standards No. 142, ‘Goodwill and
Other Intangible Assets’ (“FAS 142”), the Company tests goodwill for potentia impairment
annually as of June 30 and between annual tests if an event occurs or circumstances change that
may indicate that potential exists for the fair value of a reporting unit to be reduced to a level
below its carrying amount. The Company tests for impairment at the reporting unit level, which is
generdly one level below its business segments. The Company evaluates goodwill for
impairment using the two-step process prescribed in FAS 142. The first step is to identify
potential impairment by comparing the fair value of a reporting unit to the estimated book value,
including goodwill. The Company derives the net book value of its reporting units by estimating
the amount of shareholders’ equity required to support the activities of each reporting unit. If the
fair value of a reporting unit exceeds the estimated book value, goodwill is not considered
impaired. If the book value exceeds the fair value, the second step of the process is performed to
measure the amount of impairment.

The Company’s other intangible assets consist of both amortizable and non-amortizable
intangible assets. The Company’s amortizable intangible assets mnsist primarily of acquired
customer relationships and acquired software. All of the Company’ s amortizable intangible assets
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(k) Goodwill and Other Intangible Assets (continued)

are carried at net book value and are amortized over their estimated useful lives. The amortization
periods approximate the periods over which the Company expects to generate future net cash
inflows from the use of these assets. Accordingly, customer relationships are amortized over a
useful life of 10 years and acquired software is amortized over a useful life of 5 years. The
Company’s policy is to amortize intangibles on a straight-line basis.

All of the Company’s amortizable intangible assets, as well as other amortizable or
depreciable long-lived assets such as premises and equipment, are subject to impairment testing
in accordance with FASB Statement of Financial Accounting Standards No. 144, “Accounting for
the Impairment or Disposal of Long-Lived Assets’ (“FAS 144”) when events or conditions
indicate that the carrying value of an asset may not be fully recoverable from future cash flows. A
test for recoverability is done by comparing the asset's carrying value to the sum of the
undiscounted future net cash inflows expected to be generated from the use of the asset over its
remaining useful life. In accordance with FAS 144, impairment exists if the sum of the
undiscounted expected future net cash inflows is less than the carrying amount of the asset.
Impairment would result in a write-down of the asset to its estimated fair value. The estimated
fair values of these assets are based on the discounted present value of the stream of future net
cash inflows expected to be derived over their remaining useful lives. If an impairment write-
down is recorded, the remaining useful life of the asset will be evaluated to determine whether
revision of the remaining amortization or depreciation period is appropriate.

The Company’s indefinite lived intangible assets consist primarily of acquired insurance
and reinsurance licenses. These assets are deemed to have indefinite useful lives and are therefore
not subject to amortization. In accordance with FAS 142, dl of the Company’s non-amortized
intangible assets are subject to a test for impairment annually, or more frequently if events or
changes in circumstances indicate that the asset might be impaired. Pursuant to FAS 142, if the
carrying value of a nonramortized intangible asset is in excess of its fair value, the asset must be
written down to its fair value through the recognition of an impairment charge to earnings.

(I) Losses and L oss Expenses

Unpaid losses and loss expenses include reserves for reported unpaid losses and loss
expenses and for losses incurred but not reported. The reserve for reported unpaid losses and loss
expenses for the Company’s property and casualty operations is established by management
based on amounts reported from insureds or ceding companies, and represents the estimated
ultimate cost of events or conditions that have been reported to or specifically identified by the

Company.

The reserve for losses incurred but not reported is estimated by management based on
loss development patterns determined by reference to the Company’ s underwriting practices, the
policy form, type of program and historical experience. The Company’s actuaries employ a
variety of generally accepted methodologies to determine estimated ultimate loss reserves,
including the “Bornhuetter-Ferguson incurred loss method” and frequency and severity
approaches.

For the Company’s financial guarantee reserves, a case basis reserve for unpaid losses and loss
adjustment expenses is recorded a the net present value of an estimated loss when, in
management’ s opinion, the likelihood of a future loss on a particular insured obligation is
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(I Losses and L oss Expenses (continued)

probable and determinable at a balance sheet date. The Company dso maintains an unallocated
reserve on its legacy financial guarantee business which is based on actuarial reserving analysis.
This non-specific reserve is established for expected levels of losses associated with currently
insured credits and is based on a portion of premiums earned to date. The Company, on an
ongoing basis, monitors these reserves and may periodicaly adjust such reserves based on the
Company’s actual loss experience, its future mix of business, and its view of future economic
conditions.

Certain workers compensation and financial guarantee case reserve contracts are
considered fixed and determinable and are subject to tabular reserving. Reserves associated with
these liabilities are discounted.

Management believes that the reserves for unpaid losses and loss expenses are sufficient
to cover losses that fall within coverages assumed by the Company. However, there can be no
assurance that losses will not exceed the Company’s total reserves. The methodology of
estimating loss reserves is periodically reviewed to ensure that the assumptions made continue to
be appropriate and any adjustments resulting there from are reflected in income of the year in
which the adjustments are made.

(m) Deposit liabilities

Contracts entered into by the Company with cedants which are not deemed to transfer
significant underwriting and/or timing risk are accounted for as deposits, whereby liabilities are
initialy recorded at an amount equal to the assets received. The Company uses a portfolio rate of
return of equivalent duration to the liabilities in determining risk transfer. An initial accretion rate
is established based on actuarial estimates whereby the deposit liability is increased to the
estimated amount payable over the term of the contract.

The deposit accretion rate is the rate of return required to fund expected future payment
obligations (this is equivalent to the “best estimate”’ of future cash flows), which are determined
actuarially based upon the nature of the underlying indemnifiable losses. Accretion of the liability
is recorded as interest expense. The Company periodically reassesses the estimated ultimate
liability. Any changesto this liability are reflected as adjustments to interest expense to reflect the
cumulative effect of the period the contract has been in force, and by an adjustment to the future
accretion rate of the liability over the remaining estimated contract term.

Funding agreements, when previoudly written by the Company in the past, were initialy
recorded at an amount equa to the value of assets received. In relation to the payments to be
made under these contracts, the Company used derivative instruments in order to hedge the
Company’s exposure to fluctuations in interest rates related to these contracts. As described in
Note 2(g), in relation to hedges in place on the remaining funding agreements, changes in the fair
value of the hedging instrument are recognized in income. The change in the fair value of the
hedged item, attributable to the hedged risk, is recorded as an adjustment to the carrying amount
of the hedged item and is recognized in income.
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3. Significant Accounting Policies (continued)

(n) Future policy benefit reserves

The Company estimates the present vaue of future policy benefits related to long
duration contracts using assumptions for investment yields, mortality, and expenses, including a
provision for adverse deviation.

The assumptions used to determine future policy benefit reserves are best estimate
assumptions that are determined at the inception of the contracts and are locked-in throughout the
life of the contract unless a premium deficiency develops. As the experience on the contracts
emerges, the assumptions are reviewed. If such review would produce reserves in excess of those
currently held then the lock-in assumptions will be revised and a claim and policy benefit is
recognized at that time.

Certain life insurance and annuity contracts provide the holder with a guarantee that the
benefit received upon death will be no less than a minimum prescribed amount. The contracts are
accounted for in accordance with SOP 03-1 “Accounting and Reporting by Insurance Enterprises
for certain Long-Duration Contracts and for Separate Accounts’, which requires that the best
estimate of future experience be combined with actua experience to determine the benefit ratio
used to calculate the policy benefit reserve.

(o) Income Taxes

The Company utilizes the asset and liability method of accounting for income taxes.
Under this method, deferred income taxes reflect the net tax effect of temporary differences
between the carrying amounts of assets and liabilities for financia reporting purposes and the
amounts used for income tax purposes. The deferral of tax losses is evaluated based upon
management’s estimates of the future profitability of the Company’s taxable entities based on
current forecasts and the period for which losses may be carried forward. A vauation alowance
is established for any portion of a deferred tax asset that management believes will not be
realized. The Company continues to evaluate income generated in future periods by its
subsidiaries in jurisdictions in determining the recoverability of its deferred tax asset. If it is
determined that future income generated by these subsidiaries is insufficient to cause the
redlization of the net operating losses within a reasonable period, a vauation alowance is
established at that time.

The Company adopted the provisions of FASB Interpretation No. 48 (“FIN 48”),
Accounting for Uncertainty in Income Taxes, on January 1, 2007. The Company did not
recognize any liabilities for unrecognized tax benefits as a result of the implementation of FIN 48.
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(p) Recent Accounting Pronouncements

In December 2007, the FASB issued FAS 141(R), Business Combinations (“FAS
141(R)"). This statement retains the purchase method of accounting for acquisitions, and requires
that an acquirer recognize and measure in its financial statements the identifiable assets acquired,
the ligbilities assumed, and any noncontrolling interest in the acquiree at their fair values as of the
acquisition date. FAS 141(R) changes the recognition of assets acquired and liabilities assumed
arising from contingencies, requires the expensing of acquisition-related costs as incurred, and
establishes a framework for recognizing and measuring goodwill or a gain from a bargain
purchase at the acquisition date. FAS 141(R) also establishes disclosure requirements to enable
the evaluation of the nature and financial effects of the business combination. FAS 141(R) will be
effective for interim and annua financial statements issued after January 1, 2009 and primarily
applies prospectively to business combinations for which the acquisition date is subsequent to
January 1, 2009. Earlier adoption is prohibited.

In December 2007, the FASB issued FAS No. 160, “Noncontrolling Interests in
Consolidated Financia Statements — an amendment of ARB No. 51" (“FAS 160"), to establish
accounting and reporting standards for the noncontrolling interest in a subsidiary and for the
deconsolidation of a subsidiary. FAS 160 requires a company to clearly identify and present
ownership interests in subsidiaries held by parties other than the company in the consolidated
financial statements within the equity section but separate from the company’s equity. It also
requires the amount of consolidated net income attributable to the parent and to the
noncontrolling interest be clearly identified and presented on the face of the consolidated
statement of income; requires any changes in ownership interest of the subsidiary be accounted
for as equity transactions, and requires that when a subsidiary is deconsolidated, any retained
noncontrolling equity investment in the former subsidiary and the gain or loss on the
deconsolidation of the subsidiary be measured at fair value. FAS 160 will be effective for interim
and annua financial statements issued after January 1, 2009. FAS 160 must be applied
prospectively; however, the presentation and disclosure standards must be applied retrospectively
to al periods presented. Earlier adoption is prohibited. The Company is currently evaluating the
potential impact of this guidance.

During February 2007, the FASB issued FAS No. 159, “The Fair Vaue Option for
Financial Assets and Financia Liabilities” (*FAS 159”), which permits entities to choose to
measure many financial instruments and certain other items at fair value. A company must report
unrealized gains and losses on items for which the fair value option has been elected in earnings
at each subsequent reporting date. The fair value option may be applied on an instrument by
instrument basis, with a few exceptions. The fair vaue option is irrevocable (unless a new
election date occurs) and the fair value option may be applied only to entire instruments and not
to portions of instruments. FAS 159 is effective for interim and annual financial statements issued
after January 1, 2008. The Company did not elect to apply the fair value option to any existing
assets or lighilities as of January 1, 2008.
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In March 2008, the FASB issued FAS No. 161, “Disclosures about Derivative
Instruments and Hedging Activities — an amendment of FASB Statement No. 133.” FAS 161
requires enhanced disclosures about an entity’ s derivative and hedging activities, and is effective
for financia statements issued for fiscal years beginning after November 15, 2008, with early
application encouraged. The Company will adopt the standard as of January 1, 2009. FAS 161
requires only additiona disclosures concerning derivatives and hedging activities, and therefore
the adoption of FAS 161 will not have an impact on the Company’s financial condition and
results of operations.

In April 2008, the FASB issued FASB Staff Position 142-3, “Determination of the Useful
Lives of Intangible Assets’, which amends the factors that should be considered in developing
renewal or extension assumptions used to determine the useful life of an intangible asset. This
interpretation will be effective for the Company beginning January 1, 2009 and must also be
applied to interim periods within 2009. The Company is currently evaluating the potential impact
of this guidance; however, it is not expected to have a significant impact on the Company’s
financial condition and results of operations.

In May 2008, the FASB issued FAS 162, “The Hierarchy of Generaly Accepted
Principles’ (FAS 162) which outlines the order of authority for the sources of accounting
principles. FAS 162 will be effective 60 days following the SEC’'s approva of the Public
Company Accounting Oversight Board amendments to AU Section 411, “The Meaning of
Present Fairly in Conformity with Generally Accepted Accounting Principles.” The Company
does not expect FAS 162 to have an impact on its financia condition and results of operations.

In May 2008, the FASB issued FAS 163, “Accounting for Financial Guarantee Insurance
Contracts, an interpretation of FAS 60” (“FAS 163”) to address current diversity in practice with
respect to accounting for financial guarantee insurance contracts by insurance enterprises under
FAS 60, “Accounting and Reporting by Insurance Enterprises’ (“FAS 60”). That diversity results
in inconsistencies in the recognition and measurement of claim liabilities because of differing
views regarding when a loss has been incurred under FAS 5, “Accounting for Contingencies’.
FAS 163 requires that an insurance enterprise recognize a claim liability prior to an event of
default (insured event) when there is evidence that credit deterioration has occurred in an insured
financial obligation. FAS 163 also clarifies how FAS 60 applies to financial guarantee insurance
contracts, including the recognition and measurement to be used to account for premium revenue
and claim liabilities. Those clarifications will increase comparability in financia reporting of
financia guarantee insurance contracts by insurance enterprises. FAS 163 aso requires expanded
disclosures about financial guarantee insurance contracts. The standard is effective for the
Company beginning January 1, 2009, and must be applied to al interim periods within 2009,
except for certain disclosures about the Company’s risk management activities which were
required and included within the Company’s quarterly report on Form 10-Q for the period ended
September 30, 2008. Except for those disclosures, earlier application is not permitted. The
Company had reserves for financia guarantee insurance contracts of $14.5 million and $427.4
million, respectively, recorded within “Unpaid Losses and Loss Expenses’, at December 31, 2008
and December 31, 2007, respectively. At December 31, 2007 the most significant financia
guarantee exposures were related to the Company’ s reinsurance agreements with Syncora and its
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subsidiaries. Following the closing of the Master Agreement, the Company’s financial guarantee
exposures associated with Syncora were eliminated, with the exception of the guarantee of
Syncora's obligations under certain policies with European Investment Bank which are not
subject to FAS 163. For further details on this guarantee see Note 4, “Syncora Holdings Ltd.

(“Syncora’).”

As of December 31, 2008, the Company’s outstanding financial guarantee contracts that
were subject to FAS 163 included the reinsurance of 48 financia guarantee contracts with total
insured contractual payments outstanding of $936.6 million ($798.5 million of principal and
$138.1 million of interest) with a remaining weighted-average contract period of 7.9 years. The
total gross claim liability and unearned premiums recorded at December 31, 2008 were $14.5
million and $3.1 million, respectively. Of the contractual exposure existing at December 31,
2008, the Company has reinsured $360.5 million with a third party. There are no gross claim
liabilities or recoverables recorded relating to this exposure. Surveillance procedures to track and
monitor credit deteriorations in the insured financial obligations are performed by the primary
obligors for each transaction on the Company’s behalf. Information regarding the performance
status and updated exposure values is provided to the Company on a quarterly basis and evaluated
by management in recording claims reserves. Of the 48 contracts noted above, 5 contracts with
total insured contractual payments outstanding of $18.4 million had experienced an event of
default and were considered by the Company to be non-performing at December 31, 2008, while
the remaining 43 contracts were considered to be performing at such date.

In May 2008, the FASB issued FSP APB 14-1, “Accounting for Convertible Debt
Instruments That May Be Settled in Cash upon Conversion (Including Partial Cash Settlement)”,
which clarifies that convertible debt instruments that may be settled in cash upon conversion
(including partial cash settlement) are not addressed by paragraph 12 of APB Opinion No. 14,
“Accounting for Convertible Deht and Debt Issued with Stock Purchase Warrants.” Additionally,
this FSP specifies that issuers of such instruments should separately account for the liability and
equity components in a manner that will reflect the entity’s non-convertible debt borrowing rate
when interest cost is recognized in subsequent periods. This FSP will be effective for the
Company as of January 1, 2009 and will have to be applied retrospectively to al periods
presented. The Company will evaluate the impact of the adoption in the event any instruments
that would be subject to this guidance are being considered in the future, however, it is not
expected to have any impact on the Company’s financial condition and results of operations upon
adoption as the Company does not have any instruments issued and outstanding that will be
subject to this guidance.

In September 2008, the FASB issued FSP FAS No. 133-1 and FIN 45-4, “Disclosures
about Credit Derivatives and Certain Guarantees. An Amendment of FASB Statement No. 133
and FASB Interpretation No. 45; and Clarification of the Effective Date of FASB Statement No.
161.” FSP FAS No. 133-1 and FIN 45-4 requires enhanced disclosures about credit derivatives
and guarantees and amends FIN 45, “Guarantor’s Accounting and Disclosure Requirements for
Guarantees, Including Indirect Guarantees of Indebtedness of Others’ to exclude derivative
instruments accounted for at fair value under FAS 133. The FSP is effective for financial
statements issued for reporting periods ending after November 15, 2008. Since FSP FAS No
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133-1 and FIN 45-4 only requires additional disclosures concerning credit derivatives and
guarantees, adoption of FSP FAS No. 133-1 and FIN 45-4 will not impact the Company’s
financia condition or results of operations.

In December 2008, the FASB issued FSP FAS 132(R)-1, “Employer’s Disclosures about
Postretirement Benefit Plan Assets’ (“FSP FAS 132(R)-1"). FSP FAS 132(R)-1 amends FAS No.
132 (Revised 2003), “Employers’ Disclosures about Pensions and Other Postretirement Benefits’,
to provide guidance on an employer’s disclosures about plan assets of a defined benefit pension
or other postretirement plan. The disclosures about plan assets required by this FSP must be
provided for fiscal years ending after December 15, 2009. This standard affects disclosures only
and accordingly will not have an impact on the Company’s financial condition and results of
operations.

In December 2008, the FASB issued FSP FAS 140-4 and FIN 46(R)-8, “Disclosures by
Public Entities (Enterprises) about Transfers of Financial Assets and Interestsin Variable Interest
Entities’ (“FSP FAS 140-4 and FIN 46(R)-8"). FSP FAS 140-4 and FIN 46(R)-8 amends FAS
140 and FIN 46(R) to require additiona disclosures regarding transfers of financial assets and
interest in variable interest entities. FSP FAS 140-4 and FIN 46(R)-8 is effective for interim or
annual reporting periods ending after December 15, 2008. This standard affects dsclosures only
and accordingly did not have an impact on the Company’s financial condition and results of
operations.

In January 2009, the FASB issued FSP EITF 99-20-1, Amendments to the Impairment
Guidance of EITF Issue No. 99-20 (“FSP EITF 99-20-1"). This FSP amends the impairment
guidance in EITF Issue No. 99-20, Recognition of Interest Income and Impairment on Purchased
Beneficial Interests and Beneficial Interests That Continue to Be Held by a Transferor in
Securitized Financia Assets, to align it with the impairment guidance within FAS115 by
removing from EITF 99-20 the requirement to place exclusive reliance on market participants
assumptions about future cash flows when evaluating an asset for other-thantemporary
impairment. Both standards now require that assumptions about future cash flows consider
reasonable management judgment about the probability that the holder of an asset will be unable
to collect al amounts due. The FSP was effective for interim and annual reporting periods ending
after December 15, 2008. The application of this guidance did not have a significant impact on
the Company’ s financia condition, results of operations or cash flows.

4. Fair Value M easur ements

Effective January 1, 2008, the Company adopted FAS 157, which requires disclosures
about the Company’s assets and liabilities that are carried at fair value. As required by FAS 157,
financia assets and liabilities are classified in their entirety based on the lowest level of input that
is significant to the fair value measurement.

The following tables set forth the Company’s assets and liabilities that were accounted
for at fair value as of December 31, 2008 by level within the fair value hierarchy (see Note 3 (b)
to the Consolidated Financial Statements, “Significant Accounting Policies —Fair Vaue
Measurements® for further information on the fair value hierarchy):
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Quoted Significant Significant Collateral Balance
Pricesin Other Unobser vabl and as of
Active Observabl e Counterpart December
US dollarsi Markets for e Inputs y 31
(U.S. dollarsin Identical Inputs (Leve 3) - y
thousands) Netting 2008
(Unaudited) Assets (Level 2)
(Leve 1)
Assets
Fixed maturities, at fair
value $ — $ 10,662,686 $ 287,385 $ — $ 10,950,071
Equity securities, at fair 2,251 4,619 — — 6,870
Short-term investments, at
fair value — 606,365 2,386 — 608,751
Tota investments available
for sale $ 2251 ® 11273670 $ 280,771 ¥ — % 11565692
Cash equivalents (1) 1,488,939 124,157 — — 1,613,096
Other investments (2) — 81,620 58,223 — 139,843
Other assets (3)(5) —_ 165,167 270,893 (340,642) 95,418
Total assetsaccounted  ® 1,491,190 ¥ 11,644,614 3 618887 3 (340642 ¥ 13414049
Liabilities
Other liabilities (4)(5) 19,656 88,088 5,442 113,186
Total liabilities
ted f fai
accountedforat far g $ 19656 ® 88,088 ¥ 5442 $ 113,186

valiie

(1) Cash equivalents balances subject to fair value measurements include certificates of deposit
and money market funds. Operating cash balances are not subject to FAS 157.

(2) The other investments balance excludes certain unrated tranches of collateralized loan
obligations which are carried under the cost recovery method given the uncertainty of future
cash flows, as well as certain investments in project finance transactions which are carried at
amortized cost. See Note 2 (h) to the Consolidated Financial Statements, “Significant
Accounting Policies - Total Investments’, for further details.

(3) Other assets include derivative instruments.
(4) Other liahilities include derivative instruments.

(5 The derivative baances included in each category above are reported on a gross basis by
level with a netting adjustment presented separately in the “Collateral and Counterparty
Netting” column. The Company often enters into different types of derivative contracts with a
single counterparty and these contracts are covered under an ISDA master netting agreement.
In addition, the company holds cash collatera related to derivative assets of $346 million.
This balance is included within cash and cash equivalents and the corresponding liability to
return the collateral has been offset against the derivative asset within the balance sheet as
appropriate under the ISDA master netting agreement. The fair value of the individual
derivative contracts are reported gross in their respective levels based on the fair value
hierarchy.



XL Insurance (Bermuda) Ltd
Notes to Consolidated Financial Statements (Continued)

For The Y ears Ended December 31, 2008 And 2007
(Expressed in Thousands Of U.S. dollars)

4. Fair Value M easur ements (continued)
Level 3 Gains and Losses

The table below presents additional information about assets and liabilities measured at fair value
on arecurring basis and for which Level 3 inputs were utilized to determine fair value. The table
reflects gains and losses for the twelve month period ended December 31, 2008 for al financial
assets and liabilities categorized as Level 3 as of December 31, 2008. The table does not include
gains or losses that were reported in Level 3 in prior periods for assets that were transferred out of
Level 3 prior to December 31, 2008. Gains and losses for assets and liabilities classified within
Level 3 in the table below may include changes in fair value that are attributable to both
observable inputs (Levels 1 and 2) and unobservable inputs (Leve 3). Further, it should be noted
that the following table does not take into consideration the effect of offsetting Level 1 and 2
financid instruments entered into by the Company that are either economically hedged by certain
exposures to the Level 3 positions or that hedge the exposuresin Level 3 positions.

Level 3 Assetsand

(US dollarsin thousandS) Liabilities Year Ended
(Unaudited) December 31, 2008
Fixed Short-term Other Derivative

Maturities  Investment  Investment Contracts -
Balance, beginning of period $ 1163252 % 15,032 $ 27,789 $ (37,418)
Redlized (losses) gains (74,739) 13 — 25,013
Movement in unrealized (losses) gains (87,121) (121) (1,688) 176,975
Purchases, issuances and settlements (696,460) (12,538) 32,122 18,235
Transfersin and/or out of Level 3 (17,546) — — —
Balance, end of period $ 287,386 ¢ 2,386 ¢ 58,223 ¢ 182,805
Movement in total (losses)gains above
relating to instruments still held at the $ (145,329) $ [€) $ (1,688) $ 176,975

Level 3 assets include securities for which the values were obtained from brokers where
either significant inputs were utilized in determining the value that were difficult to corroborate
with observable market data, or sufficient information regarding the specific inputs utilized by the
broker was not available to support aLevel 2 classification. Level 3 assets also include securities
for which the Company determined current market trades represent distressed transactions, and
accordingly, the Company determined fair value using certain inputs that are not observable to
market participants.

Fixed maturities and short term investments

In periods of market dislocation, the observability of prices and inputs may be reduced
for many instruments as is currently the case for certain U.S. collateralized mortgage obligations
(“CMOs’"), asset backed securities (“ABSs’), commercia mortgage backed securities
(“CMBSs’), collateralized debt obligations (“CDOs’), and other Topica Assets (which the
Company defines as sub-prime non-agency securities, second liens, ABS CDOs with sub-prime
collateral as well as Alt-A mortgage exposures) for which sufficient information, such as cash
flows or other security structure or market information, is not available to enable a model derived
price to be determined. Generally, securities that are less liquid are more difficult to value and/or
dispose of. Fixed maturities and short term investments classified within Level 3 are made up of
those securities for which the values were obtained from brokers where either significant inputs
were utilized in
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4. Fair Value M easur ements (continued)

determining the value that were difficult to corroborate with observable market data, or sufficient
information regarding the specific inputs utilized by the broker was not obtained to support a
Level 2 classification, or for which the Company determined current trading conditions represent
distressed markets. The fair values of the maority of the Company’s holdings in securities
exposed to sub-prime mortgages are generally not based on quoted prices for identical securities,
however, where they are based on model-derived valuations from pricing services in which all
significant inputs and significant value drivers are considered to be observable in active markets,
these securities continue to be classified within Level 2. In certain instances, given the current
market disdocation, the Company had elected to utilize Level 3 broker valuations over available
pricing service valuations during the prior quarter; however, during the current quarter certain
fixed maturity investments were recorded based upon pricing service valuations where available
resulting in transfers being recorded from Level 3 to Level 2. If the Company were forced to sell
certain of its assets in a period of market disruption, there can be no assurance that the Company
will be able to sall them for the prices a which the Company has recorded them.

During the fourth quarter of 2008, the Company determined that for certain of its CDO
holdings with afair value of $90.5 million and a par value of $212.0 million, that valuations were
as aresult of broker bids that used recent market trading which the Company considered to be
stressed transactions. The markets for CDO's have become extremely illiquid due to a number of
factors including risk averson and reduction among ingtitutional buyers. As a result, the
Company believes that current market conditions reflect loss expectations that are improbable
relative to historical stressed periods. Trading prices in late 2008 do not reflect fair values at
which willing buyers and sellers would transact at. The Company determined that internal
models would be more appropriate and better representative of the fair value these securities
would be sold at in an orderly market. Although similar conditions exist in other portions of the
Company's holdings, primarily RMBS, the Company believes that there was only sufficient and
robust historical data covering previously stressed market conditionsin its CLO portfolio.

The Company's internal models resulted in afair value that was $63.1 million higher than
those that would have been determined by its previous methodology of utilizing third party values
sourced through brokers or pricing services. This variance represents 25.0% of par value of these
holdings. The Company believes that, in the aggregate, this is appropriate as compared to current
estimates of market credit spreads.

The Company's approach for determining its CLO portfolio fair value was to apply a
60% weighting to three scenarios that the Company considered as extreme, and 40% weighting to
a scenario that the Company viewed as likely. This resulted in a valuation that was based
primarily on extreme loss outcomes, which the Company does not believe are likely, but
recognizes as a possibility that an orderly market would price into its credit assessments given the
level of uncertainty currently in the market.
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4. Fair Value M easur ements (continued)

Other investments

Included within the Other Investments component of the Company’s Level 3 valuations
are private equity investments where the Company is not deemed to have significant influence
over the investee. The fair value of these investments is based upon net asset values received
from the investment manager or genera partner of the respective entity. The nature of the
underlying investments held by the investee which form the basis of the net asset value include
assets such as private business ventures and are such that significant Level 3 inputs are utilized in
the determination of the individual underlying holding values and accordingly the fair value of
the Company’s investment in each entity is classified within Level 3. The Company aso
incorporates factors such as the most recent financia information received, the values at which
capital transactions with the investee take place, and management’s judgment regarding whether
any adjustments should be made to the net asset value in recording the fair value of each position.

Derivative instruments

Derivative instruments classified within Level 3 include: (i) certain interest rate swaps
where the duration of the contract the Company holds exceeds that of the longest term on a
market observable input, (ii) weather and energy derivatives, (iii) GMIB cerivatives embedded
within a certain reinsurance contract, (iv) put options included within contingent capital facilities
and (v) credit derivatives sold providing protection on senior tranches of structured finance
transactions where the value is obtained directly from the investment bank counterparty for which
sufficient information regarding the inputs utilized in the valuation was not obtained to support a
Level 2 classfication. In addition, prior to the closing of the Master Agreement (as described
below), derivative instruments classified as Level 3 included credit derivatives written by
Syncora and embedded in reinsurance provided by the Company. Subsequent to the closing of the
Master Agreement, these credit derivative exposures were eiminated by virtue of the
commutation of the relevant reinsurance agreements. For further details relating to the Master
Agreement, see Note 5 to the Consolidated Financial Statements, “Syncora Holdings Ltd.
(“Syncora’).” The magjority of inputs utilized in the valuations of these types of derivative
contracts are considered Level 1 or Level 2; however, each valuation includes at least one Level 3
input that was significant to the valuation and accordingly the values are disclosed within Level 3.

In addition, see Note 3 to the Consolidated Financia Statements, “ Significant Accounting
Policies’, for ageneral discussion of types of assets and liabilities that are classified within Level
3 of the fair value hierarchy as well as the Company’s valuation policies for such instruments.
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5. SyncoraHoldingsLtd. (“ Syncora”)

On August 4, 2006, the Company completed the sale of approximately 37% of its then
financia guarantee reinsurance and insurance businesses through an initia public offering
(“1PQO") of 23.4 million common shares of Syncora for proceeds of approximately $446.9 million.
On June 6, 2007, the Company completed the sale of a portion of Syncora’ s common shares still
owned by the Company through a secondary offering and thereby reduced its ownership of
Syncora's outstanding common shares further from approximately 63% to approximately 46%.
Accordingly, subsequent to June 6, 2007 and up until the execution of the Master Agreement on
August 5, 2008, as described below, the Company accounted for its remaining investment in
Syncora using the equity method of accounting. Subsequent to August 5, 2008, the Company has
no further ownership interest in Syncora

Given management’s view of the risk exposure along with the uncertainty facing the
entire financial guarantee industry, the Company reduced the reported vaue of its investment in
Syncora to nil at December 31, 2007. The Company’s shares in Syncora were unregistered and
thus illiquid. Throughout 2008 market developments with respect to the monoline industry
continued to be largely negative and Syncora was downgraded by several rating agencies during
this period. Accordingly, throughout 2008 and up until the closing of the Master Agreement with
Syncora which resulted in the transfer by the Company of al of the shares it owned in Syncora,
the Company reported its investment in Syncora at nil and less than the traded market value
during this time, as it was believed the decline in value was other than temporary.

Concurrent with the initial public offering (“1PO”) of §ncora and subsequently, the
Company has entered into certain service, reinsurance and guarantee arrangements with Syncora
and its subsidiaries, to govern certain aspects of the Company’s relationship with Syncora. Prior
to the sale of Syncora shares through the secondary offering on June 6, 2007, the effect of these
arrangements have been eliminated upon consolidation of the Company’s results. The income
statement impacts of all transactions with Syncora subsequent to June 6, 2007, including the
impact of the dosing of the transactions subject to the Master Agreement on August 5, 2008,
were included in “Net (loss) income from operating affiliates.” In 2007, net |osses were recorded
with respect to the previous excess of loss and facultative reinsurance of Syncora subsidiaries in
the amounts of $300.0 million and 2.8 million, respectively. In addition, during 2007, the
Company incurred $17.9 million in additiona mark-to-market losses related to those underlying
contracts in credit default swap form subject to the provisions noted above.

As at September 30, 2008 and December 31, 2007, Syncora had total assets of $4.2
billion and $3.6 hillion, total liabilities of $4.1 billion and $3.1 billion, outstanding preferred
share equity of $246.6 million, and common shareholders' (deficit) equity of $(183.1) million and
$180.5 million, respectively. During the nine months ended September 30, 2008 and the year
ended December 31, 2007, Syncora had net earned premiums of $238.6 million and $215.7
million, total revenues of $(1.0) billion and $(356.8) million, and a net loss to common
shareholders before minority interest of $2.0 billion and $1.2 billion, respectively.

Service agreements

Previoudly, the Company had entered into a series of service agreements under which
subsidiaries of the Company provided services to Syncora and its subsidiaries or received certain
sarvices from Syncora subsidiaries for a period of time after the IPO. As detailed below,
subsequent to June 30, 2008 the Company executed the Master Agreement in connection with,
among other things, the termination of these service agreements.
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5.  Syncora HoldingsLtd. (“ Syncora”) (continued)
Reinsurance agreements

As noted above, the Company previously provided certain reinsurance protections with
respect to adverse development on certain transactions as well as indemnification under specific
facultative and excess of loss coverages for subsidiaries of Syncora: Syncora Guarantee Re Inc.
(“Syncora Guarantee Re”) (formerly XL Financial Assurance Ltd. Or “XLFA) and Syncora
Guarantee Inc. (Syncora Guarantee”) (formerly XL Capital Assurance or “XLCA”). The adverse
development cover related to a specific project financing transaction while the facultative covers
generally reinsured certain policies up to the amount necessary for Syncora Guarantee and
Syncora Guarantee Re to comply with certain regulatory and risk limits. The excess of loss
reinsurance provided indemnification for the portion of any individua paid loss covered by
Syncora Guarantee Re in excess of 10% of Syncora Guarantee Re's surplus, up to an aggregate
amount of $500 million, and excluded coverage for liabilities arising other than pursuant to the
terms of the underlying policies. In 2007, in relation to the excess of loss and facultative
reinsurance agreements described above, the Company recorded within “loss from operating
affiliates’, losses in the amount of $300.0 million and $2.8 million, respectively. As detailed
below, subsequent to June 30, 2008 the Company executed the Master Agreement in connection
with, among other things, the termination of these reinsurance agreements. As at June 30, 2008
and December 31, 2007, the Company’s total net exposure under its facultative agreements with
Syncora subsidiaries was approximately $6.4 billion and $7.7 Lllion, respectively, of net par
outstanding.

Guar antee agreements

Previoudy, the Company also entered into certain guarantee agreements with subsidiaries
of Syncora. These guarantee agreements terminated with respect to any new business written by
Syncora through the underlying agreements after the effective date of Sncora's IPO, but the
agreements remained in effect with respect to cessons or guarantees written under these
agreements prior to the 1PO. The agreements unconditionally and irrevocably guaranteed: (i)
Syncora Guarantee for the full and complete performance when due of al Syncora Guarantee
Re’s obligations under its facultative quota share reinsurance agreement with Syncora Guarantee,
(i) the full and complete payment when due of Syncora Guarantee’s obligations under certain
financial guarantees issued by Syncora Guarantee and arranged by Syncora Guarantee (U.K.)
Limited for the benefit of the European Investment Bank (“EIB”) and (iii) Financia Security
Assurance (“Financial Security”) for the full and complete performance of Syncora Guarantee
Re's obligations under a Fnancial Security Master Facultative Agreement. The guarantees the
Company provided contained a dua trigger, such that the guarantees responded only if two
events were to occur. First, the underlying guaranteed obligation must have defaulted on
payments of interest and principal, and secondly, the relevant §ncora subsidiary must have
failed to meet its obligations under the applicable reinsurance or guarantee. As detailed below,
subsequent to June 30, 2008 the Company executed the Master Agreement in connection with,
among other things, the termination of reinsurance agreements with Syncora and its subsidiaries.
As a result of the termination of these reinsurance agreements, the related guarantee agreements
described above, with the exception of certain exposures relating to the European Investment
Bank as described below, no longer have any force or effect. As at June 30, 2008 and December
31, 2007, the Company’s totd net par outstanding falling under these guarantees was $59.2
billion and $75.2 hillion, respectively.
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5.  Syncora HoldingsLtd. (“ Syncora”) (continued)
Other agreements

As a December 31, 2007, the Company had approximately $4.0 billion of deposit
liabilities associated with guaranteed investment contracts (“GICs’) for which credit
enhancement was provided by Syncora Guarantee. Based on the terms and conditions of the
underlying GICs, upon the downgrade of Syncora Guarantee below certain ratings levels, all or
portions of outstanding principal balances on such GICs would come due. Throughout 2008,
severa rating agencies downgraded Syncora and its subsidiaries and as a result, the Company
stled al of the GIC liabilities during 2008.

Agreement with Syncora with Respect to Pre-IPO Guarantee and Reinsurance
Agreements and Service Agreements

On July 28, 2008, the Company announced that it and certain of its subsidiaries had
entered into an agreement (the “Master Agreement”) with Syncora and certain of its subsidiaries
(sometimes collectively referred to herein as “ Syncora’) as well as certain counterparties to credit
default swap agreements (the “Counterparties’), in connection with the termination of certain
reinsurance and other agreements as described below. The transactions and termination of certain
reinsurance and other agreements under the Master Agreement closed on August 5, 2008. As part
of the transaction, the Counterparties provided full releases to the Company and Syncora.

The Master Agreement provided for the payment by the Company to Syncora of $1.775
billion in cash, the issuance by the Company to Syncora of eight million of XL Capital’s Class A
Ordinary Shares which were newly issued by the Company and the transfer by the Company of
al of its voting, economic or other rights in the shares it owned in Syncora (representing
approximately 46% of Syncora's issued and outstanding shares) (the “ Syncora Shares’) to an
escrow agent in accordance with an escrow agreement between Syncora and the Counterparties.
This consideration was made in exchange for, among other things, the full and unconditional:

commutation of the Third Amended and Restated Facultative Quota Share Reinsurance
Treaty, effective July 1, 2006, between Syncora Guarantee Re and Syncora Guarantee
and al individual risk cessions thereunder, as a result of which the guarantee by the
company of Syncora Guarantee Re's obligations to Syncora Guarantee thereunder no
longer has any force or effect;

commutation of the Excess of Loss Reinsurance Agreemernt, executed on October 3,
2001, pursuant to which the company agreed to reinsure certain liabilities of Syncora
Guarantee Re (the “Excess of Loss Agreement”);

commutation of the Second Amended and Restated Facultative Master Certificate,
effective March 1, 2007, pursuant to which a subsidiary of the company, XL Re America,
Inc. (“*XLRA”) agreed to reinsure certain liabilities of Syncora Guarantee, and al
individual risk cessions thereunder; (the “XLRA Master Facultative Agreement”);

commutation of the Facultative Quota Share Reinsurance Agreement, effective August
17, 2001, as amended by Amendment No. 1 to such agreement, dated as of August 4,
2006, pursuant to which the company agreed to reinsure certain liabilities of Syncora
Guarantee Re, and all individual risk cessions thereunder;

commutation of the Adverse Development Reinsurance Agreement, dated as of August 4,
2006, between Syncora Guarantee and XLRA, and the Indemnification Agreement, dated
as of August 4, 2006, between Syncora Guarantee Re and the company; and
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5.  Syncora HoldingsLtd. (“ Syncora”) (continued)

termination of certain indemnification and services agreements between the Company
and Syncora

The Company and Syncora obtained approval from the New York State Insurance
Department for the Master Agreement and each of the commutations to which XLRA or Syncora
Guarantee was a party. Syncora aso complied with al applicable procedures of the Bermuda
Monetary Authority, the Delaware Insurance Department and other regulators.

On August 5, 2008, and simultaneous with the closing of the Master Agreement, Syncora
commuted the Amended and Restated Master Facultative Reinsurance Agreement, dated
November 3, 1998, between Financial Security and Syncora Guarantee Re, and all individual risk
cessions thereunder. As a result of this commutation, the Company’s guarantee of Syncora
Guarantee Re's obligations thereunder (the “Financial Security Guaranteg’) no longer has any
force or effect.

After the closing of the Master Agreement on August 5, 2008, approximately $64.6
billion of the Company’s total net exposure (which was $65.7 billion as at June 30, 2008) under
reinsurance agreements and guarantees with Syncora subsidiaries was eliminated. Pursuant to the
terms of the Master Agreement, Syncora is required to se commercially reasonable efforts to
commute the agreements that are the subject of the Company’ s guarantee of Syncora Guarantee's
obligations under certain financia guarantees issued by Syncora Guarantee to the European
Investment Bank (the “EIB Policies’), subject to certain limitations. These guarantees were
provided for the benefit of EIB and are made up of transportation and public building risk with an
average rating of BBB, written between 2001 and 2006 with anticipated maturities ranging
between 2027 and 2038. As at December 31, 2008, the Company’s exposures relating to the EIB
Policies (which relate to project finance transactions) was approximately $955.4 million, reduced
from $1.1 billion at June 30, 2008, mainly due to the strengthening of the U.S. dollar against the
currencies of the underlying obligations. As of December 31, 2008, there have been no reported
events of default on the underlying obligations, accordingly, no reserves have been recorded.

The terms of the Master Agreement were determined in consideration of a number of
commercial and economic factors associated with al existing relationships with Syncora,
including, but not limited to, a vauation of the consideration for the commuted agreements and
any potential future claims thereunder and the impact of outstanding uncertainty on both the
ratings and business operations of the Company. The total value of the consideration noted above
of $1.775 billion as well as the eight million ordinary shares of the Company transferred to
Syncora valued a $128.0 million, significantly exceeded the carried net liabilities of
approximately $490.7 million related to such reinsurances and guarantees. Management considers
the execution of the Master Agreement as the event giving rise to the additiona liability. As
detailed in the table below, the Company recorded a loss of approximately $1.4 billion in respect
of the closing of the Master Agreement during the year ended December 31, 2008:

(U.S. dollarsin millions)
Carried liabilities in relation to reinsurance and guarantee agreements commuted under the

MASLET AGFEEIMIENT .....cuveeecieeecieeee ettt b s bbbt e a bbb s bbb b s bbb s b en st enantas $ 4907
L@ 1= To o3 £ U= KPS (5.2
Cash payment made to Syncorain AUGUSE 2008 ...........ccieerrreerreerneserneessessesss e seessessssssessssessssesseens (1,775.0)
Vaue of XL common shares transferred under the Master Agreement ..........ccovveeevreeeervensesenenens, (128.0)

Net loss associated with Master Agreement recorded in the year ended December 31, 2008 $ (1.417.5)
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6. Restructuring Charges

Given the softening property and casualty market conditions, the Company implemented
in the third quarter of 2008, an expense reduction initiative designed to reduce the Company’s
operating expenses. The goa of thisinitiative was to achieve enhanced efficiency and an overal
reduction in operating expenses by streamlining processes across all geographic locations, with a
primary emphasis on corporate functions. To date, this has been achieved through redundancies,
increased outsourcing and the cessation of certain projects and activities. Charges have been
recognized and accrued as restructuring in accordance with FAS 146, “Accounting for Costs
Associated with Exit or Disposal Activities” Other costs that do not meet the criteria for accrual
are being expensed as restructuring charges as they are incurred. In relation to this initiative, the
Company recorded restructuring and asset impairment charges totaling $42.7 million during the
year ended December 31, 2008 and expects to record further charges of approximately $1.8
million through the expected completion date of the activities under the expense reduction
initiative in the second quarter of 2009. Restructuring charges relate mainly to employee
termination benefits as well as costs associated with ceasing to use certain leased property
accounted for as operating leases. Restructuring charges noted above have been recorded in the
Company’ s income statement under ‘ Operating Expenses.’

In February 2009, the Company announced further restructuring initiatives that will result
in a reduction of approximately 10% of the Company’s global workforce in 2009, resulting in
approximately $40 to $60 million of further restructuring charges.

Costs incurred through December 31, 2008 and total estimated costs the Company
expects to incur in connection with the restructuring and asset impairment are as follows:

Total Costs Incurred
Expected through
(U.S. dollarsin millions) Codts December 31, 2008
Employee Termination Benefits ..........ccccvvvveeiieeeinnennn, $ 378 $ 36.0
Lease Termination and Other COSES.........vvvveiiiveeeenninnn, 6.7 6.7
1= $ 445 $ 42.7

Activity related to restructuring and asset impairment charges for the year ended
December 31, 2008 was as follows:;

Balance of
Accrual at Liability at
December Costs Amounts December 31,
(U.S. dallarsin millions) 31, 2007 Incurred Paid 2008
Employee Termination
BEnefits ....evvveeeeiiiiiiiine $ - $ 360 $ 319 $ 41
Lease Termination and Other
(6001 £ T - 6.7 1.2 55
Total ....ooovvveveieiiiiiieeieeeee $ - $ 427 $ 331 $ 9.6
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7.  Goodwill and Intangibles

The following table shows an analysis of intangible assets broken down between goodwill,
intangible assets with an indefinite life and intangible assets with a definite life for the years
ended December 31, 2008 and 2007:

Goodwill  Intangible assets with Intangible assets
an indefinitellife with a definite life Total
Balance at January 1, 2007 408,320 $ 26,147 $ 5956 440,423
Addition and write-down 35,112 - - 35,112
Deduction of SCA goodwill -

upon deconsolidation (11,529) - (11,529)
Amortization - - (1,680) (1,680)
Foreign Currency Translation 1,097 - - 1,097
Balance at December 31, 2007 433,000 26,147 4,276 463,423
Reclassification 5,089 (11,529) 6,440 -
Write Down (965) (965)
Amortization (2,968) (2,968)
Foreign Currency Translation 4,555 4,555
Balance at December 31, 2008 441,679 14,618 7,748 464,045

The addition to goodwill during 2007 was related to the Company’s purchase of Global Asset
Protection Services LLC (“GAPS”). See Note 8, “Business Combinations’ for further details.

8. Business Combinations
Global Asset Protection ServicesLLC

On November 30, 2007, the Company purchased all of the issued and outstanding limited
ligbility company interests in GAPS, a loss prevention consulting service provider. GAPS is a
provider of unbundled loss prevention consulting services, offering individually tailored risk
management solutions to risk managers, insurance brokers and insurance company clients
operating on a global basis.

The GAPS operation and XL Insurance's existing 10ss prevention services were merged
to form XL GAPS. XL GAPS employs more than 150 engineers worldwide, with a strong
presence in America, Europe, Asia and Australia and will remain independent of XL’'s
underwriting operations and will continue to provide loss prevention consulting services to
existing clients as well as to clients of the Company. The acquisition is intended to help the
Company achieve its long-term growth plans in both the loss prevention market and as a primary
insurer. The focusisto offer XL GAPS clients high quality risk management solutions.

The aggregate purchase rice after receipt of afina closing balance sheet in 2008 was
$33.4 million. Of the final purchase price paid, $4.7 million was dlocated to the identifiable net
assets assumed, with the remaining $28.7 million recorded as goodwill. GAPS results of
operations were included in the Company’ s income statement from the date of purchase.
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9. I nvestments

Net investment income is derived from the following sources:

2008 2007
Fixed maturities, short-term investments and cash equivalents ¢ 874229 § 1,292,652
Equity securities and other investments 12,380 23,290
Funds withheld 3,406 8,137
Tota gross investment income 890,015 1,324,08C
Allocated investment expenses (38,864) (45,883)
Net investment income $ 851151 $ 1278197

The following represents an analysis of realized gains (losses) and the change in unrealized

appreciation (depreciation) on investments:

2008 2007

Net realized gains (losses):
Fixed maturities and short-term investments :

Gross redized gains ¢ 267,93¢ ¢ 46,186

Gross redlized losses (1,013,338) (607,900)

Net realized (losses) gains (745,399) (561,714)

Equity securities:

Gross redlized gains 3,147 103,602

Gross realized losses (14,410 (16,470)

Net realized (losses) gains (11,263) 87,132

Other investments :

Gross redlized gains 2,609 -

Gross realized losses (8,027) -

Net realized (l0sses) (5,/418) -
Net redlized (losses) on investments (762,080) (474,582)
Net realized and unrealized gains (losses) on investment

derivative instruments 12.248 (56,728)
Net redlized (losses) gains on investments and net redlized and
unrealized gains on investment derivative instruments (774,329) (531,310)
Change in net unrealized appreciation (depreciation):

Fixed maturities and short-term investments (549,712) (446,204)

Equity securities (413) (4,939

Affiliates and other investments (8,004) (2,484
Net change in net unrealized appreciation (depreciation) (558,129) (453,622)
Total net realized gains (losses) and changein unrealized
appreciation (depreciation) on investments and investment

derivative instruments $ (1.332457) $ (984,932

Net redized gains and losses in 2008 and 2007 included a loss of £86.9 million and
$391.6 million, respectively relating to certain fixed income, equity securities and other
investments where the Company determined that there was an other than temporary declinein the
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9. Investments (continued)

vaue of those investments.

The total amount of other than temporary declines in vaue in 2008 related to $281.4
million on fixed income securities, $5.2 million on equity securities and $0.3 million on other
investments. The total amount of other than temporary declinesin value in 2007 related to $391.6

million on fixed income securities.

The cost (amortized cost for fixed maturities and short-term investments), market value and
related gross unrealized gains (losses) of investments are as follows:

Cost or Gross Gross
Amortized Unrealized Unrealized Market
December 31, 2008 Cost Gains L osses Vaue
Fixed maturities
U.S. Government and
Government agency $ 2,121,491 ¢ 171,765 ¢ (1,722) $ 2,291,534
Corporate 4,027,567 53,213 (631,713) 3,449,067
Mortgaged and asset backed 4,132,182 46,816 (684,460) 3,494,538
securities
U.S. States and political 442,178 4,768 (17,421) 429,525
subdivisions of the States
Non-U.S. Sovereign 1,252,823 64,208 (31,624) 1,285,407
Government
Total fixed maturities $ 11,976,241 ¢ 340,77C ¢ (1,366,940) $ 10,950,071
Total short-terminvestments $ 630,289 $ 3074% (246120 $ 608,751
Total equity securities $ 7,693 $ - ¢ (823) $ 6,870
Cost or Gross Gross
Amortized Unrealized Unrealized Market
December 31, 2007 Cost Gains L osses Value
Fixed maturities;
U.S. Government and
Government agency $ 1,027,742 ¢ 40,071 ¢ (66) $ 1,067,747
Corporate 4,788,884 29,694 (195,279) 4,623,299
Mortgaged and asset backed 7,859,043 46,998 (421,595) 7,484,446
securities
U.S. States and palitical 233,083 2240 (1,717) 233,606
subdivisions of the States
Non-U.S. Sovereign 1,350,333 16,237 (54100 1,361,160
Government
Total fixed maturities $ 15,259,085 $ 135240 $ (624,067) $ 14,770,258
Tota short-term investments  $ 1,093,522 $ 3742$% (12910) $ 1,084,354
Total equity securities $ 63,59 ¢ 1,303 ¢ (1,713) $ 63,186
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9. Investments (continued)

The Company has gross unrealized losses of $1,392.4 million which it considers to be
temporary impairments. Individual security positions comprising this balance have been
evaluated by management, based on specified criteria, to determine if these impairments should
be considered other than temporary. These criteria include an assessment of the severity and
length of time securities have been impaired, along with management’s ability and intent to hold
the securities to recovery, among other factorsincluded below.

Factors considered in determining that additional other-than-temporary impairment
charges were not warranted include; managements consideration of current and near term
liquidity needs, an evaluation of the factors and time necessary for recovery, and the results of on-
going retrospective reviews of security sales and the basis for such sales. Securities in an
unredlized loss position a December 31, 2008 are comprised of sub-prime first liens and Alt-A
asset backed securities, CDOs with insignificant residential mortgage collateral, unrealized
foreign exchange losses on U.S. dollar investments held in foreign subsidiaries with little
underlying value impairment and unrealized losses on investments supporting long-term
ligbilities which have no history of significant sales at a loss. Following a detailed review of the
Company’s underlying sub-prime and related residential mortgage exposures (“topical assets’)
described above, as well as a consideration of the broader structured credit market, the Company
has concluded that the remaining investments in these asset classes have decreased in value due
to technical spreads widening and broader market sentiment, rather than fundamental collateral
deterioration. Topical assets are held primarily in the Company’s Other Financial Lines
operations portfolios and management has put in place a strategy to monitor and address the
liquidity needs associated with these portfolios with the intent of holding the positions to
recovery. The fact that the underlying securities cash flows continue to be in accordance with
their contractual terms, combined with manager evaluations of the fundamentals supporting the
underlying positions, have lead management to conclude that the values of the investments for
which it reports unrealized losses as a December 31, 2008 are not other than temporarily
impaired, as management currently has the intent and ability to hold these securities for a period
of time sufficient to allow for any anticipated recovery in market value.

At December 31, 2008, there was $1,391.6 million of gross unrealized losses on fixed
maturities and short-term investments, and $0.8 million of gross unrealized losses on equity
securities. At December 31, 2008, there was $637.0 million of gross unrealized losses on fixed
meaturities and short-term investments, and $1.7 million of gross unrealized losses on equity
securities. At both December 31, 2008 and 2007, approximately 2.5% of the Company’s fixed
income investment portfolio was invested in securities which were below investment grade or not
rated. Approximately 13.2% of the unrealized losses in the Company’s fixed income securities
portfolio a December 31, 2008 related to securities that were below investment grade or not
rated. The information shown below about the unrealized losses on the Company’s investments
at December 31, 2008 concerns the potential affect upon future earnings and financia position
should management later conclude that some of the current declines in the fair vaue of these
investments are other than temporary declines.
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9. Investments (continued)

The following is an analysis of how long each of those securities at December 31, 2008 had

been in a continua unrealized loss position:

Lessthan 12 months

Equal to or greater

than 12 months

Gross Gross
Market Unrealized Market Unrealized
December 31, 2008 Value L osses Value L osses
Fixed maturities (including
short-term investments):
U.S. Government and
Government agency $ 55,152 $ (2670) $ -$ -
Corporate 1,693,383 (397,443) 796,661 (242,454)
Mortgaged and asset backed 1,113,776 (235,557) 782,225 (450,288)
securities
U.S. States and political
subdivisions of the States 172,05¢ (9,223) 27,332 (8,234)
Non-U.S. Sovereign
Government 157,06€ (30,330) 41,460 (15,353)
Tota fixed maturities $ 319143€ ¢ (675223) ¢ 1,64767€ ¢ (716,329)
Total equity securities $ 1,923 ¢ (823 ¢ - $ -

The following is an analysis of how long each of those
been in a continual unrealized |oss position:

Lessthan 12 months

securities at December 31, 2007 had

Equal to or greater

than 12 months

Gross Gross
Mar ket Unrealized Mar ket Unrealized
December 31, 2007 Value L osses Value L osses
Fixed maturities (including
short-term investments):
U.S. Government and
Government agency $ 32,306 $ 67) $ 28%0 $ 5)
Corporate 2,892,032 (147,1%4) 737,033 (60,845)
Mortgaged and asset backed 4,005,566 (360,113) 916,028 (61,482
securities
U.S. States and political
subdivisions of the States 60,403 (1’ 487) 3,230 (232)
Non-U.S. Sovereign
Government 321,352 (4,072 162,393 (1,520
Total fixed maturities $ 731165€ ¢ (512893) § 1821574 % (124,084)
Total equity securities $ 46,578 $ (1L,713) ¢ - $ -
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9. Investments (continued)

The contractual maturities of fixed maturity securities are shown below. Actual maturities
may differ from contractual maturities because borrowers may have the right to call or prepay
obligations with or without call or prepayment penalties.

December 31, 2008 December 31, 2007

Amortized Market Amortized Mar ket
Cost Value Cost Vaue

Due after 1 through 5years  $ 4,198,272 3,984,265 ¢ 3,145583 ¢ 3,110,707
Due after 5 through 10 years 2,461,595 2,358,507 2,975,742 2,922,853

Due after 10 years 1,184,193 1,112,762 1,278,717 1,252,253
Mortgage and asset backed
investments 4,132,181 3,494,537 7,859,043  7,484,44%F

Total fixed maturities $ 11976241 10,950,071 ¢ 15,259,085 ¢ 14,770,258

The Company participates in a securities lending program operated by a third party banking
institution, whereby certain assets are loaned out and for which the Company earns an
incremental return. For securities on loan, the lending agent receives cash collateral generaly
worth 102 to 105% of the loaned securities which must be returned to the borrower upon return of
the securities and which in the meantime is invested in a collateral pool managed by the banking
institution. The collateral pool is subject to written investment guidelines with key objectives
which includes safeguard of principal and adequate liquidity to meet anticipated needs with a
maximum weighted average maturity of ninety days. At December 31, 2008 and December 31,
2007, $134.2 million and $123.7 million, respectively, of securities included in investments
available for sale were loaned to various counter parties through the securities lending program.
The cash collateral received as at December 31, 2008 and December 31, 2007 was $136.1 million
and $125.4 million respectively. At December 31, 2008 and December 31, 2007, the value of the
Company’s share of the collateral pool and investments available-for-sde held was $129.3
million and $125.4 million, respectively, in connection with these loans, and is included in cash
and cash equivaents, with a corresponding liability reflected in net payable for investments
purchased.

Certain of the Company’s invested assets are held in trust and pledged in support of
insurance and reinsurance liabilities. Such pledges are largely required by the Company’s
operating subsidiaries that are “non-admitted” under U.S. state insurance regulations, in order for
the U.S. cedant to receive statutory credit for reinsurance. In addition certain deposit liabilities
and annuity contracts require the use of pledged assets. As at December 31, 2008 the Company
had approximately $2.8 billion in pledged assets.

The fair values of securities on loan at December 31, 2008 and 2007 are detailed below:

2008 2007
Fixed maturities...........cocoeevveen... $134,200 $123,764
EQUIties........ccoo v - -
Total $134209  $123.764
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10. Investmentsin affiliates

The Company’s investment in affiliates and equity in net income (loss) from such affiliates
are summarized below:

December 31, 2008 December 31, 2007
Equity in Equity in Net
Net Income Income
Carrying (Loss) for Carrying (Loss) for the
Vaue the Year Vdue Y ear
Investment affiliates................... 344,774 (46,170) $611,332 $ 16,290
Operating affiliates:
Financid affiliates....................... 20,479 (1,502,646) 21,045 (1,189,542)
Insurance affiliates...................... 67,529 10,001 78,483 7,300
Investment management affiliates 195,324 14,657 226,801 97,252
628,106 (1,524,160) 937,661  $(1,068,700)

When financia statements of the affiliate are not available on a timely basis to record the
Company’s share of income or loss for the same reporting periods as the Company, the most
recent available financial statements are used. This lag in reporting is applied consistently until
timely information becomes available.

The Company has invested in certain closed end funds, certain limited partnerships, LLC's
and smilar investment vehicles, including funds managed by certain of its investment
management affiliates. Collectively, these investments in funds, partnerships and other vehicles
are classified as “investment fund affiliates’. At December 31, 2008, investment affiliates were
$0.3 hillion of which $0.2 billion was invested in the aternative investment portfolio and $0.1
billion consisted of private investments. At December 31, 2007, investment affiliates were $0.6
billion of which $0.5 billion was included in the alternative investment portfolio and $0.1 billion
consisted of private investments.

The Company’s net loss from investment fund affiliates during the year ended December 31,
2008 reflected broad-based market declines, combined with extreme volatility, a sharp pull-back
in the availability of credit and short sde redtrictions implemented by securities market
regulators, proved highly challenging for the strategies employed by many of the Company’s
aternative investment managers. Net income from investment fund affiliates increased in 2007
as compared to 2006 due primarily to exceptiond results in the alternative portfolio and as a
result of a higher investment asset base.

The Company’s significant financial operating affiliate investments at December 31, 2007
included S/ncora and Primus Guaranty, Ltd. (“Primus’) with ownership of 46.9% and 33.1%,
respectively. Given management’s view of the risk exposure, expected losses in 2007 by both
Syncora and Primus, along with the uncertainty facing the entire financial guarantee industry, the
Company reduced the reported value of its investment in both Syncora and Primus to nil at
December 31, 2007. The write down in the Syncora and Primus equity investments in 2007,
combined with net losses recorded in the same period under the excess of loss and facultative
reinsurance agreements with Syncora of $300.0 million and $12.8 million, respectively, were the
primary drivers behind the net loss from financial operating affiliates of $1.2 hillion recorded
during the year ended December 31, 2007.
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10. Investmentsin affiliates (continued)

Market developments with respect to the monoline industry continued to be largely
negative throughout 2008 and during the same period, Syncora was downgraded by severa rating
agencies. Accordingly, throughout 2008 and up until the closing of the Master Agreement in
August 2008 which resulted in the transfer by the Company of al of the shares it owned in
Syncora, the Company reported its investment in Syncora at nil and less than the traded market
value during this time, as it was believed the decline in value was other than temporary. In
addition to the transfer of the Company’s shares it owned in Syncora as described above, under
the Master Agreement, the Company paid consideration to Syncora of $1.775 billion cash as well
as eight million ordinary shares valued at $128.0 million. The Master Agreement terminated
certain reinsurance and service agreements with Syncora and as a result, related guarantee
agreements with Syncora, with the exception of certain exposures relating to the European
Investment Bank, no longer had any force or effect. Asthe total value of the consideration paid
to Syncora significantly exceeded the liabilities related to such reinsurances and guarantees, the
Company recorded a loss of approximately $1.4 billion, in “net (loss) income from operating
affiliates’, in respect of the closing of the Master Agreement in the third quarter of 2008. See
Note 5, “Syncora Holdings Ltd” for further details.

The Company’s insurance affiliate investments a December 31, 2008 included a $63.2M
investment in ITAU XL Seguros Corporativos S.A., with ownership in this entity at 49.9%.

The Company’s investment managemer affiliates include Highfields Capital Management
LP, a globa equity investment firm, MKP Capital Management, a fixed income investment
manager, speciaizing in mortage-backed securities, Stanfield Capital Partners, a credit-orientated
asset management firm specializing in collateralized loan obligations, One Capital Management
Partners, a diversified alternative investment management firm, Artemis Advisor LLC, a U.S.
focused equity firm, HghVista Strategies LLC, a diversified wealth management firm, and
Finisterre Cayman Limited, an emerging market specialist asset management firm.

During 2006, the Company sold its interest in FrontPoint Partners LLC, an integrated
aternative asset firm, resulting in equity earnings of $41.7 million recorded in 2006 related to the
initial sale and $32.4 million recorded in 2007, primarily related to the receipt of contingent
proceeds and the balance of $2.3 million received in 2008.

In addition to the writedowns above, during the years December 31, 2008 and 2007 the
Company recorded other than temporary declinesin the values of certain affiliates totaling nil and
$63.5 million, respectively. Other than temporary declines in 2008 and 2007 declines related
primarily to investment management affiliates.

In certain investments, the carrying value is different from the share of the investee's
underlying net assets. The difference represents goodwill on acquisition or other-than-temporary
impairments recorded with respect to the investment.

See Note 19(c), “Commitments and Contingencies — Investments in Affiliates,” for further
information regarding commitments related to investment in affiliates.
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11. Other Investments

Other investments include investments over which the Company does not have significant
influence and whose fair vaue is generdly unquoted. This includes investments in limited
partnerships where the Company does not participate in the management of the partnerships and
investmentsin non-rated collateralized loan obligations. Income from other investments was $3.6
million and $16.9 million for the years ended December 31, 2008 and 2007, respectively.
Unrealized gains from these limited investment partnerships was $0.1 million and $1.1 million as
at December 31, 2008 and 2007, respectively.

Income on unrated tranches of collateral loan obligationsis reflected only to the extent the
Company’s principa has been fully recovered. Income on alternative investments included in
other investments is realized only on ultimate sale of these investments. The Company had net
unredized gains of #5.3 million and $12.1 million, respectively, at December 31, 2008 and
2007, related to these aternative investments.

See Note 19(b), “Commitments and Contingencies — Other Investments,” for further
information regarding commitments related to other investments.

The Company regularly reviews the performance of these other investments. The
Company recorded losses of $0.3 million and $0.1 million in 2008 and 2007, respectively, due to
other than temporary declines in values of these investments.

12. Unpaid losses and loss expenses

Unpaid losses and |oss expense reserves for the Company’ s operations are comprised of:

2008 2007
Reserve for reported losses and loss expenses $ 8,629496 § 9,456,225
Reserve for losses incurred but not reportec 10,823,928 11,313,836
Unpaid losses and loss expense reserves $ 19453424 $ 20,770,061

Net losses and loss expenses incurred, excluding claims and policy benefits for the life
operations, comprise:

2008 2007
Loss and loss expense payments $ 4503431 & 4,372,53C
Changein unpaid losses and loss expenses (424,495) 192,287
Change in unpaid losses and |oss expenses recoverable 606,471 (380,585)
Paid loss recoveries (29€1578) (2,918,131)
Net loss and loss expenses incurred $ 1723829% 1266101
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12. Unpaid losses and loss expenses (continued)

Reconciliation of unpaid losses and loss expense reserves, excluding claims and policy

benefits for the life operations:

Unpaid losses and loss expenses at beginning of year
Unpaid losses and |oss expenses recoverable

Financia Guarantee reserves related to previous reinsurance
agreements with Syncora that were recorded within “Net
loss from operating affiliates’

Net unpaid losses and loss expenses at beginning of year

Increase (decrease) in net losses and |oss expenses incurred in

respect of losses occurring in
Current year
Prior years
Total net incurred losses and loss expenses

Exchange Rate effects
Net loss reserves (disposed) acquirec
Losses and loss expenses paid in respect
of losses occurring in .
Current year
Prior years
Total net paid losses

Net Unpaid losses and loss expenses at end of year
Unpaid losses and |oss expenses recoverable

Financial Guarantee losses recorded within net income from

Operating affiliates
Unpaid losses and loss expenses at end of year

2008

§ 20,770,061 ¢

12,209,871

(350,989
8,209,202

1,981,285
(257,455)
1,723,830
(176,733)
(455,352)

382,452
1,159,401
1,541,853

7,729,094
11,694,331

$ 19453425 $

2007

19,294,378
11,619,561

7,674,817

1,345,863
(79,762)

1,266,101

224,931
497,752

178,747
1,275,653
1,454,40C

8,209,202
12,209,871

350,988

20,770,061

Certain aspects of the Company’s business have loss experience characterized as low
frequency but high severity in nature. This may result in volatility in the Comparny’s results of

operations and financia condition and liquidity.

The following table presents the net (favorable) adverse development of reserves analyzed

by each of the Company’s operations.

Insurance

Reinsurance
Subtotal

Quota share arrangements with affiliated companies
Tota net adverse(favorable) prior year development

Insurance Operations

2008 2007
(306,546) §  (195,15C)
(176,354) (168,951)
(482,900) (364,101)
225 445 284,339
57455 $  _(79762)

Net favorable prior year development in the year ended December 31, 2008, totaled $306.5
million, primarily due to reserve releases in certain casuaty lines primarily in 2003 to 2006
accident years due to lower than expected reported loss activity and favorable reserve
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12. Unpaid losses and loss expenses (continued)

development in global property lines of business as a result of favorable claim development. In
addition, net reserve releases resulted from an agreement with Axa/Winterthur of approximately
$80.9 million in the fourth quarter of 2008 in regards to certain reinsurance recoverable balances
relating to casualty lines and to a lesser extent, certain property lines of business. Offsetting this
favorable development was modest reserve strengthening within specidty lines, primarily in the
environmental lines of business, as well as strengthening associated with certain structured
indemnity contracts. Within the professional lines, reserve releases in the 2003 to 2006 accident
years were largely offset by strengthening of reserves in the 2007 year. Gross prior year
favorable development for the year ended December 31, 2008 of $33.2 million exceeded the
corresponding net favorable development during the same period of $306.5 million, as the impact
of reductions in gross reported losses on older yearsin certain casuaty lines was mostly offset by
the impact of the reinsurance recoverable component on such losses. In addition, the impact of
gross reserve releases in professiona lines was mostly offset by the impact of a reduction in
estimated ceded IBNR following reserve reviews in these lines.

In 2007, net prior year reserve releases consisted of $85.4 million in property and $162.2
million in casualty lines of business, partialy offset by net adverse development of $20.8 million,
$5.7 million and $26.1 million in certain professional, marine and other lines of business,
respectively. Casuaty releases relate primarily to the European casualty portfolio in accident
years 2002-2005. The professional lines development reflects net adverse prior year development
of the Bermuda E& O portfolio and releases from the U.S. and European professional lines
portfolios. Net adverse prior year development in other insurance lines relates to adverse
development in discontinued speciaty lines, surety and environmental, partially offset by
favorable development in aerospace and political risk. Gross prior year releases totaled $55.8
million for the Insurance operations during 2007.

There is no assurance that conditions and trends that have affected the development of
liabilities in the past will continue. Accordingly, it may not be appropriate to extrapolate future
redundancies or deficiencies based on the Company’s historical resuilts.

Reinsurance Oper ations

For the year ended December 31, 2008, net favorable prior year reserve development
included casudty and other lines reserve releases in both European and U.S. casuaty and
professional portfolios. In the same period, property and other short-tail lines net favorable
development was attributable to most business units globaly. Gross prior year favorable
development for the year ended December 31, 2008 of $307.1 million exceeded the
corresponding net favorable development during the same period of $176.4 million as the impact
of favorable loss experience related to a large crop program was mostly offset by the impact of
retrocessional protection related to this program.

In 2007, within the Reinsurance operations, net prior year releases of $169.0 million in
the year ended December 31, 2007 consisted of $113.9 million primarily in property and other
short-tail lines of business and $65.1 million in casudty and other lines. Releases in the short-tail
lines relate primarily to the 2005 and 2006 accident years. The casualty and other lines favorable
development of $65.1 million reflects the net result of releases of $89.1 million primarily in the
US and non-US casudlty portfolios, partialy offset by net adverse development of $13.0 million
associated with the results of an external review of the Company’s asbestos and environmental
reserves and $21.0 million related to a commutation of a stop loss reinsurance agreement.
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12. Unpaid losses and loss expenses (continued)

Favorable gross prior year development of $166.6 million wasin line with the net devel opment.

There is no assurance that conditions and trends that have affected the development of
liabilities in the past will continue. Accordingly, it may not be appropriate to extrapolate future
redundancies or deficiencies based on the Company’s historical resullts.

Exchangerate effects and other adjustments

Exchange rate effects on net loss reserves in the years ended December 31, 2008 and 2007
related to the global operations of the Company primarily where reporting units have a functional
currency that is not the U.S. dollar. The increase in the vaue of the U.S. dollar in 2008 combined
with the decrease in the value of the U.S. dollar in 2007 mainly compared to the Swiss franc,
U.K. Sterling and the Euro, gave rise to trandation and reval uation exchange movements related
to carried loss reserve balances of $(176.7) million and $224.9 million in 2008 and 2007,
respectively.

Other Lossinformation

Net losses disposed in 2008 of $455.4 million primarily represents net losses disposed of
$490.8 million from an &ffiliate company as aresult of an XL Capital organizationd restructuring
of its UK and European affiliated reinsurance operations.

Net losses acquired in 2007 in the amount of $197.8 million primarily represent net
losses acquired of $661.5 million from an &ffiliate company as a result of an XL Capital
organizationa restructuring of its UK and European affiliated reinsurance operations, partialy
offset by reserves associated with the de-consolidatation of SCA following the secondary offering
on June 6, 2007 of $181.4 million.

The Company’s net unpaid losses and loss expenses included estimates of actual and
potential non-recoveries from reinsurers. As at December 31, 2008 and 2007, the reserve for
potentia non-recoveries from reinsurers was $100.3 million and $98.3 million, respectively.

Except for certain financial guarantee and workers compensation liabilities, the Company
does not discount its unpaid losses and loss expenses.

With respect to financial guarantee liabilities the anount of the case basis reserve is
based on the net present value of the expected ultimate loss and loss adjustment expense
payments that the Company expects to make, net of expected recoveries under salvage and
subrogation rights. Case basis reserves are determined using cash flow or similar models to
estimate the net present value of the anticipated shortfall between (i) scheduled payments on the
insured obligation plus anticipated loss adjustment expenses and (ii) anticipated cash flow from
the proceeds to be received on sales of any collateral supporting the obligation and other
anticipated recoveries.

The net income impact in 2007 of case basis reserves with respect to reinsurance
previously provided to Syncora subsequent to the secondary sale of Syncora common shares on
June 6, 2007 of $351.0 million was included in “Net loss from operating affiliates’, and the
unpaid case reserves related to such losses were recorded in unpaid losses and loss expenses.
However, following the closing of the Master Agreement and the consideration paid to Syncora,
the liabilities associated with the reinsurance previously provided to Syncora were settled. See
Note 5, “Syncora Holdings Ltd. (* Syncora’) for further information.
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12. Unpaid losses and loss expenses (continued)

The Company utilizes tabular reserving for workers compensation (including long-term
disability) unpaid losses that are considered fixed and determinable, and discounts such losses
using an interest rate of 5% (2007: 5%). The interest rate approximates the average yield to
maturity on specific fixed income investments that support these liabilities. The tabular reserving
methodology results in applying uniform and consistent criteria for establishing expected future
indemnity and medical payments (including an explicit factor for inflation) and the use of
mortality tables to determine expected payment periods. Tabular unpaid losses and loss expenses,
net of reinsurance, at December 31, 2008 and 2007 were $755.8 million and $813.7 million,
respectively. The related discounted unpaid losses and loss expenses were $346.0 million and
$377.0 million as of December 31, 2008 and 2007, respectively.

The nature of the Company’s high excess of loss liability and catastrophe business can
result in loss events that are both irregular and significant. Similarly, adjustments to reserves for
individual years can be irregular and significant. Such adjustments are part of the normal course
of business for the Company. Conditions and trends that have affected development of liability in
the past may not continue in the future. Accordingly, it is inappropriate to extrapolate future
redundancies or deficiencies based upon historical experience.

During 2008 and 2007, the net reserve development on the quota share arrangements is due
to net reserve releases in the underlying business written in the Company’s North America and
U.K./European insurance and reinsurance operations. Accordingly, the quota share arrangements
for the U.K./European operations had reinsurance recovery releases of $88.2 million and
$145.5M, while the U.S. operations had reinsurance recovery releases of $142.9 million and
$118.9 million in 2008 and 2007, respectively.

13. Reinsurance

The Company utilizes reinsurance and retrocession agreements principally to increase
aggregate capacity and to reduce the risk of loss on business assumed. The Company’s
reinsurance and retrocession agreements provide for recovery of a portion of losses and loss
expenses from reinsurers and reinsurance recoverables are recorded as assets. The Company is
liable if the reinsurers are unable to satisfy their obligations under the agreements. Under its
reinsurance security policy, the Company seeks to cede businessto reinsurers generally rated “A”
or better by Standard & Poor’s (“S&P’) or, in the case of Lloyd's syndicates, “B+” from
Moody’s Investor Service, Inc. (“Moody’s’). The Company will consider reinsurers that are not
rated or do not fall within the above rating categories and may grant exceptions to the Company’s
generd policy on a case-hy-case basis.
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13. Reinsurance (continued)

The effect of reinsurance activity retrocessional activity on premiums written and earned
from genera operations is shown below:

2008 2007

Premiums written

Direct $  4,999,19: $ 5307,223

Assumed 2,019,55C 2,261,031

Ceded 3,983,98 (5,356,493

Net premiums written $  3.034,758 $ 2211761
Premiums earned

Direct $ 5271524 $ 5,359,364

Assumed 2,007,094 2,318,149

Ceded 444504 (5,359,367

Net premiums earned ¢ 2833571 ¢ 2318146

At December 31, 2008, the total reinsurance assets of $12.6 billion include reinsurance
recoverables for paid losses and |oss expenses of $0.8 hillion and $11.8 billion with respect to the
ceded reserve for losses and loss expenses, including ceded losses incurred but not reported. Of
the $11.8 hillion and $12.2 billion in unpaid losses and loss expenses recoverable due at
December 31, 2008 and 2007, respectively, $8.2 billion and $7.9 billion are due from an affiliated
company, under the quota share arrangements discussed below.

The Company recorded reinsurance recoveries on losses and loss expenses incurred of $2.4
billion and $3.2 billion for the years ended December 31, 2008 and 2007, respectively, of which
$1.8 billion and $.9 hillion respectively, relate to recoveries due from an affiliated company.
The recoveries due from an affiliated company, relate to various quota share arrangements which
are in place for the Company and some of its subsidiary companies, during both the current and
prior years. The total reinsurance premium ceded and earned for these quota share arrangements
for the year ended December 31, 2008, was 8.4 billion and $£.8 hillion and for December 31,
2007, $3.8 billion and $3.7 billion respectively.

Although the contractual obligation of individua reinsurers to pay ther reinsurance
obligations is based on specific contract provisions, the collectibility of such amounts requires
significant estimation by management. The mgjority of the balance the Company has accrued as
recoverable will not be due for collection until sometime in the future. Over this period of time,
economic conditions and operational performance of a particular reinsurer may impact their
ability to meet these obligations and while they may continue to acknowledge their contractual
obligation to do so, they may not have the financial resources or willingness to fully meet their
obligation to the Company.

At December 31, 2008 and 2007, the provision for uncollectible reinsurance relating to
both reinsurance balances receivable and unpaid losses and loss expenses recoverable was $100.3
million and $88.3 million, respectively. To estimate the provision for uncollectible reinsurance
recoverable, the reinsurance recoverable must first be alocated to applicable reinsurers. This
determination is based on a process rather than an estimate, although an element of judgment
must be applied. As part of this process, ceded IBNR is alocated by reinsurer. The alocations are
generaly based on historical relationships between gross and ceded losses. If actua experience
varies materialy from historical experience, the allocation of reinsurance recoverable by reinsurer
will change.
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13. Reinsurance (continued)

The Company uses a default analysis to estimate uncollectible reinsurance. The primary
components of the default analysis are reinsurance recoverable balances by reinsurer, net of
collateral, and default factors used to determine the portion of a reinsurer’s balance deemed
uncollectible. The definition of collateral for this purpose requires some judgment and is
generally limited to assets held in trust, letters of credit, and ligbilities held by the Company with
the same lega entity for which the Company believes there is aright of offset. The Company is
the beneficiary of letters of credit, trust accounts and funds withheld in the aggregate amount of
$1.7 billion a December 31, 2008, collateralizing reinsurance recoverables with respect to certain
reinsurers. Default factors require considerable judgment and are determined using the current
rating, or rating equivalent, of each reinsurer as well as other key considerations and assumptions.

At December 31, 2008, the use of different assumptions within the model could have a
materia effect on the bad debt provision reflected in the Company’s Consolidated Financia
Statements. To the extent the creditworthiness of the Company’ s reinsurers was to deteriorate due
to an adverse event affecting the reinsurance industry, such as a large number of major
catastrophes, actual uncollectible amounts could be significantly greater than the Company’ s bad
debt provision. Such an event could have a material adverse effect on the Company’s financial
condition, results of operations, and liquidity.

Approximately 83% of the total unpaid loss and loss expense recoverable and reinsurance
balances receivable (excluding collateral held) outstanding at December 31, 2008, were due from
reinsurers rated “A” or better by S&P. The following is an analysis of the total recoverable and
reinsurance balances receivable at December 31, 2008, by reinsurers owing more than 3% of such
total:

Standard and Poor’s

Name of reinsurer rating % of total
Munich Reinsurance COMPaNY ........ooeeeereresreeereressseeresessessenens AA-/Stable 14.25%
Swiss Reinsurance COMPaNY ........ccccoeeuvereeseeenesessessesesssessesenens AA—/Watch Neg. 10.55%
LIOYd'S SYNQiCALES......cucurereieririrererieireree e A+/Stable 5.01%
Transatlantic Reinsurance Company..........cocververerreeereeeneeeens A+/Stable 3.98%
Swiss Re Frankona Reuckversicherungs AG........ccoocvevernene AA—/Watch Neg. 3.67%
@ In February 2009, Swiss Reinsurance Company was downgraded by S& Pto “A+" (Stable).

(2 The above excludes balances due from related parites.

The following table sets forth the ratings profile of the reinsurers that support the unpaid
loss and loss expense recoverable and reinsurance balances receivable net of security noted

above.

Standard and

Poor’srating % of total
AU A A e AR AR E A b et bR A b et E bR e e b e et et e Rt 7.5%
N OSSOSO TSSO 46.3%
A bR bR A A e R e AR e R e A b e R A e R AR e A e R et AR e Re e e b ettt eene et 29.6%
BBB .. R bR E e E AR e Rt e R e 0.8%
BB ANU DEIOW ...ttt ettt nn e 0.1%
L= o 7= OO 12.4%
N0 = = 0.4%
L1 1= TP 2.%
10 PR 100%
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13. Reinsurance (continued)

AXA Agreement

On July 25, 2001, the Company completed the acquisition of certain Winterthur
International insurance operations (the “Winterthur Business’) primarily to extend its
predominantly North American-based large corporate insurance business globaly. Under the
terms of the Sale and Purchase Agreement, as amended, between the company and Winterthur
Swiss Insurance Company (“WSIC”), (the “SPA”) WSIC provided the Company with post-
closing protection with respect to third party reinsurance receivables and recoverables related to
the acquisition of certain Winterthur International insurance operations (the “Winterthur
Business’). Such protection was provided in the form of Sellers Retrocession Agreements and a
Liquidity Facility.

On June 7, 2006, the company and subsidiaries, entered into an agreement (the
“Agreement”) with WSIC. The purpose of this Agreement was to release al actual or potential
disputes, claims or issues arising out of or related in any way to: (i) the Liquidity Facility and the
Sellers Retrocession Agreements, as well as (ii) subject to certain exceptions, the SPA. The
Agreement further provided for afour-year term, collateralized escrow arrangement (the “Fund”)
of up to $185 million (plus interest) to protect certain subsidiaries from future nonperforming
third party reinsurance related to the Winterthur Business. The Fund was structured to align the
parties interests by providing for any sums remaining in the Fund at the end of its term to be
shared in agreed percentages.

On December 16, 2008, the Company entered into an agreement with AXA Insurance
Ltd (the successor company to WSIC) (“AXA”"), (the“AXA Agreement”). The AXA Agreement
releases to the parties al funds from the Fund that was put in place in June 2006 as described
above and releases both parties from all further obligations thereunder. Since the Fund was
created, the Company was able to successfully collect more than 95% of such third-party
reinsurance receivables on paid claims enabling the Company to agree with AXA to terminate the
Fund early.

The AXA Agreement provided that the Fund, which contained approximately $172
million as at December 16, 2008, be terminated and that the Company be paid a greater share of
the remaining funds than was originally agreed. In return, the Company released AXA, subject to
certain exceptions, from the SPA, as amended, between the Company and AXA, and commuted
AXA’s share of various reinsurance contracts where AXA reinsured subsidiaries of the Company
relating to certain parts of the Winterthur Business. In addition, the Company and AXA reached
a definitive claims handling agreement governing defined Excluded Winterthur Business,
including asbestos claims and business written prior to 1986, which remain the financia
responsibility of AXA. In connection with the execution of the AXA Agreement and the
adjustment of related provisions, the Company recorded income of approximately $80.9 million
in 2008, which was recorded as favorable net prior year development.

14. Deposit Liabilities

At December 31, 2008, deposit liabilities include remaining funding agreement contracts
as well as reinsurance and insurance deposits. Previoudy, deposit liabilities included GICs. As at
December 31, 2007, the Company had approximately $4.0 billion of deposit liabilities associated
with GICs which were correspondingly matched with invested assets. Based on the terms and
conditions of the underlying GICs, upon the downgrade of Syncora Guarantee below certain
ratings levels, al or portions of outstanding principal balances on such GICs would come due.
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14. Deposit Liabilities (Continued)

Throughout 2008, severd rating agencies downgraded Syncora and its subsidiaries and,
as a result, the Company settled, in 2008 all of the GIC liabilities. In addition, certain funding
agreement contracts matured, resulting in the settlement of the underlying principal and accrued
interest. At December 31, 2008, the remaining balance of funding agreements, excluding accrued
interest of $6.6 million, was $600.0 million, with settlements scheduled as follows. $150.0
million in October 2009 and $450.0 million in August 2010.

Funding agreements and GICs do not meet the definition of an insurance contract under FASB
Statement of Financial Accounting No. 97. These contracts were sold with a guaranteed rate of
return and the proceeds from the sale of such contracts were invested with the intent of realizing a
greater return than is called for in the investment contracts. The Company has aso entered into
certain insurance and reinsurance policies that transfer insufficient risk under FASB Statement of
Financial Accounting Standards No. 113 to be accounted for as insurance or reinsurance
transactions and are deposit accounted. These structured property and casuaty agreements,
guaranteed investment contracts and funding agreements have been recorded as deposit liabilities
and are initially matched by an equivalent amount of investments. The Company has investment
risk related to its ability to generate sufficient investment income to enable the total invested
assets to cover the payment of the ultimate liability. Each deposit liability accrues at a rate equal
to the interna rate of return of the payment receipts and obligations due during the life of the
agreement. Where the timing and/or amount of future payments are uncertain, cash flows
reflecting the Company’ s actuarially determined best estimates are utilized. Deposit ligbilities are
initially recorded at an amount equal to the assets received.

Asat December 31, 2008and 2007, total deposit ligbilities are comprised of the following:

2008 2007
Reinsurance and insurance deposit liabilities $ 757,009 $ 630,862
Guaranteed investment contract deposit liabilities 902,235 6,174,602
Tota deposit ligbilities $ 1659244 % $6,805,464

Interest expense of $119.2 million and $370.9 million was recorded related to the accretion
of deposit ligbilities for the years ended December 31, 2008 and 2007, respectively.

15. Future Policy Benefit Reserves

The Company entersinto long duration contracts that subject the Company to mortality and
morbidity risks and which were accounted for as life premiums earned. Future policy benefit
reserves were established using appropriate assumptions for investment yields, mortality, and
expenses, including a provision for adverse deviation. The average interest rate used for the
determination of the future policy benefits for these contracts was 4.2% and 4.3% at December
31, 2008 and 2007, respectively. Total future policy benefit reserves for the year ended December
31, 2008 and 2007 were $3.0 billion and $3.8 hillion, respectively, with the decrease of $0.8
billion mainly resulting from the strengthening of the U.S. dollar against the U.K. Pound Sterling
in 2008.
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15. Future Policy Benefit Reserves (continued)

Future policy benefit reserves are comprised of the following:

Y ear ended December 31, 2008 2007
(U.S. dollarsin thousands)

TrAOitiONAl 1ITQ.. e, $ 822421% 765,422
ANNUITIES ... e e e e e e e e e e e e e s e e e aaba s 2,140,811 3,021,252
Total future policy benefit reserves ..o $ 2963232 $ 3.786.674

16. Notes Payable and Debt and Financing Arrangements

As at December 31, 2008, the Company and several of its subsidiaries, in conjunction with
XL Cepital, had bank, letter of credit and loan facilities available from a variety of sources
including commercia banks, totaling $7.4 billion (2007: $7.6 billion), of which $2.2 billion
(2007: $2.2 hillion) of debt and letters of credit were outstanding and in use. This includes $2.2
billion (2007: $.0 billion) of outstanding letters of credit, 0.02% (2007: 0.12%) of which were
collateralized by the Company’s investment portfolio, primarily supporting U.S. non-admitted
business and quota share agreements between affiliates.

The financing structure at December 31, 2008 was as follows:

Facility
In Use/
Commitment (1)  Outstanding (1)
Debt:
5-year revolvers expiring 2010/2012 (2) 1,000,000 -
5-year revolver expiring 2010 100,000 -

$1.100,000 $ -

L ettersof Credit:
4facilities—total.......ccooovve i 6.250.423 2,148,508

D “Commitment” and “In Use” data represent December 31, 2008 accreted values

(2 The 2010 and 2012 5-year revolving credit facilities share a $1 billion revolving credit sub-limit.

The revolving credit facilities were unutilized at December 31, 2008.
The financing structure at December 31, 2007 was as follows:

Facility
InUse/
Commitment (1) Outstanding (1)
Debt:
5-year revolvers expiring 2010/2012 (2) 1,000,000 -
5-year revolver expiring 2010 100,000 -
6.58% Guaranteed Senior Notes due 2011 255,000 255,000

$ 1,355,000 $ 255,000
Lettersof Credit:

8facilitiestotal.............cooiiii $6,252,270 $1957,142
(1) “Commitment” and “In Use” data represent December 31, 2007 accreted values
2 The 2010 and 2012 5-year revolving credit facilities share a $1 billion revolving credit sub-limit.
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16. Notes Payable and Debt and Financing Arrangements (continued)

The revolving credit facilities were unutilized at December 31, 2007.

In August 2008, the Company redeemed X.L. America, Inc’s $255 million 6.58%
Guaranteed Senior Notes due 2011. In connection with the early redemption of the 6.58% Notes,
the Company incurred debt extinguishment costs of approximately $22.5 million.

On June 22, 2007, three facilities expired — a $2 billion three-year unsecured credit and

letter of credit facility issued in 2004, a $500 million 364-day letter of credit facility issued in
2006, and a bilateral 364-day $100 million credit and letter of credit facility issued in 2006.
On June 22, 2007, the Company closed a new $4 billion unsecured revolving credit and letter of
credit facility. The new facility has a term of five years. The facility is available in the form of
revolving credit in the amount of $1 billion (such limit is shared with the Company’s other
syndicated revolving credit facility that closed in June 2005) and in the form of letters of credit in
the aggregate amount of $4 billion.

On December 31, 2007, a $150 million unsecured letter of credit facility expired and was
not replaced.

On December 19, 2006, the Company replaced a $150 million letter of credit facility that
matured in December 2006 with a new 364-day facility of the same amount.

On December 16, 2006, the Company replaced a $100 million credit facility that matured in

December 2006 with a new 364-day facility of the same amount.
The Company has severa letter of credit facilities provided on a syndicated and bilateral

basis from commercial banks. These facilities are utilized to support non-admitted insurance and
reinsurance operations in the U.S and capital requirements at Lloyd's. The commercia facilities
are scheduled for renewa during 2009 through 2012. In addition to letters of credit, the
Company has established insurance trusts in the U.S. that provide cedents with statutory relief
required under state insurance regulation in the U.S. It is anticipated that the commercia facilities
will be renewed on expiry but such renewals are subject to the availability of credit from banks
utilized by the Company. In the event that such credit support is insufficient, the Company could
be required to provide alternative security to cedents. This could take the form of additional
insurance trusts supported by the Company’s investment portfolio or funds withheld using the
Company’s cash resources. The value of letters of credit required is driven by, among other
things, loss development of existing reserves, the payment pattern of such reserves, the expansion
of business written by the Company and the loss experience of such business.

Of the letters of credit outstanding at December 31, 2008, $0.4 million (2007: $2.3 million)
were collateralized against the Company’s investment portfolio and $2.2 billion (2007: $2.0
billion) were unsecured.

Associated with the Company’s bank and loan commitments are various covenants that
include, among other things, the requirement to maintain a minimum credit and financia strength
rating and aminimum amount of consolidated shareholders equity. The Company was in
compliance with these covenants throughout 2008 and 2007.

17. Derivative Instruments

The Company enters into derivative instruments for both risk management and speculative
purposes. The Company is exposed to potential loss from various market risks, and manages its
market risks based on guiddines established by management. The Company recognizes al
derivatives as either assets or liabilities in the balance sheet and measures those instruments at
fair value with the changes in fair value of derivatives shown in the consolidated statement of
income as “net realized and unrealized gains and losses on derivative instruments’ unless the
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17. Derivative I nstruments (continued)

derivatives are designated as hedging instruments. The accounting for derivatives which are
designated as hedging instruments is described in Note 3(g), Derivative Instruments. The
following table summarizes these instruments by category and the effect on net income in the
years ended December 31, 2008 and 2007.

2008 2007
Investment related derivatives (1): $ (663) % (42,070
Credit risk: 732 (28,892
Other non-investment derivatives (22,923 (5,402
Weather and energy derivatives: 10,606 19,636
Net realized and unrealized gains on derivatives $ (12248 3 (56,728)
@ Includes derivatives entered into by the Company’ sinvestment portfolio managersincluding credit

default swaps.

(& Investment Related Derivatives

The Company, either directly or through its investment managers, may use derivative
instruments within its investment portfolio, including interest rate swaps, inflation swaps, credit
derivatives (single name and index credit default swaps), options, forward contracts and financia
futures (foreign exchange, bond and stock index futures), as a means of hedging exposure to
interest rate, equity price change and foreign currency risk or for trading purposes.

Investment Related Derivatives - Foreign Exchange Exposure

The Company uses foreign exchange contracts to manage its exposure to the effects of
fluctuating foreign currencies on the value of certain of its foreign currency fixed maturities and
equity securities investments. These contracts are not designated as specific hedges for financia
reporting purposes and therefore, realized and unrealized gains and losses on these contracts are
recorded in income in the period in which they occur. These contracts generally have maturities
of twelve months or less. In addition, certain of the Company’s investment managers may,
subject to investment guidelines, enter into forward contracts where potential gains may exist.
The Company has exposure to foreign currency exchange rate fluctuations through its operations
and in its investment portfolio. In relation to foreign exchange contracts, the Company had a net
payable of $0.01 million and $0.10 million, at December 31, 2008 and 2007, respectively, and the
Company recorded net losses of $65.2 million and $9.3 million during the years ended December
31, 2008 and, 2007, respectively.

Investment Related Derivatives - Interest Rate Exposure

The Company utilizes a risk management strategy that incorporates the use of derivative
financia instruments, primarily to reduce its exposure to interest rate risks associated with certain
of its assets and liabilities. The Company uses interest rate swaps to convert certain liabilities
from afixed rate to a variable rate of interest and may aso use them to convert a variable rate of
interest from one basis to another. The Company is exposed to credit risk in the event of non-
performance by the counterparties to the swap contracts.
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17. Derivative I nstruments (continued)

The Company designates certain of its derivative instruments as fair value hedges or cash flow
hedges and formally and contemporaneously documents all relationships between the hedging
instruments and hedged items and links the hedging derivative to specific assets and liabilities.
The Company assesses the effectiveness of the hedge, both at inception and on an on-going basis
and determines whether the hedge is highly effective in offsetting changes in fair value or cash
flows of the linked hedged item.

A portion of the Company’s liabilities are hedged against changes in the applicable
designated benchmark interest rate. In addition, interest rate swaps are used to hedge the changes
in fair value of certain fixed rate liabilities and fixed maturity securities due to changes in the
designated benchmark interest rate. At December 31, 2008 and 2007, contracts designated as fair
vaue hedges were in a net unrealized gain position of $373.5 million and $143.3 million,
respectively. As a result of the fair value hedges, deposit liabilities were increased by $242.3
million and $92.4 million at December 31, 2008 and 2007, respectively. These interest rate swap
hedges resulted in a net decrease in net investment income (net of interest expense) of $24.2
million for the year ended December 31, 2008, and a net increase of $14.5 million for the year
ended December 31, 2007. The ineffective portion of the hedges totaled $21.7 million and $1.0
million as part of net realized losses for the years ended December 31, 2008 and 2007,
respectively.

(@ Investment Related Derivatives

Interest rate swaps were previously used to hedge a portion of the Company’s floating
rate guaranteed investment contracts. These derivatives converted the floating rate guaranteed
investment contract payments to a different floating rate basis to better match the cash receipts
that were earned from the supporting investment portfolio. At December 31, 2008, there were no
longer any guaranteed investment contracts outstanding and accordingly no cash flow hedges
were in place. At December 31, 2007, contracts designated as cash flow hedges were in a net
unredlized gain position of $3.0 million. These interest rate swap hedges resulted in a reduction
in interest expense of $2.8 million and $6.0 million for the years ended December 31, 2008 and
2007. The ineffective portion of the hedges amounted to $3.0 million and $8.4 million as part of
net realized losses for the years ended December 31, 2008 and 2007, respectively.

Investment Related Derivatives - Financial Market Exposure

The Company aso uses bond and stock index futures to add value to the portfolio where
market inefficiencies are believed to exist, to equitize cash holdings of equity managers and to
adjust the duration of a portfolio of fixed income securities to match the duration of related
deposit liabilities. These instruments are marked to market on a daily basis and changes in fair
values are recorded through net realized and unrealized gains and losses on derivative
instruments. The Company measures potential losses in fair values using various statistical
techniques.

Credit derivatives are purchased within the Company’s investment portfolio in the form
of credit default swaps used to hedge an existing position or concentration of holdings. The credit
derivatives are recorded at fair value sourced from pricing vendors.

(b) Credit Risk

Credit derivatives are purchased within the Company’s investment portfolio as noted
above, have been sold through a limited number of contracts written as part of the Company’s
previous XL Financia Solutions business, and were previoudy entered into through the
Company’ s prior reinsurance agreements with Syncora, as described below. From time to time,
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17. Derivative I nstruments (continued)

(b) Credit Risk (continued)
the Company may purchase credit default swaps to hedge an existing position or concentration of
holdings. The credit derivatives are recorded at fair vaue. Following the secondary sale of
Syncora common shares, the Company retained some credit derivative exposures written by
Syncora and certain of its subsidiaries through reinsurance agreements that had certain derivatives

exposures embedded within them. Subsequent to June 6, 2007, the Company received Syncora
related derivative fair values from Syncora management and reviewed the methodology applied
in developing those estimates. In addition, the change in value of the derivative portion of the
financial guarantee reinsurance agreements the Company had with Syncora was included in “Net
(loss) income from operating affiliates.” Following the closing of the Master Agreement which
terminated certain reinsurance and other agreements, these credit derivative exposures were
eliminated by virtue of the commutation of the relevant reinsurance agreements. As of December
31, 2008, the remaining credit derivative exposure outside of the Company’s investment portfolio
consisted of 23 contracts written by the Company that provide credit protection on senior tranches
of structured finance transactions with total net par values outstanding of $639.5 million, a
weighted average contractua term to maturity of 5.7 years, a total liability recorded of $28.6
million, and an average rating of AA on the underlying obligations. As of December 31, 2008,
there have been no reported events of default on the underlying obligations.

Vauation of investment related credit derivatives is based on portfolio manager sourced
valuations. In determining the fair value of credit derivatives written within financial operations,
management differentiates between investment and non-investment grade exposures and models
them separately. Management estimates fair value for investment grade exposures by monitoring
changes in credit quality and selecting appropriate market indices to determine credit spread
movements over the life of the contracts. The determination of the credit spread movementsis the
basis for calculating the fair value. For credit derivatives that are non-investment grade
appropriate market indices are not readily available. Accordingly, the Company uses an
aternative fair value methodology. Under this methodology, the fair value is determined using a
cash flow model developed by the Company which is dependent upon a number of factors,
including changes in interest rates, future default rates, credit spreads, changes in credit quality,
future expected recovery rates and other market factors. For certain credit derivatives sold within
the Financia Solutions business providing protection on senior tranches of structured finance
transactions, the fair values are obtained directly from the investment bank counterparty. In
genera, the Company holds credit derivatives to maturity. Accordingly, changesin the fair value
of such credit derivatives are unrealized.

(c) Other Non-Investment Derivatives

The Company holds warrants in conjunction with certain of its other investments. These
warrants are recorded at fair value based on quoted market prices, where available.

In addition, the Company enters into derivatives as part of its contingent capital facilities
including put options, interest rate swaps, and asset return swaps. These derivatives are recorded
at fair value with changes in fair value recognized in earnings.

The Company also has investment related derivatives embedded in certain reinsurance
contracts. For a particular life reinsurance contract, the Company pays the ceding company a
fixed amount equal to the estimated present value of the excess of guaranteed benefit GMIB over
the account balance upon the policyholder’s election to take the income benefit. The fair value of
this derivative is determined based on the present value of expected cash flows. At December 31,
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17. Derivative I nstruments (continued)
(c) Other Non-Investment Derivatives (Continued)

2008 and 2007, the fair value was represented by ligbilities of $71.4 million and $2.0 million,
respectively. The change in fair value recorded for the GMIB was a loss of $9.5 million and $$0.9
million for the year ended December 31, 2008 and 2007 respectively. In addition, the Company
has modified coinsurance and funds withheld reinsurance agreements that provide for a return
based on a portfolio of fixed income securities. As such, the agreements contain embedded

derivatives. The embedded derivative is bifurcated from the funds withheld balance and recorded

at fair value with changes in far value recognized in earnings through net realized and unrealized
gains and losses on derivative instrument. The change in fair value recorded for these agreements
was not materia for any of the years ended December 31, 2008 or 2007.

(d) Weather and Energy Derivatives

Weather and energy derivatives are recorded at fair value, which is determined through the use of
guoted market prices where available. Where quoted market prices are unavailable, the fair values
are estimated using available market data and interna pricing models based upon consistent
satistical methodologies. Estimating fair value of instruments that do not have quoted market
prices requires management’s judgment in determining amounts that could reasonably be
expected to be received from, or paid to, athird party in settlement of the contracts. The amounts
could be materially different from the amounts that might be realized in an actua sale transaction.
Fair values are subject to change in the near-term and reflect management’s best estimate based
on various factors including, but not limited to, actual and forecasted weather conditions, changes
in commodity prices, changes in interest rates and other market factors. The change in fair value
recorded for the weather and energy derivatives was a gain of $10.6 million and $19.6 million for
the years ended December 31, 2008 and 2007, respectively.

18. VariablelInterest Entities

The Company utilizes variable interest entities both indirectly and directly in the ordinary
course of business. The Company invests in equity tranches (or smilar instruments) of
collateralized debt obligations (“CDOs’), collateralized bond obligations (“CBOs’) and other
investment vehicles that are issued through variable interest entities as part of the Company’ srisk
asset portfolio. Certain collateral facilities and contingent capital facilities are also structured
using variable interest entities, in which the Company has a variable interest. The Company was
not the primary beneficiary of any of these entities. In addition, the Company does not believe
that any of such interests would be characterized as significant to XL. The Company believes that
the significance of the variability absorbed by XL as contemplated in paragraph 24 of FIN 46(R)
must be considered in the context of XL Capita’s consolidated financial statements. The
Company considers the significance of its share of the entity’s expected losses and expected
resdua returns in relation to the Company’s consolidated results of operations, whether the
Company holds afirst loss portion in the entity, and the rating of its exposure and probability of
loss.
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19. Commitments and Contingencies
(@ Concentrations of Credit Risk

The creditworthiness of any counterparty is evaluated by the Company, taking into account
credit ratings assigned by rating agencies. The credit approval process involves an assessment of
factors including, among others, the counterparty, country and industry credit exposure limits.
Collateral may be required, at the discretion of the Company, on certain transactions based on the
creditworthiness of the counterparty.

The areas where significant concentrations of credit risk may exist include unpaid losses
and loss expenses recoverable and reinsurance balances receivable (collectively “reinsurance
assets’), investments balances.

The Company’s reinsurance assets at December 31, 2008 and 2007 amounted to $12.6 billion and
$13.2 hillion, respectively. Of this total $8.5 billion and $4.9 hillion, at December 31, 2008 and
2007 respectively, resulted from reinsurance arrangements, with non-affiliated companies, in the
course of its operations. A credit exposure exists with respect to reinsurance assets as they may be
uncollectible. The Company manages its credit risk in its reinsurance relationships by transacting
with reinsurers that it considers financialy sound, and if necessary, the Company may hold
collateral in the form of funds, trust accounts and/or irrevocable letters of credit. This collatera
can be drawn on for amounts that remain unpaid beyond specified time periods on an individual
reinsurer basis.

The Company’s available for sale investment portfolio is managed by external managersin
accordance with guidelines that have been tailored to meet specific investment strategies,
including standards of diversification, which limit the allowable holdings of any singleissue. The
Company did not have an aggregate investment in a single entity, other than the U.S. government,
in excess of 10% of the Company’s shareholders equity at December 31, 2008 and 2007.

In addition, the Company underwrites a significant amount of its general insurance and
reinsurance property and casualty business through brokers and a credit risk exists should any of
these brokers be unable to fulfill their contractual obligations with respect to the payments of
insurance and reinsurance balances to the Company. During 2008 and 2007, approximately
17.0% and 19.3%, respectively, of the Company’s consolidated gross written premiums from
property and casudty operations were generated from or placed by Marsh & McLennan
Companies. During 2008 and 2007, approximately 16.6% and 18.4%, respectively, of the
Company’s consolidated gross written premiums from property and casuaty operations were
generated from or placed by AON Corporation and its subsidiaries. Both of these companies are
large, well established companies and there are no indications that either of them is financially
troubled. No other broker and no one insured or reinsured accounted for more than 10% of gross
premiums written from property and casualty operations in each of the two years ended
December 31, 2008 and December 31, 2007.

(b) Other Investments

The Company has committed to invest in severa limited partnerships as part of its overall
corporate strategy. As of December 31, 2008, the Company has commitments, which include
potential additional add-on clauses, to invest a further $46.5 million over the next five years.
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19. Commitmentsand Contingencies (continued)
(c) Investment in affiliates

The Company owns a minority interest in certain closedend funds, certain limited
partnerships and similar investment vehicles, including funds managed by those companies. The
Company has commitments, which include potential add-on clauses, to invest a further $18.3
million over the next five years

(d) Properties

The Company rents space for certain of its offices under leases which expire up to 2025.
Total rent expense under operating leases for the years ended December 31, 2008 and 2007 was
approximately $40.5 million and $34.1 million, respectively.

Future minimum rental commitments under existing operating leases are expected to be as
follows:

Y ear ending December 31: 2009 $ 36316
2010 29,472

2011 25,556

2012 22,013

2013 18,255

Y ears 2014-2031 81,791

Tota minimum future rentals $213403

During 2003, XL Capital Ltd entered into a purchase, sale and leaseback transaction to
acquire new office space in London. The Company has recognized a capital lease asset of $129.3
million and $160.8 million, while an &ffiliated company has recognized a deferred gain of $34.2
million and $48.9 million related to the sale at December 31, 2003, related to this lease at
December 31, 2008 and 2007, respectively. The gain is being amortized to income in line with
the amortization of the asset.

The future minimum lease payments in the aggregate are expected to be $£42.9 million and
annually for the next five years are as follows:

Y ear Ended December 31:

2009, e $ 9818
12/ O PSSR 10,064
20010 10,315
2002, e 10,573
2003, e 10,838
2014-2028......ccco oo, 191,253
Total future minimum lease payments 242,861

(e) Tax Matters

The Company is incorporated in Bermuda and, except as described below, neither it nor its
non-U.S. subsidiaries have paid United States corporate income taxes (other than withholding
taxes on dividend income) on the basis that they are not engaged in a trade or business or
otherwise subject to taxation in the United States. However, because definitive identification of
activities which congtitute being engaged in atrade or business in the United States is not
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19. Commitmentsand Contingencies (continued)
(e) Tax Matters (continued)

provided by the Internal Revenue Code of 1986, regulations or court decisions, there can be no
assurance that the Interna Revenue Service will not contend that the Company or its non-U.S.
subsidiaries are engaged in a trade or business or otherwise subject to taxation in the United
States. If the Company or its non-U.S. subsidiaries were considered to be engaged in a trade or
business in the United States (and, if the Company or such subsidiaries were to qualify for the
benefits under the income tax treaty between the United States and Bermuda and other countries
in which the Company operates, such businesses were attributable to a “permanent
establishment” in the United States), the Company or such subsidiaries could be subject to U.S.
tax at regular tax rates on its taxable income that is effectively connected with its U.S. trade or
business plus an additional 30% “branch profits’ tax on such income remaining after the regular
tax, in which case there could be a significant adverse effect on the Company’s results of
operations and financial condition.

(f) Lettersof Credit

At December 31, 2008 and 2007, $2.2 billion and $2.0 billion of Ietters of credit were outstanding
respectively, 0.01% (2007: 0.12%) of which were collateralized by the Company’s investment
portfolio, primarily supporting U.S. non-admitted business. In addition, the Company is a
guarantor of letter of credit facilities, which primarily support XL Capitd’s Lloyd's Syndicates
capital requirements and U.S. non-admitted business of affiliates. These facilities totaded $0.6
billion and $1.1 billion million at December 31, 2008 and 2007, respectively, of which $593.0
million and $343.1 million were outstanding. See Note 14 for further information.

(g) Claimsand Other Litigation

The Company is subject to litigation and arbitration in the normal course of its business.
These lawsuits and arbitrations principally involve claims on policies of insurance and contracts
of reinsurance and are typica for the Company and for the property and casualty insurance and
reinsurance industry in general. Such legal proceedings are considered in connection with the
Company’s loss and loss expense reserves. Reserves in varying amounts may or may not be
established in respect of particular claims proceedings based on many factors, including the legal
merits thereof. In addition to litigation relating to insurance and reinsurance claims, the Company
and its subsidiaries are subject to lawsuits and regulatory actions in the normal course of business
that do not arise from or directly relate to clams @ insurance or reinsurance policies. This
category of business litigation typicaly involves, amongst other things, allegations of
underwriting errors or misconduct, employment claims, regulatory activity, shareholder disputes
or disputes arising from business ventures. The status of these legal actionsis actively monitored
by management. If management believed, based on available information, that an adverse
outcome upon resolution of a given lega action was probable and the amount of that adverse
outcome was reasonable to estimate, a loss would be recognized and a related liability recorded.
No such liabilities were recorded by the Company at December 31, 2008 and 2007. In addition,
the Company believes that the expected ultimate outcome of al outstanding litigation and
arbitration will not have a material adverse effect on its consolidated financial condition,
operating results and/or liquidity, although an adverse resolution of one or more of these items
could have a material adverse effect on the Company’s results of operations in a particular fiscal
quarter or year. The following information highlights ongoing legal proceedings related to the
Company.
In November 2006, a subsidiary of the Company received a grand jury subpoena from the
Antitrust Division of the U.S. Department of Justice (*DOJ’) and a subpoena from the SEC, both
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19. Commitmentsand Contingencies (continued)
(g) Claims and Other Litigation (continued)

of which sought documents in connection with an investigation into the municipal guaranteed
investment contract (“GIC”) market and related products. In June 2008, subsidiaries of the
Company also received a subpoena from the Connecticut Attorney General and an Antitrust Civil
Investigative Demand from the Office of the Florida Attorney Genera in connection with a
coordinated multi-state Attorneys General investigation into the matters referenced in the DOJ
and SEC subpoenas. The Company is fully cooperating with these investigations.

Commencing in March 2008, the company’s parent, XL Capital Ltd, and two of the
company’s subsidiaries were named, along with approximately 20 other providers and insurers of
municipa Guaranteed Investment Contracts and similar derivative products in the U.S.
(“collectively Municipa Derivatives’) as well as fourteen brokers of such products, in severa
purported federal antitrust class actions. The Judicial Panel on Multidistrict Litigation ordered
that these be consolidated for pretrial purposes and assigned them to the Southern District of New
York. The consolidated amended complaint filed in August 2008 alleges that there was a
conspiracy among the defendants during the period from January 1, 1992 to the present to rig bids
and otherwise unlawfully decrease the yield for Municipal Derivative products. The purported
class of plaintiffs consists of purchasers of Municipal Derivatives. On October 21, 2008 most of
the defendants filed motions to dismiss the consolidated amended complaint, which motions were
fully briefed as of January 21, 2009. In addition, the same two subsidiaries of the Company have
been named in a number of similar actions filed by various municipalities in California state
courts. The Defendants have removed those cases to federal court. The Plaintiffs have filed
motions to remand, most of which have been denied but some of which remain pending. Certain
of the cases originally filed in California state courts have been transferred to the Southern
District of New York by the Judicial Panel on Multidistrict Litigation. The Company intends to
vigorously defend these actions.

From time to time, the Company has aso received and responded to additional requests
from Attorneys General, state insurance regulators and federal regulators for information relating
to the Company’s contingent commission arrangements with brokers and agents and/or the
Company’s insurance and reinsurance practices in connection with certain finite-risk and loss
mitigation products. Similarly, the Company’s affiliates outside the U.S. have, from time to time,
received and responded to requests from regulators relating to the Company’s insurance and
reinsurance practices regarding contingent commissions or finite-risk and loss mitigation
products. The Company has fully cooperated with the regulators in these matters.

In August 2005, plaintiffs in a proposed class action (the “Class Action”) that was
consolidated into a multidistrict litigation in the United States District Court for the District of
New Jersey, captioned In re Insurance Brokerage Antitrust Litigation, MDL No. 1663, Civil
Action No. 04-5184 (the “MDL"), filed a consolidated amended complaint (the “Amended
Complaint”), which named as new defendants approximately 30 entities, including Greenwich
Insurance Company, Indian Harbor Insurance Company and XL Capital Ltd. In the MDL, the
Class Action plaintiffs asserted various claims purportedly on behdf of a class of commercid
insureds against approximately 113 insurance companies and insurance brokers through which
the named plaintiffs alegedly purchased insurance. The Amended Complaint aleged that the
defendant insurance companies and insurance brokers conspired to manipulate bidding practices
for insurance policies in certain insurance lines and failed to disclose certain commission
arrangements and asserted statutory claims under the Sherman Act, various state antitrust laws
and the Racketeer Influenced and Corrupt Organizations Act (*RICO”), as well as common law
claims aleging breach of fiduciary duty, aiding and abetting a breach of fiduciary duty and unjust
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19. Commitmentsand Contingencies (continued)

(9) Claims and Other Litigation

enrichment. By Opinion and Order dated August 31, 2007, the Court dismissed the Sherman Act
claims with prejudice and, by Opinion and Order dated September 28, 2007, the Court dismissed
the RICO claims with prgudice. The plaintiffs then appealed both orders to the U.S. Court of
Appedlsfor the Third Circuit. Oral argument before the appellate court is expected in April 2009.

Various subsidiaries of the company have been named as defendants in three of the many tag-
along actions that have been consolidated into the MDL for pretria purposes. These tag-along
actions make dlegations similar to the Amended Complaint but do not purport to be class actions.
On April 4, 2006, a tag-along Complaint was filed in the U.S. Digtrict Court for the Northern
Didtrict of Georgia on behaf of New Cingular Wireless Headquarters LLC and severa other
corporations against approximately 100 defendants, including Greenwich Insurance Company,
XL Specialty Insurance Company, XL Insurance America, Inc., XL Insurance Company Limited,
and XL Capital Ltd. (the “New Cingular Lawsuit”). On or about May 21, 2007, a tag-along
Complaint was filed in the U.S. District Court for the District of New Jersey on behalf of Henley
Management Company, Big Bear Properties, Inc., Northbrook Properties, Inc., RCK Properties,
Inc., Kitchens, Inc., Aberfeldy LP and Payroll and Insurance Group, Inc. against multiple
defendants, including “XL Winterthur International” (the “Henley Lawsuit”). On October 12,
2007, a Complaint in a third tag-along action, captioned Sears Roebuck & Co. v. Marsh &
McLennan Companies, Inc., et d., No. 1:07-CV-2535 (the “ Sears Lawsuit”), wasfiled in the U.S.
District Court for the Northern District of Georgia by Sears, Roebuck & Co., Sears Holdings
Corporation, Kmart Corporation and Lands End Inc. Among the many named defendants are
X.L. America, Inc., XL Insurance America, Inc., XL Speciadty Insurance Company and XL
Insurance (Bermuda) Ltd. The three tag-along actions are currently stayed.

Three purported class actions on behalf of shareholders of Syncora have been filed in the
Southern Digtrict of New York against the Company and one of its subsidiaries (collectively
“XL"), Syncora, four Syncora officers, and various underwriters of Syncora securities. The Judge
ordered that these be consolidated. The consolidated amended complaint, filed in August 2008,
alleges violations of the Securities Act of 1933 arising out of the secondary public offering of
Syncora common shares held by XL on June 6, 2007 and sales/exchanges by Syncora of certain
preferred shares as well as under the Securities Exchange Act of 1934 arising out of trading in
Syncora securities during the asserted class period of March 15, 2007 to March 17, 2008. The
principal alegations ae that Syncora failed to appropriately and timely disclose its exposures
under certain derivative contracts and insurance of tranches of structured securities. XL is named
as a party that “controlled” Syncora during the relevant time period. On October 14, 2008, XL
and other defendants filed motions to dismiss the consolidated amended complaint. Paintiffs
filed opposition briefs on December 22, 2008, and XL and the other defendants filed reply briefs
on February 5, 2009. The Company intends to vigorously defend these actions.

In connection with the secondary offering of the Company’s Syncora shares, the
Company and Syncora each agreed to indemnify the several underwriters of that offering against
certain liabilities, including liabilities under the Securities Act of 1933 for payment of legal fees
and expenses, settlements and judgments incurred with respect to litigation such as this. The
Company and Syncora have agreed to each bear 50% of this indemnity obligation.

Legal actions are subject to inherent uncertainties, and future events could change
management’ s assessment of the probability or estimated amount of potential |osses from pending
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19. Commitmentsand Contingencies (continued)
(9) Claimsand Other Litigation

or threatened legal actions. Based on available information, it is the opinion of management that
the ultimate resolution of pending or threatened legal actions, both individualy and in the
aggregate, will not result in losses having a materia effect on the Company’ s financial position at
December 31, 2008.

20. Contributed Surplus

During 2008 and 2007, XL’s parent company increased the Company’s contributed surplus
by $2.3 billion and $0.5 billion, respectively, through cash settlements.

21. Dividends
The Company paid dividends of $Nil in 2008 and 2007.
22. Reirement Plans

The Company provides pension benefits to digible employees through various defined
contribution and defined benefit retirement plans sponsored by the Company, which vary for each
subsidiary. Plan assets are invested principally in equity securities and fixed maturities.

Defined contribution plans

The Company has qualified defined contribution plans which are managed externally and
whereby employees and the Company contribute a certain percentage of the employee’'s gross
salary into the plan each month. The Company’s contribution generally vests over five years. The
Company’s expenses for its qualified contributory defined contribution retirement plans were
$4.4 million and $50.1 million in the years ended December 31, 2008 and 2007, respectively.

Defined benefit plans

A qualified non-contributory defined benefit pension plan exists to cover a number of its
U.S. employees. This plan aso includes a non-qualified supplementa defined benefit plan
designed to compensate individuals to the extent their benefits under the Company’s qualified
plan are curtailed due to Internal Revenue Code limitations. Benefits are based on years of service
and compensation, as defined in the plan, during the highest consecutive three years of the
employee's last ten years of employment. Under these plans, the Company’s policy is to make
annua contributions to the plan that are deductible for federal income tax purposes and that meet
the minimum funding standards required by law. The contribution level is determined by utilizing
the entry age cost method and different actuarial assumptions than those used for pension expense
purposes. The projected benefit obligation, accumulated benefit obligation and fair value of the
assets for this plan with accumulated benefit obligations in excess of the plan assets were $32.1
million and $32.1 million and $12.9 million, respectively as of December 31, 2008 and $29.1
million and $29.1 million and $19.2 million, respectively, as of December 31, 2007.

In addition certain former employees have received benefit type guarantees, not formally a
part of any established plan. The liability recorded with respect to these agreements as at
December 31, 2008 and 2007 was $3.4 million and $5.5 million, respectively, representing the
entire unfunded projected benefit obligations.

72



XL Insurance (Bermuda) Ltd
Notes to Consolidated Financial Statements (Continued)

For The Y ears Ended December 31, 2008 And 2007
(Expressed in Thousands Of U.S. dollars)

23. Amounts Duefrom/(to) Parent and Affiliates

Affiliate balances payable and receivable are in respect of amounts due to and from
companies within the XL Capital Group. The balances arise as a result of the Company’s
operating and investing activities. All amounts are due on demand and are non interest bearing.
The net inter-company receivable as at December 31, 2008 was $£99.6 million (2007: $1,208.7
million).

During 2008, the company received $789.7 million from its ultimate parent company,
reducing the inter-company balance receivable from that entity as at December 31, 2008 to
$314.8 million (2007: $.,604.5 million). The company has an inter-company balance receivable
from its immediate parent company of $10.3 million as at December 31, 2008 (2007: payable of
$5.8 million). The company has anet inter-company balance payable to affiliates of $625.5
million as at December 31, 2008 (2007: receivable of $390.0 million).
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24. Accumulated Other Comprehensive Income

The movement in accumulated other comprehensive income balances for the years ended

December 31, 2008 and 2007, are as follows:

Balance— beginning of year
Net change in unrealized gains (losses) on investments, net of

Additiona pension liability

Redlized loss on sdle of SCA
Foreign currency trandation adjustments.....................
Balance - end of year

2008

(31,016)
(499,404)

(2,582)

(399,148)

$(932,150)

2007
$ 106,358

(473,645)

3,255
4,954
328,062

$ (31016)

The related tax effects allocated to each component of other comprehensive income were as

follows:
Before Tax Tax Net of Tax
Year ended December 31, 2008 amount Expense amount
(Benefit)
Unrealized gains on investments:
Unredized gains (losses) arising during year...... (1,213,282) 53591 (1,266,873)
L ess reclassification adjustment for gains (losses)
redized in income (762,080) 5389  (767,469)
Net unredlized (l0ss)/ gains on investments...... (451,202 48202  (499,404)
Additional pension liability (2,582 - (2,582
Foreign currency trandation
adjustments..........oooiii i, (396,707) 2441  (399,148)
Change in accumulated other comprehensive income $ (850,491) $50,643 $(901,134)
Y ear ended December 31, 2007
Unredlized gains on investments:
Unresalized gains (losses) arising during year. .. (924,643) (15359  (909,285)
L essreclassification adjustment for gains (losses)
realized in income (474,582) (38942) (435,640)
Net unredlized gains on investments....... (450,061) 23584 (473,645)
Additiona pension liability 3,255 3,255
Realized gain (loss) onsaleof SCA..........ccevenene. 4,954 4,954
Foreign currency trandation adjustments............... 310,667 (17,395) 328,062
Change in accumulated other comprehensive income $ (131185 $ 6180 (137.374)
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25. Taxation

The Company and its Bermuda subsidiaries are not subject to any income, withholding or
capital gains taxes under current Bermuda law. In the event that there is a change such that these
taxes are imposed, the Company and its Bermuda subsidiaries would be exempted from any such
tax until March 2016 pursuant to the Bermuda Exempted Undertakings Tax Protection Act of
1966, and Amended Act of 1987.

The Company’s Indian Subsidiary is not subject to certain income and capital gains taxes
under current Indian law. This subsidiary is exempt from these taxes until March 3, 2010
pursuant to the Income Tax Act 1961. The subsidiary is subject to a Minimum Alternative Tax as
of April 1, 2007.

The Company’s U.S. subsidiaries are subject to federal, state and local corporate income
taxes and other taxes applicable to U.S. corporations. The provision for federal income taxes has
been determined under the principles of the consolidated tax provisions of the Internal Revenue
Code and Regulations thereunder. Should the U.S. subsidiaries pay a dividend to the Company,
withholding taxes will apply.

The Company has operations in subsidiary and branch form in various other jurisdictions
around the world, including but not limited to the U.K., Switzerland, Ireland, Germany, France,
India, Luxembourg and various countries in Latin America that are subject to relevant taxes in
those jurisdictions.

Deferred income taxes have not been accrued with respect to undistributed earnings of foreign
subsidiaries. If the earnings were to be distributed, as dividends or otherwise, such amounts may be
subject to withholding taxation in the state of the paying entity. Currently however, no withholding
taxes are accrued with respect to the earnings, as it is the intention that such earnings will remain
reinvested indefinitely. The company has a 50% interest in an affiliate, the undistributed earnings of
which are recognized for deferred tax as earned.

The Company adopted the provisions of FASB Interpretation No. 48 (“FIN 48"),
Accounting for Uncertainty in Income Taxes, on January 1, 2007. The Company did not
recognize any liabilities for unrecognized tax benefits as a result of the implementation of FIN 48.

The Company has open examinations by tax authorities in Germany, France and Ireland.
In addition the Company has been notified by the U.S. taxation authority of its intention to audit
the Company’s U.S. income tax returns. The Company believes that these examinations will be
concluded within the next 12 months, however, it is not currently possible to estimate the
outcome of these examinations.

The Company’s policy is to recognize any interest accrued related to unrecognized tax
benefits as a component of interest expense and penalties in the tax charge. As at December 31,
2008, the Company has accrued liabilities, relating to interest and penalties, of $1.0 million.
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25. Taxation (continued)

The income tax provisions for the years ended December 31, 2008 and 2007 are asfollows:

2008

Current expense:

U S $ 118411

NONU.S. . e 56,349
Total CUTENt BXPENSE. ... v vt e e 174,760
Deferred expense (benefit):

U S (8,534)

NONU.S. .. e e 25,044
Total deferred eXpense .......ovvvviiii i 16.510
Total taX BXPENSE ...vvie et $ 191270

2007

$ 120,325
133,550
253,875

16,270
47977

31,707
$ 222,168

The weighted average expected tax provison has been caculated using the pre-tax
accounting income (loss) in each jurisdiction multiplied by that jurisdiction’s applicable statutory
tax rate. Reconciliation of the difference between the provision for income taxes and the
expected tax provision at the weighted average tax rate for the years December 31, 2008 and

2007 is provided below:
2008
Expected tax provision at weighted average rate (17,434)
Permanent differences:
Non taxable iNnCome..........c.vviiiii et e e, (12,316)
Prior year adjustments.............cooovieiiiie i e (18,649)
State, local and foreign taxes.........ooevvveeiiiie i ieenn 51,183
Valuation allowanCe............coooviiiiii i, 192,703
StOCK OPLIONS. ... et et e e e e e e e e e 3,401
Transfer pricing adjustments...........c..coooveiv e e (13,274)
Non deductible eXpenses.........covveeiiiie i e 5,656
CONtiNGENCY FESEIVE. .. ou ittt e e et e e -
Non deductible [0SSes..........ooviiiiiiii
Other .. -
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2007
$ 45,548

(1,562)
23,538
24,325
84,323
7,489
10,198
12,291
1,106
12,000
2,912
$ 222,168
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25. Taxation (continued)

Significant components of the Company’s deferred tax assets and liabilities as of December
31, 2008 and 2007 were as follows:

2008 2007
Deferred tax asset:
Net unpaid 10SS reserve diSCoUNt. .. ......vvvvveieevieieeeieeeeeiaeeeeeaeens $ 100,816 $ 43,142
Net unearned PremiumS. .. ... ceeee v e e ee e 50,898 66,743
Compensation liabilities............oie i 46,649 29,787
Net Operating 0SSES. .. ..o cev it et 244,820 277,010
Currency tranglation adjustments................cooeeiiiieeiiiien e, 2,440 -
Investment adjustments..........oovveiie v e 10,411 14,723
Deferred COMMmISSION FEVENUE. ........vovvereieeeeeeeee e e e e, 4,237 48,649
PENSION. .. 7,079 6,116
Bad delt rESEIVE. .. ... e 3,600 9,472
Net unrealized depreciation on investments...............covevvennnnn. 131,036 100,829
Guaranty fund reCoUPMENt...........ouve it e e e 3,008 5,195
DEPIrECIALION. .. ettt et e e e e 22,898 16,429
Net unrealized capital 10SSES........covvvi i 84,000 66,047
Capital LOSSES. .. .ivitiiieeee ettt e e e e 196,308 29,550
SEOCK OPLIONS. .. ..e et 8,679 3,896
(0127 ST 16,018 19,390
Deferred tax asset, gross of valuation alowance..................oevveennn 932,897 736,978
Valuation alOWaNCE. ........oui ittt e e e 551,653 370,510
Deferred tax asset, net of valuation allowance.............coovvvveveeninennn.. $381.244 $366,468
Deferred tax liability:
Net Unrealized appreciation on investments...................ccuvee.... $ 11,627 $ 2488
Deferred acquUiSItion COSES.........vviniriiiiee it e e e 11,057 4,135
Unremitted earnings 524 -
Currency trandation adjustments.............coove v vee e, - 17,821
Deferred gains on investments 12,574 -
Invesment adjustments 135 -
REQUIALONY FESEIVES. .. .. ettt e e e e e 43,089 39,409
(@1 27" 2,460 2,587
Deferred tax [iability.........ccoeiiiiii e, 81,466 66,440
NEt AEfEr I EO TAX ASSEL. .. vvveve et iie et ettt et et et et eee et e e et e eaneanees $299,778 $300.028

The valuation alowance at December 31, 2008 and December 31, 2007 of $551.6 million and
$370.5million, respectively, relates to net operating loss carry-forwards in Switzerland and net
unrealized capital losses and redized capital loss carryforwards in the U.S that may not be
realized within a reasonable period. As of December 31, 2008, the Company has net unrealized
capital losses and realized capital loss carry forwards of approximately $134.6 million and $196.3
million respectively in the U.S., againgt which a valuation allowance of $327.4 million has been
established. Included within the capitalized realized losses are $173.7 million of losses arising
from the sale of investments to a group company, against which a valuation allowance of $173.7
million has been established. These losses cannot be utilized to offset any future U.S. realized
gains until the underlying assets have been sold to unrelated parties. Management believes it is
more likely than not that the tax benefit of the remaining net deferred tax assets will be realized.

As of December 31, 2008, net operating loss carryforwards in Switzerland were
approximately $1,068.2 million and will expire in future years through 2015.
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25. Taxation (continued)

Management is required to determine if there is sufficient positive evidence to conclude
that it is more likely than not that the deferred tax asset attributable to its UK. group net
operating losses would be utilized within a reasonable period. Management has reviewed
historical taxable income and future taxable income projections for the UK. group and has
determined that in its judgment, the net operating losses will more likely than not be redlized as
reductions of future taxable income within a reasonable period. Specifically with regard to the
U.K. group, management has determined that the projected U.K. group taxable income (using
U.K. rules for group loss rdief) will be sufficient to utilize the net operating losses of
approximately 6.7 million. Management will continue to evaluate income generated in future
periods by the UK. group in determining the reasonableness of its position. If management
determines that future income generated by the U.K. group is insufficient to cause the realization
of the net operating losses within a reasonable period, a vauation alowance would be required
for the UK. portion of the net deferred tax asset, in the amount of $27.1 million.

Shareholders equity at December 31, 2008 and 2007 reflects tax benefits of $L.1 million
and .4 million, respectively, related to compensation expense deductions for stock options
exercised for one of the Company’s U.S. subsidiaries.

26. Statutory Financial Data

The Company’s ability to pay dividends is subject to certain regulatory restrictions on the
payment of dividends by its subsidiaries. The payment of such dividends is limited by applicable
laws and statutory requirements of the various countries the Company operates in, including
Bermuda, the U.S,, Irdand and the U.K., among others. Statutory capital and surplus for the
principal operating subsidiaries of the Company for the years ended December 31, 2008 and 2007
is summarized below. 2008 information is preliminary as many regulatory returns are due later in
2009 for many jurisdictions in which the company does business.

Bermuda (3) u.sS.(1) U.K., Europe and Other
December 31 December 31 December 31
2008 2007 2008 2007 2008 2007

Required statutory

capital and surplus ..... $2,04455$ 593262 $ 608128 $ 638,340 $ 904595 $ 562,778
Actual statutory

capital and surplus(2)  $ 6,504,254 $5,770,751 $2,319,107 $2,044,480 $2,879,319 $ 2,888,748

(1) Required statutory capital and surplus represents 100% RBC level for principle U.S. operating subsidiaries.

(2) Statutory assets in Bermuda include investments in other U.S. and international subsidiaries reported separately
herein.

(3) Required stautory capital and surplus represents 100% BSCR level for the company.

The difference between statutory financial statements and statements prepared in
accordance with GAAP vary by jurisdiction however the primary difference is that statutory
financial statements do not reflect deferred policy acquisition costs, deferred income tax net
assets, intangible assets, unrealized appreciation on investments and any unauthorized/authorized
reinsurance charges.

Certain statutory restrictions on the payment of dividends from retained earnings by the
Company’s subsidiaries are further detailed below:
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26. Statutory Financial Data (continued)

Bermuda Operations

In early July, the Insurance Amendment Act of 2008 was passed, which introduced a
number of changes to the Bermuda Insurance Act 1978, such as allowing the Bermuda Monetary
Authority (BMA) to prescribe standards for an enhanced capital requirement and a capital and
solvency return that insurers and reinsurers must comply with. The Bermuda Solvency Capital
Reguirement (BSCR) employs a standard mathematical model that can relate more accurately the
risks taken on by (re)insurers to the capital that is dedicated to their business. (Re)insurers may
adopt the BSCR mode or, where an insurer or reinsurer believes that its own interna model
better reflects the inherent risk of its business, an in-house model approved by the BMA. Class4
(re)insurers, such as the Company, were required to implement the new capital requirements
under the BSCR model beginning with fiscal years ending on or after December 31, 2008. The
Company’s capital regquirements under the BSCR are highlighted in the table above. In addition
to the BSCR based requirements, the BMA aso prescribes minimum liquidity standards which
must be met.

Under the Insurance Act 1978, amendments thereto and Related Regulations of Bermuda,
the Company is restricted as to the payment of dividends for amounts greater than 25% of it's
prior year's statutory capital and surplus whereby a signed affidavit by at least two members of
the Board of Directors attesting that a dividend in excess of this amount would not cause the
company to fail to meet its relevant margins is required. At December 31, 2008 and 2007, the
maximum dividend that the company could pay, without a signed affidavit, having met minimum
levels of statutory capital and surplus and liquidity requirements, was approximately $1.1 billion
and $1.4 billion, respectively.

U.S. Property and Casualty Operations

Unless permitted by the New York Superintendent of Insurance, the Company’s lead
property and casualty subsidiary in the United States (“XLRA”) may not pay dividends to
shareholders which in any twelve month period exceed the lesser of 10 percent of XLRA's
statutory policyholders surplus or 100 percent of its “adjusted net investment income,” as
defined. The New York State insurance law aso provides that any distribution that is a dividend
may only be paid out of statutory earned surplus. At December 31, 2008 and 2007, XLRA had
statutory earned surplus of £87.8 millionand $91.3 million, respectively. At December 31,
2008, XLRA's statutory policyholders surplus was $.3 hillion, and accordingly, the maximum
amount of dividends XLRA can declare and pay in 2009, without prior regulatory approval, is
$231.9 million. At December 31, 2008, one of the seven property & casualty subsidiaries directly
or indirectly owned by XLRA had a statutory earned deficit of $5.8 million and three of the seven
subsidiaries had statutory earned deficits ranging from $1.7 million to $21.5 million at December
31, 2007.

International Operations

The Company's international subsidiaries prepare statutory financial statements based on
local laws and regulations. Some jurisdictions impose complex regulatory regquirements on
insurance companies while other jurisdictions impose fewer requirements. In come countries, the
Company must obtain licenses issued by governmental authorities to conduct local insurance
business. These licenses may be subject to reserves and minimum capital and solvency tests.
Jurisdictions may impose fines, censure, and/or impose criminal sanctions for violation of
regulatory requirements. The magjority of the actua statutory capital outside of the U.S. and

79



XL Insurance (Bermuda) Ltd
Notes to Consolidated Financial Statements (Continued)

For The Y ears Ended December 31, 2008 And 2007
(Expressed in Thousands Of U.S. dollars)

26. Statutory Financial Data (continued)

I nter national Oper ations (continued)

Bermudais held in Ireland ($1.6 billion) and the U.K ($919.2 million). Dividends from the U.K.
and Ireland are limited to the equivaent of retained earnings. As a part of the restructuring that
established XL Re (Europe), the Company is required to notify the regulator in order to reduce
capita levels below $1.5 hillion in Ireland.

Statutory Capital and Rating Agencies

In addition to maintaining adequate levels of statutory capita at its principal operating
subsidiaries, the Company’s ability to underwrite business is dependent upon the quality of its
principa operating subsidiaries’ claims and financia strength ratings as evaluated by independent
rating agencies. Should the principal operating subsidiaries be downgraded by two notches by
these rating agencies the principal operating subsidiaries could potentially be required to return
premiums to cedents, post cash collateral, and in certain limited instances return cash or assets to
counterparties. Such a downgrade (or potential downgrade) in the principa operating
subsidiaries financial strength and credit ratings could materially and negatively impact the
Company’s business, financial condition, results of operations and/or liquidity. Key determinants
for financial strength and credit ratings are capital adequacy, liquidity and risk management.

Management has evaluated the principal operating subsidiaries ability to maintain adequate
levels of statutory capital, liquidity and rating agency capital and believes they will be able to do
so0. In performing this analysis, management has considered the current statutory capital position
of each of the principal operating subsidiaries as well as the ability of the holding company to
allocate capita and liquidity around the group as and when needed.

27. Related Party Transactions

For detailed information regarding the company’s transactions with Syncora see Note 5
“Syncora’. For detailed information regarding amounts due from/(to) parent and affiliates see
Note 23.

The Company has various assumed and ceded quota share arrangements in place, for both
the current and prior years, with affiliated companies including XL Re Ltd, aong with its branch
operations in London and Australia and XL London Markets Ltd. See notes 10, 12 and 13 for
further information.

At December 31, 2008 and 2007, the Company owned minority stakesin seven and eleven
independent investment management companies (“Investment Management Affiliates"),
respectively. The Company sought to develop relationships with specidty investment
management organizations, generally acquiring an equity interest in the business. The Company
also invests in certain of the funds and limited partnerships and other legal entities managed by
these affiliates and through these funds and partnerships pay management and performance fees
to the Company’ s Investment Management Affiliates. See note 10 for further information.

In addition, the Company has entered into a reinsurance contract with another strategic
affiliate, ITAU XL Seguros Corporativos S.AA. The reinsurance contract resulted in reported net
premiums of approximately $3.2 million, loss reserves of nil, and reported acquisition costs of
$0.2 million during the year ended December 31, 2008, while in 2007, the same reinsurance
contract resulted in reported net premiums of approximately $0.35 million, loss reserves of nil,
and reported acquisition costs of $0.1 million during the year ended December 31, 2007.
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27. Related Party Transactions (continued)

The company’s cash sweep facility account is maintained in XL Capita Ltd, however, all
balances within the sweep account represent immediate demand cash balances of the entity from
which the cash was swept. As at December, 31, 2008 $811.1million of the Company’s cash and
cash equivalentsis held within the XL Capital sweep account.

In the norma course of business, the Company enters into cost sharing and service level
agreement transactions with certain other strategic affiliates, which management believes to be
conducted consistent with arms-length rates. Such transactions, individually and in the aggregate,
are not material to the Company’s financial condition, results of operations and cash flows.

28. Subsequent Event
Return of Surplus

Subsequent to December 31, 2008 the company returned surplus d $300.0 million to its Parent
Company.

Internal Reinsurance Arrangement

During March 2009 the Company entered into a 100% interna reinsurance arrangement with XL
Re Ltd, an affiliated company. This arrangement effectively retroceded a quota share of XL
Insurance Company Ltd's book of business for the underwriting years 2001 to 2008, which had
been assumed by XL Re Ltd, to the Company. The quota share resulted in the Company
assuming assets and liabilities of $ 2.5 hillion, each.

Reinsurance Oper ations

On March 24, 2009, the company announced that it has concluded most aspects of its strategic
review of its life reinsurance operations announced in July 2008. The Company successfully
concluded a renewal rights transaction relating to its Continental European Life, Accident and
Hedth business in December 2008. Given current market conditions, the company has
determined to put its U.K. and Irish life businesses into run-off. XL continues to explore options
with respect to its U.S. life reinsurance operations. This is part of the company’s previously
announced strategy of focusing on its property and casualty businesses.
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