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XL INSURANCE (BERMUDA) LTD
CONSOLIDATED BALANCE SHEETS AS AT DECEMBER 31, 2010 AND 2009

December 31,

December 31,

(U.S. dollars in thousands, except share data) 2010 2009
ASSETS
Investments:

Fixed maturities, at fair value (amortized cost: 2010, $24,359,305; 2009, $27,158,783) .............. $ 24,280,638 $ 26,215,167

Equity securities, at fair value (cost: 2010, $56,704; 2009, $12,106) ........ceoevvrereriererenerenienenens 84,640 15,379

Short-term investments, at fair value (amortized cost: 2010, $1,620,661; 2009, $1,428,608) ....... 1,607,908 1,437,434

Total investments available fOr SAlE..........ccco i 25,973,186 27,667,980
Fixed maturities, held to maturity at amortized cost (fair value: 2010, $2,742,626; 2009,

B530,319) ..ttt et E b bbb bttt bt $ 2,728,335 $ 546,067
INVESEMENES 1N AFFIHIALES. ...c.eeiice e 1,068,820 1,185,323
(01 T Y= £ 0 1=T ] SO 943,534 777,900

0] L LAY ZES) 1 1= 4 C 30,713,875 30,177,270

Cash and Cash EQUIVAIENTS ........c.voiee ittt st sbeaneenee e ees 3,069,874 3,771,180
ACCIUE INVESTMENT INCOMIE......uviiiiee ittt ettt ete e st e s re e st e e sbe e e sab e e sbeeesbbeesbeeesbeeesbeeesbeeesbessnrenas 341,024 342,074
Deferred aCOUISTTION COSES......c.iitiiiitiritii ettt bbbt e e e bbb sbeebe e b e e e eneennen 633,035 654,065
Ceded UNEAIMEH PIrEMIUMS. .. ... ittt sttt ettt bttt et e e e b e sbesbesbesbeebeaseeneesbesaesbesbesbeeeennas 625,654 711,875
PremitmS FECRIVADIE ...ttt e et bbbt et e e e e e 2,414,912 2,597,602
Reinsurance balances reCeIVADIE. ...........coviiiiiiice s 171,327 374,844
Unpaid losses and 10SS eXPeNnses reCOVETaDIE ...........cvcviiiiciieiecc s 3,671,887 3,584,028
Net receivable from iNVESIMENES SOId.........cociiiiiiiiiic e 21,716 83,936
Amounts due from Parent and affiliates. ...........oovii i 424,978 346,398
Goodwill and other iNtanQible ASSELS .......viveveieere e 660,047 665,669
DEFEITEU TAX BSSEL.....e.veveetitereitiriei sttt ettt b bbbt bbb bt st et b et et ab et nens 139,571 190,116
(O] 1 TCT g 1] £ R 575,081 574,919
I c= LI £ £ TP $ 43,462,981  $ 44,073,976
LIABILITIES AND SHAREHOLDER’SEQUITY
Liabilities:

Unpaid 10SSES and 10SS EXPENSES ....ve.vereiveiereiteieresiesietesteseesesteseesesseseesessesassessesassessesessessesessessesesses $ 20,531,607 $ 20,823,524

DEPOSIE IADIIITIES ... vttt ettt ettt b b bt sa bt enen 1,684,606 2,208,699

Future pOliCY DENETIt FESEIVES. ... ..o bbb 5,075,127 5,490,119

UNEAIMNEM PIEIMIUMIS. .....eueetete sttt ettt sttt st be et es e et e sbeseesb e s beebeabeeseesee e et e nbesbesbesbeebeeneenbeee 3,484,830 3,651,310

Notes payable and debt............cooiiiiiicc e 599,668 599,350

Reinsurance balances Payable ..o e 122,250 378,887

Net payable for investments PUrChASEd ..........cccviieiiiiiie e 34,562 36,979

Deferred taX HaDIIILY........ccccviiviiiiei et re e 105,667 -

Amount due 10 affilIAtES. .. ... 116,654 2,752

OLNEE TIADTIITIES ...ttt bbbttt bbbt r e e 747,846 813,028

I ez LR = Lo L1 1 TP $ 32,502,817  $ 34,004,648

Shareholder’s Equity:
Ordinary shares, 15,000,000 authorized, par value $0.10; Issued and outstanding: (2010,

10,000,000; 2009, 10,000,000)......ccciuereerirreirrereeesreseeesresiesesreseesessessssessessesessessssessessssessessssessesssses 1,000 1,000
Additional paid iN CAPITALL.......couiieieie e e bbb e 8,995,334 9,179,675
Accumulated other comprehensive INCOME (10SS) ....c.veiveriririeiieriere et 16,700 (979,188)
] =T T=To =T g T o TSRS 1,944,834 1,865,536
Shareholder’s equity attributable to XL Insurance (Bermuda) Ltd...........ccccecevevieveieiiniie s, $ 10,957,868  $ 10,067,023
Non-controlling interest in equity of consolidated subsidiaries............ccoovevvivriieiencii s, 2,296 2,305

Total Shareholder’s EQUITY ......ccccoviiiiiieie ettt $ 10,960,164  $ 10,069,328

Total liabilities, redeemable preference ordinary shares and shareholder’s equity ........... $ 43,462,981  $ 44,073,976

See accompanying Notes to Consolidated Financial Statements
DIRECTOR DIRECTOR
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Report of Independent Auditors

To the Shareholder of XL (Insurance) Bermuda Ltd.:

In our opinion, the accompanying consolidated balance sheets and the related consolidated statements of
income, comprehensive income, shareholder’s equity and cash flows present fairly, in all material
respects, the financial position of XL (Insurance) Bermuda Ltd. and its subsidiaries at December 31, 2010
and December 31, 2009, and the results of their operations and their cash flows for the years then ended
in conformity with accounting principles generally 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 audit to obtain reasonable 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 estimates made by management, and evaluating the overall financial
statement presentation. We believe that our audits provide a reasonable basis for our opinion.

As discussed in Notes 1 and 25, there have been significant related party transactions.

As discussed in Notes 2(g) and 8 to the consolidated financial statements, the Company adopted new
accounting guidance that changed the manner in which it accounts for other than temporary impairments

of available for sale securities in 2009.

ﬁ)ﬂ"[

April 29, 2011

PricewaterhouseCoopers, Chartered Accountants, P.O. Box HM 1171, Hamilton HM EX, Bermuda
T: +1 (441) 295 2000, F: +1 (441) 295 1242, pwe.com/bermuda

“PwC” refers to PricewaterhouseCoopers (a Bermuda partnership), which is a member of PricewaterhouseCoopers International Limited, each member firm of which is a
separate legal entity.



XL INSURANCE (BERMUDA) LTD

CONSOLIDATED STATEMENTS OF INCOME
FOR THE YEARS ENDED DECEMBER 31, 2010 AND 2009

(U.S dollars in thousands, except per share amounts) 2010 2009
Revenues:
NEt PremMiUMS BAIMEM. ... .. eiviiie ettt sttt r et e st seesbesbeateereeneeneeseesteseeanens $ 5,414,061 $ 5,706,840
NEL INVESTMENT INCOIME ...ttt ettt e bbb et e et et e snesbenbenne s 1,121,934 1,303,627
Realized investment gains (losses):
Net realized gains (10sses) 0N INVEStMENES SOIU ..........coiiiiiiiiiiee e 21,492 (498,228)
Other-than-temporary impairments 0N INVESIMENTS..........c.coveiveveieieie e (106,319) (928,395)
Other-than-temporary impairments on investments transferred to (from) other
COMPIENENSIVE INCOIME ....viiveiiie sttt e e s ee st s e reese e e aeseeneesrenreaneens (40,146) 170,853
Total net realized (10SSES) ON INVESIMENS.........ccveieieieiire e sre e (124,973) (1,255,770)
Net realized and unrealized (losses) on derivative iNStrUMENES........c.covevereriereriesieseee e (25,579) (24,816)
Income (loss) from investment fund affiliates...........coovviveicieiccc s 51,084 78,413
[Tl [ aToto] g [T TaTo [ 0] £ I=] SRR 48,261 56,914
TOTAI FEVENUES ...ttt ettt ettt b ettt b ettt et e s be e et e sbe st ebeabe e eteabe e $ 6,484,788 $ 5,865,208
Expenses:
Net 10sses and 10SS EXPENSES INCUITEA ..........eiviiriiieiereie ettt ene e saesee e $ 3,211,800 $ 3,168,837
Claims and poliCy DENETILS .......c.eiiiieiie e 513,833 677,562
ACUISTTEION COSES 1..vvvivieiiitiieiiste ettt sttt ettt b et e b et e b et e s e e b e b s e b et en e nensenen 788,258 853,558
OPEIALING EXPEINSES. ....eeueeueerteseestesteeteeieeseeeeseestesbesbeaseaseeseeasebesbeabeabeaaeesee s enbesbeabesbeebeabeeneenbeneesbeneas 867,525 943,835
EXChanQe (QAINS) 0SSES....ccuiiieiiieieieie ettt sttt et st e st e s beete e e e e e besaesbeseennens (11,472) 84,859
INEEIEST EXPBINISE ..t iiie ittt sttt ettt ettt et et e b e et e et e e e b e e e a bt e et e e n bt e e reenare s 103,378 93,841
L0SS 0N termination Of QUATANTEE .........cccoviiieiiiie ettt sttt resreene s 23,500 -
Amortization of iNtangible @SSELS .......cccviiviiiiiiieee e 1,858 1,836
TOLAI BXPENSES . vvvvevieietcteitet ettt ettt ettt ettt r et bee st et r e st et e bt r e s bt e et et e s e e b b e e rerene e $ 5,498,680 $ 5,824,328
Income (loss) before income tax and income (loss) from operating affiliates..........c..cccccoevvvennnne. $ 986,108 $ 40,880
ProviSion fOr INCOME 18X ....cueiuiiiiiiieirieses ettt 162, 937 114,525
Income (loss) from operating affiliates. ..........coviiieiiiiii e 121,371 59,713
NET INCOME (J0SS) ....vviveeicieeeie ettt ettt ettt ettt ettt et et et be e st et ese st et e et ebesesbebe e stetene e $ 944,542 $ (13,932)
Non-controlling interest in net (income) 10sS Of SUDSIAIANY..........cccviiiiiinii e, (4) 104
Net income (loss) attributable to XL Insurance Bermuda Ltd ...........ccccocevvvieiiiieicicicneneens $ 944,538 $ (13,828)

See accompanying Notes to Consolidated Financial Statements



XL INSURANCE (BERMUDA) LTD

CONSOLIDATED STATEMENTS OF COMPREHENSIVE INCOME
FOR THE YEARS ENDED DECEMBER 31, 2010 AND 2009

(U.S dollars in thousands) 2010 2009
Net income (loss) attributable to XL Insurance (Bermuda) Ltd..........cccccovvveneiiiienenisinnennsennnns $ 944,538 $ (13,828)
Impact of adoption of new authoritative OTTI guidance, net of taXxesS........cccccevvevererieverinnesennn, - (229,594)
Impact of adoption of new authoritative embedded derivative guidance, net of taxes................. 31,917 -
Change in net unrealized gains (losses) on investments, net of taX.........cccocvvevvivvivni e, 800,644 2,595,328
Change in net unrealized gains (losses) on affiliate and other investments net of tax................... 44,393 -
Change in OTTI losses recognized in other comprehensive income, net of taX.........cc.cccvevennin, 74,316 10,372
Change in underfunded pension lability ... (2,619) (2,255)
Change in net unrealized gains (losses) on future policy benefit reserves ..........ccoeveveieicnenn. (3,714) 5,382
50,951 180,890

Foreign currency translation adjuSTMENTS ..........cooiiiiiiiieiiecee e e
Comprehensive INCOME (0SS) ......ovieierieereiee ettt sttt

$ 1,940,426 $ 2,546,295

See accompanying Notes to Consolidated Financial Statements



XL INSURANCE (BERMUDA) LTD

CONSOLIDATED STATEMENTS OF SHAREHOLDER'S EQUITY
FOR THE YEARS ENDED DECEMBER 31, 2010 AND 2009

(U.S. dollars in thousands) 2010 2009
Non-controlling Interest in Equity of Consolidated Subsidiaries:
Balance — beginning of YEar ... $ 2,305 $ 1,598
Non-controlling interest in net income (loss) of subsidiary ...........c.cc.o...... 4 (104)
Non-controlling interest share in change in AOCI ......ccccceeevevvcevevnenn, (13) 811
Balance — end Of YEAI ........cccoovoviiiieiccececeee e $ 2296 $ 2,305
Ordinary Shares:
Balance — beginning of Year ... $ 1,000 $ 1,000
Issuance of ordinary Shares ... - -
Balance — end Of YEAr ........cccoovoviiiieiccccc e $ 1,000 $ 1,000
Contributed Capital:
Balance — beginning of Year ..o $ 9179675 $ 11,113,193
Receipt Of Capital .......c.cooviiiiiiiiic s 2,324 1,475,791
Return of Capital .......ccccvviiiiiiiiiii s (186,665) (300,000)
Return of Capital (Transfer of Mid Ocean Limited) ...........cccoceevvveieninnenn, - (3,109,309)
Balance — end Of YA ........ccco e 8,995,334 $ 9,179,675
Accumulated Other Comprehensive Income:
Balance — beginning of Year ..o $ (979,188) $ (3,539,311)
Impact of adoption of new authoritative OTTI guidance, net of taxes ....... - (229,594)
Impact of adoption of new authoritative embedded derivative guidance,

NEEL OF TAXES .ottt 31,917 -
Change in net unrealized gains (losses) on investments, net of tax ............ 800,644 2,579,385
Change in net unrealized gains (losses) on affiliate and other investments,

g T=1 00 - RS 44,393 15,943
Change in OTTI losses recognized in other comprehensive income, net of

1 QOSSOSO 74,316 10,372
Change in underfunded pension liability ...........cccccooiiiiiiiiiiie (2,619) (2,255)
Change in net unrealized gain (loss) on future policy benefit reserves ...... (3,714) 5,382
Foreign currency translation adjustments ..........c.ccoceveveveieevcievcne s 50,951 180,890

Balance — end of YEAr ........cccccvoviiiiiciiccc e $ 16,700 $  (979,188)

Retained (Deficit) Earnings:
Balance — beginning of Year ..o $ 1865536 $ 3,721,244
Impact of adoption of new authoritative OTTI guidance, net of tax .......... - 229,594
Impact of adoption of new authoritative embedded derivative guidance,

020 7 S (31,917) -
Net income (loss) attributable to XL Insurance (Bermuda) Ltd ................. 944,538 (13,828)
Dividends on ordinary SNares ..o (833,323) (2,071,474)

Balance — end Of YEAT ........cccoovoiiiieiccececee e $ 1944834 $ 1,865,536

Total shareholder’s eqUILY ........ccccoieiieiiiiiiciese e $ 10,960,164 $ 10,069,328

See accompanying Notes to Consolidated Financial Statements



XL INSURANCE (BERMUDA) LTD

CONSOLIDATED STATEMENTS OF CASH FLOWS
FOR THE YEARS ENDED DECEMBER 31, 2010 AND 2009

(U.S. dollars in thousands) 2010 2009

Cash Flows Provided by (used in) Operating Activities:
NEL INCOME (I0SS) +..vevveveiieietiiiee ettt $ 944538 $ (13,828)

Adjustments to reconcile net income (loss) to net cash provided by
(used in) operating activities:
Non-controlling interest in net (income) loss of subsidiary ..............c........ 4 104
Net realized losses on sales of INVESTMENES .........ccovvvvvieiveiiiie e 124,973 1,255,770
Net realized and unrealized losses on derivative instruments ................... 25,579 24,816
Amortization of premiums (discounts) on fixed maturities .............cc.ceee... 52,403 (8,404)
(Income) loss from investment and operating affiliates ...............ccccoeee (172,455) (138,126)
Share based COMPENSALION ......cc.cvviiiieiicicece s 26,164 26,444
Accretion of convertible debt ... 319 318
Depreciation EXPENSE ......civeveiereiesie e seeeeree e sie e sre e sre e e e e e e e e seesre e 36,052 49,402
Accretion of deposit HabIltIes .........cccovevereriieirre e 104,311 88,752
Unpaid 1055eS and 10SS EXPENSES ....ecvvereeeervereereerieseesiesiessesseseesaeseessesseseens (207,526) (1,120,074)
UNEarned PremMiUMS ...c..eveeuerieriesresreeeereeseeieseessessesnessesseeseeseessessessessessessens (133,955) (675,946)
Premiums reCeIVADIE ........oovviiiiice e 94,649 634,893
Unpaid losses and 10ss expenses recoverable ..., (74,242) 443,510
Amounts due from parent and affiliates ... 83,215 (182,874)
Future policy benefit FESEIVES ........ccoiiiiiiiieeee e (197,570) (340,690)
Ceded unearned PremilmS ........oooiiiereeenieee e 83,246 204,442
Reinsurance balances receivable ..., 201,479 191,462
Reinsurance balances payable ... (253,213) (368,928)
Deferred acquiSItioN COSES .......coiviiiiieiiiicieiese e 12,235 64,736
Deferred taX @SSEL ....cvcivciiieieiece e e 104,111 (3,959)
(@] (T g TS £ (36,036) 70,661
Other HADIITIES ....ccveivvieie e (55,056) (112,375)
DEIIVALIVES ...ocviiiceeeccte ettt sttt sae e st e e saee e sabeeenee e 111,035 (201,127)
(@] ST SSTPRSSTPRSIN (89,660) 126,171

Total adJUSTMENTS .....cveveivieeecec e s $ (159,946) $ 28,978

Net cash provided by (used in) operating activities ...........cc.cccevevvernenn. $ 784592 $ 15,150

Cash flows provided by (used in) investing activities:
Proceeds from sale of fixed maturities and short-term investments .......... $ 4435920 $ 10,757,328
Proceeds from redemption of fixed maturities and short-term

INVESTMENTS ...vcviiieicie ettt b s 1,482,847 1,733,917

Proceeds from sale of equity SECUMTIES ......ccceeveiiiiiiii e, 21,452 394,002
Purchases of fixed maturities and short-term investments ...........c..cc.co.... (6,567,875) (13,005,832)
Purchases of eqUILY SECUNILIES ........cccveivevieiieiese e (63,813) (19,827)
Net dispositions of investment affiliates ...........ccccceeviiiiinnivcicieccccecen, 319,036 769,140
(Acquisition) disposition of subsidiaries, net of cash acquired ................. - 41,446
Other INVESTMENLS, NEL ...c.voveic e 24,276 (135,128)

Net cash provided by (used in) investing activities ..........c.c.cccvveieriienenn, $ (348,157) $ 535,046

See accompanying Notes to Consolidated Financial Statements




XL INSURANCE (BERMUDA) LTD

CONSOLIDATED STATEMENTS OF CASH FLOWS FOR THE YEARS ENDED
DECEMBER 31, 2010 AND 2009 (Continued)

(U.S. dollars in thousands) 2010 2009
Cash Flows (Used in) Provided by Financing Activities:
Dividends paid on ordinary Shares ...........cccceceveevierieninseeieenere e e s, (487,200) (394,000)
Receipt/(return) of capital.........ccccooveveiiiieiercce e - (300,000)
Deposit [1abilitieS......ccveeeicieccs e (646,819) (389,575)
Collateral received on securities 1ending ..........ccoceovvniininiiiiieiicns - 108,906
Collateral returned on securities 1ending ........ccoccocvvveininrenenene e, - (351,568)
Net cash (used in) provided by financing activities ..............c.ccoceeveenene, $  (1,134,019) $ (1,326,237)
Effects of exchange rate changes on foreign currency cash ...........ccoceeeen, (3,722) 80,577
Increase (decrease) in cash and cash equivalents ..........cccccccoeneieieienenn, (701,306) (695,464)
Cash and cash equivalents — beginning of year ..........c.ccoceveieniiieiinencnn, 3,771,180 4,466,644
Cash and cash equivalents — end Of Year .........cccccveiiiiiiiinienice e, $ 3,069,874  $ 3,771,180
NEL TAXES PAIH ...vovveeeciieiece et $ 75,429 % 134,948
Interest paid on notes payable and debt ...........ccccevivivnnicceeecceeens $ 39,000 $ 39,000

See accompanying Notes to Consolidated Financial Statements



XL INSURANCE (BERMUDA) LTD

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
FOR THE YEARS ENDED DECEMBER 31, 2010 AND 2009

1. Nature of Operations

XL Insurance (Bermuda) Ltd and its operating subsidiaries (collectively the “Company” or “XL"), are leading providers of
insurance and reinsurance coverages to industrial, commercial and professional firms, insurance companies and other enterprises on a
worldwide basis. The Company and its various subsidiaries operate globally in 24 countries, through its three business segments:
Insurance, Reinsurance and Life Operations.

As of December 31, 2009 the ownership of Mid Ocean Limited, a company registered in the Cayman Islands, was transferred
from XL Group Ltd. (the Company’s former ultimate parent previous known as XL Capital Ltd (“XL-Cayman”)) to the Company.
The consideration paid for Mid Ocean Limited was $3.1 Billion and was in the form of the forgiveness of debt of $2.7 Billion and the
assignment to XL Group Ltd of a receivable owed to the Company by its parent company, EXEL Holdings, of $0.4 Billion. Mid
Ocean Limited is the parent of the XL Re Limited and Ridgewood Holdings group of companies. As a result of this reorganization the
Company now is the ultimate parent of all the operating units within the XL Group plc (the Company’s ultimate parent (“XL-
Ireland”)) group . The impact of the above transaction on the Company’s Consolidated Net Income and Comprehensive Income was
as follows:

(U.S. dollars in thousands) 2009
Pre Transaction
N T=1 o 1T o] 1 (67,063)
COmMPreneNSIVE TNCOME .....oiviiviiieeiieieiee sttt ae e 701,988
Post Transaction
NEE TNCOME ... s (13,828)
COmMPIreNeNSIVE TNCOME .....ocuiiuiiiieiieieiee ettt bbb e 2,546,295

Given the nature of related party transactions, there can be no assurance that these transactions have been conducted at arms-length.

Insurance Operations

The Company’s Insurance segment provides commercial property, casualty and specialty insurance products on a global
basis. Products generally provide tailored coverages for complex corporate risks and include the following lines of business: property,
casualty, professional 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 property and liability coverages, umbrella liability, product recall, U.S. workers’ compensation and auto
liability as well as property catastrophe. Property and casualty products generally provide large capacity on a primary, quota share or
excess of loss basis. The primary casualty programs (including workers’ compensation and auto liability) 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. Policies are written on an occurrence, claims-made and
occurrence reported basis. The Company’s property business written, 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. In addition to the property and casualty
products noted above, in 2008 the Company launched underwriting capabilities for the Upper Middle Markets (“UMM?”) in the U.S.,
U.K. and Continental Europe.

Professional 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 on an excess of loss
basis 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
professional liability, and 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, claims-made or, less frequently, occurrence basis.



XL INSURANCE (BERMUDA) LTD

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)
FOR THE YEARS ENDED DECEMBER 31, 2010 AND 2009

1. Nature of Operations (Continued)
Insurance Operations (Continued)

Aviation and satellite products include comprehensive airline hull and liability, airport liability, aviation manufacturers’
product liability, aviation ground handler liability, large aircraft hull and liability, corporate non-owned aircraft liability, space third
party liability and satellite risk including damage or malfunction during ascent to orbit and continual operation, and aviation war.
Aviation liability and physical damage coverage is offered for large aviation risks on a proportional basis, while smaller general
aviation risks are offered on a primary basis. Satellite risks are generally written on a proportional basis.

Marine and offshore energy, equine and fine art and specie insurance are also 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 specialize in providing bloodstock and livestock insurance. Fine art and specie coverages include fine art, jewelers block,
cash in transit and related coverages for financial institutions.

Excess and surplus lines products include general liability coverages where most Insurance Services Office, Inc. (“1SO”)
products are written. The Company ceased offering excess and surplus property coverages in 2009.

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 mostly property and casualty coverages. The Company
terminated an automobile extended warranty program in 2009.

Certain structured indemnity products, previously structured by XL Financial Solutions (“XLFS”), are included within the
results of the Insurance segment covering a range of insurance risks including property and casualty insurance, certain types of
residual exposures and other market risk management products. In August 2008, the Company ceased certain operations that included
the closure of the XLFS business unit and reassignment of responsibility for existing structured indemnity business to either the
Insurance or Reinsurance segment depending on the underlying nature of the transactions.

Also included as part of the Insurance segment is XL Global Asset Protection Services (“XL GAPS”), a fee for service loss
prevention consulting 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 can have losses characterized as low frequency and high severity. As a result, large losses, though infrequent,
can have a significant impact on the Company’s results of operations, financial condition and liquidity. The Company attempts to
mitigate this risk by, among other things, using strict underwriting guidelines, effective risk management practices (e.g., monitoring of
aggregate exposures) 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, established the Terrorism Risk Insurance Program (“TRIP”) which became effective on November 26, 2002 and was a
three-year federal program effective through 2005. On December 22, 2005, President George W. Bush signed a bill extending TRIA
(“TRIAE”) for two more years, continuing TRIP through 2007. On December 26, 2007, a bill was signed, the Terrorism Risk
Insurance Program Reauthorization Act of 2007 (“TRIPRA”), which further extended TRIP for seven years until December 31, 2014
and also eliminated the distinction between foreign and domestic acts of terrorism.

The Company had, prior to the passage of TRIP and the related legislation, underwritten exposures under certain insurance
policies that included coverage for terrorism. The passage of TRIP and the related legislation 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
legislation. In addition, the Company underwrites a limited number of policies providing terrorism coverage that are not subject to
TRIA.

Reinsurance Operations

The Company’s Reinsurance segment provides casualty, property risk (including energy and engineering), property
catastrophe, marine, aviation, and other specialty reinsurance on a global basis with business being written on both a proportional and
non-proportional basis and in certain limited instances on a direct basis.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)
FOR THE YEARS ENDED DECEMBER 31, 2010 AND 2009

1. Nature of Operations (Continued)
Reinsurance Operations (Continued)

Business written on a non-proportional basis generally provides for an indemnification by the Company to the ceding company for a
portion of 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, the Company receives an agreed
percentage of the premium and is liable for the same percentage of each and all incurred loss. For proportional business, the ceding
company normally receives a ceding commission for the premiums ceded and may also, under certain circumstances, receive a profit
commission based on performance of the contract. Occasionally this commission could be on a sliding scale depending on the loss
ratio performance of the contract. The Company’s casualty reinsurance includes general liability, professional liability, automobile
and workers’ compensation. Professional liability includes directors’ and officers’, employment practices, medical malpractice, and
environmental liability. Casualty lines are written as treaties or programs and on both a proportional and a non-proportional basis. 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 a loss.

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 the property business underwritten consists of large aggregate exposures to man-made and natural disasters and, generally,
loss experience is characterized as low frequency and high severity.

The Company seeks to manage its reinsurance exposures to catastrophic events by limiting the amount of exposure written in
each geographic or peril zone worldwide, underwriting in excess of varying attachment points and requiring that contracts exposed to
catastrophe loss include aggregate limits. The Company also seeks to protect its total 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 a result, the Company is
exposed to losses from sources as diverse as hurricanes and other 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 York City, in Washington, D.C. and in
Pennsylvania on September 11, 2001 (collectively, “the September 11 event”), terrorism cover, including NBRC has 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 TRIAE 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 generally 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 similar 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 also 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 all 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 proportional and per risk excess business through extensive use of
occurrence and cession limits.

Other specialty reinsurance products include energy, marine, aviation, space, engineering, fidelity, trade credit, and political
risk. The Company underwrites a small portfolio of contracts covering political risk and trade credit. Exposure is assumed from a
limited number of trade credit contracts.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)
FOR THE YEARS ENDED DECEMBER 31, 2010 AND 2009

1. Nature of Operations (Continued)
Life Operations

During 2009, the Company completed a strategic review of its life reinsurance business. In relation to this initiative, the
Company sold the renewal rights to its Continental European short-term life, accident and health business in December 2008. The
Company also announced in March 2009 that it would run-off its existing book of U.K. and Irish traditional life and annuity business,
and not accept new business. In addition, during July 2009, the Company entered into an agreement to sell its U.S. life reinsurance
business. The transaction closed during the fourth quarter of 2009. In December 2009, the Company entered into an agreement to
novate and recapture a number of U.K. and Irish term assurance and critical illness treaties. The transaction closed during the fourth
quarter of 2009. During the first quarter of 2010, the Company entered into an agreement to recapture U.K. and Irish term assurance
treaties and this transaction closed during March 2010. Further recaptures of U.K. term assurance treaties and U.S. mortality
retrocession pools took place during the first and fourth quarters of 2010, respectively.

The Life Operations segment provides life reinsurance on business written by life insurance companies, principally to help
them manage mortality, morbidity, survivorship, investment and lapse risks.

Prior to the decision to run-off the U.K. and Irish business, products offered included a broad range of underlying lines of life
insurance business, including term assurances, group life, critical ilness cover, immediate annuities and disability income. In addition,
prior to selling the renewal rights, the products offered included short-term life, accident and health business. Not withstanding these
sales, the segment still covers a range of geographic markets, with an emphasis on the U.K., U.S., Ireland and Continental Europe.

The portfolio has three particularly significant components:

1) The portfolio includes a small number of large contracts relating to 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 the 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. The Company is exposed to investment and
survivorship risk over the life of these arrangements.

2) The second component of the portfolio relates to life risks (in the U.S., U.K. and Ireland) and critical illness risks (in the
U.K. and Ireland) where the Company is exposed to the mortality, morbidity and lapse experience from the underlying business, over
the medium to long-term.

3) The third component relates to the annually renewable business covering life, accident and health risks written in
Continental Europe. These contracts are short-term in nature and include both proportional and non-proportional reinsurance
structures. While the renewal rights for this business have been sold, the existing business remains with the Company.

Other Financial Lines

The Other Financial Lines Business previously included contracts associated with the funding agreement (“FA”) business
and the guaranteed investment contract (“GIC”) business. GICs and FAs provide users guaranteed rates of interest on amounts
previously invested with the Company. FAs are very similar to GICs in that they have known cash flows. FAs were sold to
institutional investors, typically through medium term note programs. During August 2010, the remaining balance of FAs of $450
million was settled and the business is no longer active.

Reinsurance Ceded

a) Insurance Operations

In certain cases, the risks assumed by the Company in the Insurance segment are partially reinsured with third party
reinsurers. Reinsurance ceded varies by location and line of business based on a number of factors, including market conditions.

The Company uses reinsurance to support the underwriting and retention guidelines of each of its subsidiaries 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.

11
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)
FOR THE YEARS ENDED DECEMBER 31, 2010 AND 2009

1. Nature of Operations (Continued)
Reinsurance Ceded (Continued)
b) Reinsurance Operations

The Company uses third party reinsurance to support the underwriting and retention guidelines of each reinsurance subsidiary
as well as seeking to limit 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 exposures.

Reinsurance ceded varies by location and line of business based on factors including, among others, market conditions and
the credit worthiness of the counterparty.

Effective January 1, 2008, the Company 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 Il 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. The quota share with Cyrus Re Il was canceled after its original term and
not renewed.

The Company’s traditional catastrophe retrocession program was renewed in June 2010 to cover certain of the Company’s
exposures. 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 retentions within this program. The
Company renewed additional structures with a restricted territorial scope for 12 months at July 2010. 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 reinsurances on its credit and bond, motor third party liability, property and aviation
portfolios to manage its net exposures in these classes.

2. Significant Accounting Policies
(a) Basis of Preparation and Consolidation

These consolidated financial statements include the accounts of the Company and all of its subsidiaries. These consolidated
financial statements have been prepared in accordance with accounting principles generally accepted in the United States of America
(“GAAP”). To facilitate period-to-period comparisons, certain reclassifications have been made to prior year consolidated financial
statement amounts to conform to current year presentation. There was no effect on net income from this change in presentation.

The re-organization of the company discussed in Note 1 has impacted the basis of how these financial statements have been
prepared. The transfer of Mid Ocean Limited from XL Capital to the Company is a transfer of a related party/common control
transaction as Mid Ocean Limited and the Company are both wholly owned subsidiaries of XL Capital. These financial statements are
in effect those of a new reporting entity as the two commonly controlled entities have not previously been presented together. As such,
the financial statements have been prepared retrospectively combining the entities for the year ended December 31, 2009 as if the
combination had been in effect since the inception of common control.

The preparation of financial 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 financial
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 loss expenses recoverable;
» future policy benefit reserves;
« valuation and other than temporary impairments of investments;

* income taxes;
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XL INSURANCE (BERMUDA) LTD

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)
FOR THE YEARS ENDED DECEMBER 31, 2010 AND 2009

2. Significant Accounting Policies (Continued)
(a) Basis of Preparation and Consolidation (Continued)
*  reinsurance premium estimates; and
» goodwill carrying value.

While management believes that the amounts included in the consolidated financial statements reflect the Company’s best
estimates and assumptions, actual results could differ from these estimates.

(b) Fair Value Measurements
Financial Instruments subject to Fair Value Measurements

Accounting guidance over fair value measurements requires that a fair 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. The fair value of a
financial instrument is the amount that would be received to sell an asset or paid to transfer a liability 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.

Basis of Fair Value Measurement

Fair value measurements accounting guidance also establishes a fair value 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 identical assets or liabilities (Level 1 measurements) and the lowest priority to unobservable inputs (Level 3
measurements). An asset 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 are described further below:

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

» Level 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 similar assets/liabilities (adjusted) other than quoted prices in 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 substantially the full term of the assets or liabilities.

» Level 3-Unobservable inputs that are supported by little or no market activity and are significant 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 liabilities include financial 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 authoritative guidance on fair value
measurements to illustrate the bases for determining the fair values of these items held by the Company are detailed in each respective
significant accounting policy section of this note.

Fair values of investments and derivatives are based on published market values if available, estimates of fair values of
similar issues, estimates of fair values provided by independent pricing services and brokers. 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. The fair values estimated using such 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 value estimates cannot be substantiated by comparison to independent markets and are not
necessarily indicative of the amounts that would be realized in a current market exchange.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)
FOR THE YEARS ENDED DECEMBER 31, 2010 AND 2009

2. Significant Accounting Policies (Continued)
(c) Total Investments
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 sale investments are generally sourced from third parties.
The fair value of fixed income 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 transactions, the Company may elect to utilize internally generated models. The pricing
services use market approaches to valuations using primarily Level 2 inputs in the vast majority of valuations, or some form of
discounted cash flow analysis, to obtain investment values for a small percentage of fixed income 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 prioritize inputs differently on any given day for any
security, and not all inputs listed are available for use in the evaluation process on any given day for each security evaluation;
however, the pricing services also 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 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 value 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 allow them to produce a valuation at a reporting date. In addition, in the majority of cases,
although 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 services.

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 available to support a Level 2
classification.

Prices provided by independent pricing services and independent broker quotes can vary widely even for the same security.
The use of different methodologies and assumptions may have a material effect on the estimated fair value amounts. During periods of
market disruption including periods of significantly rising or high interest rates, rapidly widening credit spreads or illiquidity, it may
be difficult to value certain of the Company’s securities, for example, collateralized loan obligations (*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 fall to Level 3, meaning that more subjectivity and management judgment is required with regard to
fair value. 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).”

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 income securities.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)
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2. Significant Accounting Policies (Continued)
(c) Total Investments (Continued)

Equity securities include investments in open end mutual funds and shares of publicly traded alternative funds. The fair value
of equity securities is based upon quoted market values (Level 1), or monthly net asset value 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. Realized gains and losses on sales of equities and fixed income
investments are determined on the basis of average cost. 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
previously 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.

Investments Held to Maturity

Investments classified as held to maturity include securities for which the Company has the ability and intent to hold to
maturity and are carried at amortized cost. During the current year, certain securities were transferred from an available for sale
designation into held to maturity. For details see Note 8, “Investments.”

Investment In Affiliates

Investments in which the Company has significant influence over the operating and financial 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 financial 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 recently available financial statements are used. This lag in reporting is applied consistently.

The Company records its alternative 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 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 more in closed end funds, limited partnerships, LLCs or
similar investment vehicles. Significant influence is considered for other strategic investments on a case-by-case basis. Investments in
affiliates are not subject to fair value measurement guidance as they are not considered to be fair value measured investments under
U.S. GAAP. However, impairments associated with investments in affiliates that are deemed to be other-than-temporary are calculated
in accordance with fair value measurement guidance and appropriate disclosures included within the financial statements during the
period the losses are recorded.

Other Investments

Contained within this asset class are equity interests in investment funds, limited partnerships and unrated tranches of collateralized
debt obligations for which the Company does not have sufficient rights or ownership interests to follow the equity method of
accounting. The Company accounts for equity securities that do not have readily determinable market values at estimated fair value as
it has no significant influence over these entities. Also included within other investments are structured transactions which are carried
at amortized cost.

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 majority 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 generally classified as Level 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 management to be other than
temporary is charged to income in the period that it is determined.
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2. Significant Accounting Policies (Continued)
(c) Total Investments (Continued)

Overseas deposits include investments in private funds related to Lloyd’s syndicates in which the underlying instruments are
primarily cash equivalents. The funds themselves do not trade on an exchange and therefore are not included within available for sale
securities. Also included in overseas deposits are restricted cash and cash equivalent balances held by Lloyd’s syndicates for solvency
purposes. Given the restricted nature of these cash balances, they are not included within the cash and cash equivalents line in the
balance sheet. Each of these investment types is considered a Level 2 valuation.

The Company historically participated in structured transactions which include cash loans supporting project finance
transactions, providing liquidity facility financing to a structured project deal in 2009 and the Company also invested in a payment
obligation with an insurance company. These transactions are carried at amortized cost. For further details see Note 3, “Fair Value
Measurements,” and Note 10, “Other Investments.”

Cash Equivalents

Cash equivalents 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 fair value measurement disclosures. Money market funds
are classified as Level 1 as these instruments are considered actively traded and values are quoted, however, certificates of deposit are
classified as Level 2.

(d) 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.

Premiums are earned on a pro-rata basis over the period the coverage is provided. 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 has periodically written retroactive loss portfolio transfer (“LPT”) contracts. These contracts are evaluated to
determine whether they meet the established criteria for reinsurance accounting, and if so, at 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 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.

(e) 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) on a monthly pro-rata basis over the period the reinsurance coverage
is provided. Ceded unearned 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.
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2. Significant Accounting Policies (Continued)
(f) Fee Income and Other

Fee income and other includes fees received 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.

(g) Other Than Temporary Impairments (“OTTI") of Available for Sale and Held to Maturity Securities

The Company’s process for identifying declines in the fair value of investments that are other than temporary involves
consideration of several factors. These primary factors include (i) an analysis of the liquidity, business prospects and financial
condition of the issuer including consideration of credit ratings, (ii) the significance of the decline, (iii) an analysis of the collateral
structure and other credit support, as applicable, of the securities in question, and (iv), for debt securities, whether the Company
intends to sell such securities. In addition, the authoritative guidance requires that OTTI for certain asset backed and mortgage backed
securities are recognized if the fair value of the security is less than its discounted cash flow value and there has been a decrease in the
present value of the expected cash flows since the last reporting period. Where the Company’s analysis of the above factors results in
the Company’s conclusion that declines in fair values are other than temporary, the cost of the security is written down to discounted
cash flow and a portion of the previously unrealized loss is therefore realized in the period such determination is made.

If the Company intends to sell an impaired debt security, or it is more likely than not that it will be required to sell the
security before recovery of its amortized cost basis, the impairment is other-than-temporary and is recognized currently in earnings in
an amount equal to the entire difference between fair value and amortized cost.

From April 1, 2009, in instances in which the Company determines that a credit loss exists but the Company does not intend
to sell the security and it is not more likely than not that the Company will be required to sell the security before the anticipated
recovery of its remaining amortized cost basis, the OTT]I is separated into (1) the amount of the total impairment related to the credit
loss and (2) the amount of the total impairment related to all other factors (i.e. the noncredit portion). The amount of the total OTTI
related to the credit loss is recognized in earnings and the amount of the total OTTI related to all other factors is recognized in
accumulated other comprehensive loss. The total OTTI is presented in the income statement with an offset for the amount of the total
OTTI that is recognized in accumulated other comprehensive loss. Absent the intent or requirement to sell a security, if a credit loss
does not exist, any impairment is considered to be temporary.

The noncredit portion of any OTTI losses on securities classified as available for sale is recorded as a component of other
comprehensive income with an offsetting adjustment to the carrying value of the security. The fair value adjustment could increase or
decrease the carrying value of the security. The noncredit portion of any OTTI losses recognized in accumulated other comprehensive
loss for debt securities classified as held to maturity would be accreted over the remaining life of the debt security (in a pro rata
manner based on the amount of actual cash flows received as a percentage of total estimated cash flows) as an increase in the carrying
value of the security until the security is sold, the security matures, or there is an additional OTTI that is recognized in earnings.

In periods subsequent to the recognition of an OTTI loss, the other-than-temporarily impaired debt security is accounted for
as if it had been purchased on the measurement date of the OTTI at an amount equal to the previous amortized cost basis less the
credit-related OTTI recognized in earnings. For debt securities for which credit-related OTTI is recognized in earnings, the difference
between the new cost basis and the cash flows expected to be collected is accreted into interest income over the remaining life of the
security in a prospective manner based on the estimated amount and timing of future estimated cash flows.

With respect to securities where the decline in value is determined to be temporary and the security’s amortized cost is not
written down, a subsequent decision may be made to sell that security and realize a loss. Subsequent decisions on security sales are
made within the context of overall risk monitoring, changing information, market conditions generally and assessing value relative to
other comparable securities. Day-to-day management of the Company’s investment portfolio is outsourced to third party investment
manager service providers. While these investment manager service providers may, at a given point in time, believe that the preferred
course of action is to hold securities with unrealized losses that are considered temporary until such losses are recovered, the dynamic
nature of the portfolio management may result in a subsequent decision to sell the security and realize the loss, based upon a change in
market and other factors described above. The Company believes that subsequent decisions to sell such securities are consistent with
the classification of the Company’s portfolio as available for sale.
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XL INSURANCE (BERMUDA) LTD

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)
FOR THE YEARS ENDED DECEMBER 31, 2010 AND 2009

2. Significant Accounting Policies (Continued)

(g) Other Than Temporary Impairments (“OTTI") of Available for Sale and Held to Maturity Securities
(Continued)

There are risks and uncertainties associated with determining whether declines in the fair value of investments are other than
temporary. These include subsequent significant changes in general economic conditions as well as specific business conditions
affecting particular issuers, the Company’s liability profile, subjective assessment of issue-specific factors (seniority of claims,
collateral value, etc.), future financial market effects, stability of foreign governments and economies, future rating agency actions and
significant disclosure of accounting, fraud or corporate governance issues that may adversely affect certain investments. In addition,
significant assumptions and management judgment are involved in determining if the decline is other than temporary. If management
determines that a decline in fair value is temporary, then a security’s value is not written down at that time. However, there are
potential effects upon the Company’s future earnings and financial position should management later conclude that some of the
current declines in the fair value of the investments are other than temporary declines. For further details on the factors considered in
evaluation other than temporary impairment see Note 8, “Investments.”

(h) Derivative Instruments

The Company recognizes all derivatives as either assets or liabilities in the balance sheet and measures those instruments at
fair value. The changes in fair value of derivatives are shown in the consolidated statement of income as “net realized 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 value of derivatives may create volatility
in the Company’s results of operations from period to period. Amounts recognized for the right to reclaim cash collateral (a
receivable) or the obligation to return cash collateral (a payable) are offset against net fair value amounts recognized in the
consolidated balance sheet for derivative instruments executed with the same counterparty under the same netting arrangement.

Derivative contracts can be exchange-traded or over-the-counter (“OTC”). Exchange-traded derivatives (futures and options)
typically fall 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 alternative pricing sources where an
understanding of the inputs utilized in arriving at the valuations is obtained. Where models are used, the selection of a particular
model to value an OTC derivative depends upon the contractual terms and specific risks inherent in the instrument as well as the
availability of pricing information in the market. The Company generally uses similar models to value similar instruments. Valuation
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 generally be verified and model selection does not involve significant management
judgment. Such instruments comprise the majority of derivatives held by the Company and are typically 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. Level 3 inputs are only changed when
corroborated by evidence such as similar market transactions, pricing services and/or broker or dealer quotations. The Company
conducts its non-hedging derivatives activities in four main areas: investment related derivatives, credit derivatives, other non-
investment related derivatives, and until late 2008 it also utilized weather and energy derivatives.

The Company uses derivative instruments, primarily interest rate swaps, to manage the interest rate exposure associated with
certain assets and liabilities. These derivatives are recorded at fair value. On the date the derivative contract is entered into, the
Company may 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 a forecasted transaction or of amounts to be received or paid related to a recognized asset or liability
(“cash flow” hedge); or a hedge of a net investment in a foreign operation; or the Company may not designate any hedging
relationship for a derivative contract. In addition, the Company previously wrote a number of resettable strike swaps contracts relating
to an absolute return index and diversified basket of funds which are recorded within Investment Related Derivatives — Financial
Market Exposures.
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XL INSURANCE (BERMUDA) LTD

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)
FOR THE YEARS ENDED DECEMBER 31, 2010 AND 2009

2. Significant Accounting Policies (Continued)
(h) Derivative Instruments (Continued)
Fair Value Hedges

Changes in the fair value of a derivative that is designated and qualifies 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. The Company may
designate fair value hedging relationships where 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.

Hedges of the Net Investment in a Foreign Operation

Changes in fair value 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 translation 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.”

Hedge Documentation and Effectiveness Testing

To qualify for hedge accounting treatment, a derivative must be highly effective in mitigating the designated changes in value
or 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 formally assesses, both at the hedge’s
inception and on an ongoing basis, 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 a ratio of 80-125% of the inverse changes in
the fair value or discounted cash flows of the hedged item. Hedge ineffectiveness is measured using qualitative and quantitative
methods. Qualitative methods may include comparison of critical terms of the derivative to the hedged item. Depending on the
hedging strategy, quantitative methods may include the “Change in Variable Cash Flows Method,” the “Change in Fair Value
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 derivative is no longer highly
effective in offsetting changes in 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 derivative continues to be carried at fair value on the balance sheet
with changes in its fair value recognized in current period earnings through “net realized and unrealized gains and losses on derivative
instruments.” When hedge accounting is discontinued because the Company becomes aware that it is not probable that the forecasted
transaction will occur, the derivative continues to be carried on the balance sheet at its fair value, and gains and losses that were
accumulated in AOCI are recognized immediately in earnings.

(i) Cash Equivalents

Cash equivalents 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 the authoritative guidance on fair value measurement
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.
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XL INSURANCE (BERMUDA) LTD

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)
FOR THE YEARS ENDED DECEMBER 31, 2010 AND 2009

2. Significant Accounting Policies (Continued)
(j) Foreign Currency Translation

Assets and liabilities of foreign operations whose functional currency is not the U.S. dollar are translated at prevailing year
end exchange rates. Revenue and expenses of such foreign operations are translated at average exchange rates during the year. The net
effect of the translation 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 (loss).”

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 translated 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 accounting guidance over goodwill and other
intangible assets, the Company tests goodwill for potential 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’s other intangible assets consist of both amortizable and non-amortizable intangible assets. The Company’s
amortizable intangible assets consist primarily of acquired customer relationships and acquired software. All of the Company’s
amortizable intangible assets 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 authoritative guidance for the impairment or disposal of
long-lived assets 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 the authoritative guidance on
property, plant and equipment under GAAP, 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 the authoritative
guidance on intangibles and goodwill and other assets under GAAP, all 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 the authoritative guidance, if the carrying value of a non-amortized 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.

() Losses and Loss 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.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)
FOR THE YEARS ENDED DECEMBER 31, 2010 AND 2009

2. Significant Accounting Policies (Continued)
() Losses and Loss Expenses (Continued)

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 from such reviews are reflected in income of the year in which the adjustments are made.

(m) Deposit liabilities

Contracts entered into by the Company which are not deemed to transfer significant underwriting and/or timing risk are
accounted for as deposits, whereby liabilities are initially 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 changes to 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 previously written by the Company, were initially recorded at an amount equal 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.

(n) Future policy benefit reserves

The Company estimates the present value 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 the authoritative guidance on 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 actual experience to determine the benefit ratio used to calculate the policy benefit
reserve.

(0) 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 financial 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 valuation allowance 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 different 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
realization of the net operating losses within a reasonable period, a valuation allowance is established at that time.
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2. Significant Accounting Policies (Continued)
(p) Stock Plans

The Company adopted authoritative guidance on the fair value recognition provisions for accounting for stock-based
compensation, under the prospective method for options granted subsequent to January 1, 2003. Prior to 2003, the Company
accounted for options under the disclosure-only provisions of the guidance and no stock-based employee compensation cost was
included in net income as all options granted had an exercise price equal to the market value of the Company’s ordinary shares on the
date of the grant. At December 31, 2009, the Company had several stock based Performance Incentive Programs, which are described
more fully in Item ¢, Note 20, “Share Capital.” Stock-based compensation issued under these plans generally have a life of not longer
than ten years and vest as set forth at the time of grant. Awards currently vest annually over three or four years from the date of grant.
The Company recognizes compensation costs for stock-based awards on a straight-line basis over the requisite service period (usually
the vesting period) for each award.

Share-based payments to employees, including grants of employee stock options, are recognized in the financial statements
over the vesting period based on their grant date fair values.

Authoritative guidance requires that compensation costs be recognized for unvested stock-based compensation awards over
the period through the date that the employee is no longer required to provide future services to earn the award, rather than over the
explicit service period. Accordingly, the Company follows a policy of recognizing compensation cost to coincide with the date that the
employee is eligible to retire, rather than the actual retirement date, for all stock based compensation granted.

(q) Recent Accounting Pronouncements

In June 2009, the FASB issued final authoritative guidance over accounting for transfers of financial assets that removed the
concept of a qualifying special-purpose entity from existing accounting guidance over transfers of financial assets and also removes
the exception from applying guidance surrounding consolidation of variable interest entities to qualifying special-purpose entities.
This new guidance was applied by the Company from January 1, 2010; however, it did not have an impact on the Company’s financial
condition or results of operations.

In June 2009, the FASB issued final authoritative accounting guidance in an effort to improve financial reporting by enterprises
involved with variable interest entities. This guidance retains the scope of the previous standard covering variable interest entities
except, as noted above, with the addition of entities previously considered qualifying special-purpose entities. The new guidance
requires an enterprise to perform an analysis to determine whether the enterprise’s variable interest or interests give it a controlling
financial interest in a variable interest entity under revised guidance that are more qualitative than under previous guidance and
amends previous guidance to require ongoing reassessments of whether an enterprise is the primary beneficiary of a variable interest
entity. Before this update, previous guidance required reconsideration of whether an enterprise is the primary beneficiary of a variable
interest entity only when specific events occurred. The new guidance also amends previous guidance to require enhanced disclosures
that provide users of financial statements with more transparent information about an enterprise’s involvement with a variable interest
entity. The enhanced disclosures are required for any enterprise that holds a variable interest in a variable interest entity. The content
of the enhanced disclosures required by this new guidance is generally consistent with that required by the previous standards. The
Company applied this new guidance from January 1, 2010; however, it did not have an impact on the Company’s financial condition
and results of operations. See Note 18, “Variable Interest Entities,” for the disclosures required by this guidance.

In January 2010, the FASB issued an accounting standards update on Improving Disclosures about Fair Value Measurements.
The provisions of this authoritative guidance require new disclosures about recurring and nonrecurring fair value measurements
including significant transfers into and out of Level 1 and Level 2 fair value measurements and information on purchases, sales,
issuances, and settlements on a gross basis in the reconciliation of Level 3 fair value measurements. This guidance was effective for
the Company beginning on January 1, 2010, except for the Level 3 reconciliation disclosures which are effective for annual periods
beginning after December 15, 2010. This standard affects disclosures only and accordingly did not have an impact on the Company’s
financial condition or results of operations.
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2. Significant Accounting Policies (Continued)
(q) Recent Accounting Pronouncements (Continued)

In March 2010, the FASB issued authoritative guidance relating to derivative accounting. Under this guidance, all entities
that enter into contracts containing an embedded credit derivative feature related to the transfer of credit risk that is not solely in the
form of subordination of one financial instrument to another are required to separately account for the embedded credit derivative
feature. This guidance has been applied effective July 1, 2010. The Company has investments in senior tranches of Synthetic
collateralized debt obligations (“CDOs”) as well as certain CDO Squared structures which in turn hold Synthetic CDQOs. The
derivative instruments held within these structures require the application of this new guidance. Upon initial adoption of this guidance
the Company elected the fair value option for impacted securities, which resulted in a decrease being recorded to opening retained
earnings of $31.9 million. For further information on these securities see Note 8, “Investments.”

In July 2010, the FASB amended the general accounting principles for receivables as they relate to the disclosures about the
credit quality of financing receivables and the allowance for credit losses. This amendment requires additional disclosures that provide
a greater level of disaggregated information about the credit quality of financing receivables and the allowance for credit losses. It also
requires the disclosure of credit quality indicators, past due information, and modifications of financing receivables. The new
disclosures are required for interim and annual periods ending after December 15, 2010, although the disclosures of reporting period
activity (i.e., allowance roll-forward and modification disclosures) are required for interim and annual periods beginning after
December 15, 2010. This standard affects disclosures only and, accordingly, did not have an impact on the Company’s financial
condition or results of operations. See Note 10, “Other Investments,” and Note 12, “Reinsurance,” for disclosures provided related to
this guidance.

In October 2010, the FASB issued authoritative guidance to address disparities in practice regarding the interpretation of
which costs relating to the acquisition of new or renewal insurance contracts qualify for deferral. The amendments in the updated
guidance specify that incremental direct costs of contract acquisition and certain costs related directly to the acquisition activities
incurred in the acquisition of new or renewal contracts should be capitalized in accordance with the amendments in the updated
guidance. Costs directly related to those activities include only the portion of an employee’s total compensation (excluding any
compensation that is capitalized as incremental direct costs of contract acquisition) and payroll-related fringe benefits related directly
to time spent performing those activities for actual acquired contracts, and other costs related directly to those activities that would not
have been incurred if the contract had not been acquired. Administrative costs, rent, depreciation, occupancy, equipment and all other
general overhead costs are considered indirect costs and should be charged to expense as incurred. This guidance is effective for fiscal
years, and interim periods within those fiscal years, beginning after December 15, 2011. The amendments in this guidance should be
applied prospectively upon adoption. Retrospective application is also permitted. Early adoption is permitted as of the beginning of the
fiscal year. The Company is in the process of evaluating the impact of this guidance; however, it is not expected to have a significant
impact on the Company’s financial condition or results of operations.
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3. Fair Value Measurements

XL INSURANCE (BERMUDA) LTD

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)
FOR THE YEARS ENDED DECEMBER 31, 2010 AND 2009

The following tables set forth the Company’s assets and liabilities that were accounted for at fair value as of December 31,
2010 and December 31, 2009 by level within the fair value hierarchy (for further information, see Note 2 (b), “Significant Accounting

Policies — Fair Value Measurements”:

December 31, 2010
(U.S. dollars in thousands)

Assets
U.S. Government and Government-
Related/Supported .........cccocevvrvrennne.
Corporate (1) ..o.ceoeeeeieeeereee e
Residential mortgage-backed securities
— AQENCY oeiiiiieeieee e
Residential mortgage-backed securities
— NON-AJENCY ..oocvvvvriivieiiiiecee e,
Commercial mortgage-backed
SECUNLIES ovvvvveiieeeriesee e
Collateralized debt obligations .............
Other asset-backed securities ...............
U.S. States and political subdivisions
of the States .....cccccovveveviniievrce,
Non-U.S. Sovereign Government,
Supranational and Government-
Related ..o,
Total fixed maturities, at fair value ......
Equity securities, at fair value ..............
Short-term investments, at fair value
(D)(2) ceoveieiieeese e
Total investments available for sale .....
Cash equivalents (3) ....c.ccocvvvvivivcinnnnn,
Other investments (4) .......cccvevvevcvnrnnnn
Other assets (5)(6) ..vovvevvereerervrerrnnnenns

Total assets accounted for at fair
ValUB oo

Liabilities

Financial instruments sold, but not yet
purchased (7) ...ccoovevevveiverciercseeees

Other liabilities (5)(6) ....c.ccoevrvvrivrrrrennn

Total liabilities accounted for at
fairvalue ..o
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Quoted Prices in Significant Other Significant Balance
Active Markets for Observable Unobservable Collateral and as of
Identical Assets Inputs Inputs Counterparty December 31,
(Level 1) (Level 2) (Level 3) Netting 2010
$ - $ 1,941,952 $ - $ - $ 1,941,952
- 10,006,321 27,454 - 10,033,775
- 4,814,618 30,255 - 4,844,873
- 686,781 3,895 - 690,676
- 1,128,186 1,611 - 1,129,797
- 10,271 719,643 - 729,914
- 893,349 22,179 - 915,528
- 1,343,820 - - 1,343,820
- 2,646,636 3,667 - 2,650,303
$ - $ 23,471,934 $ 808,704 $ - $24,280,638
71,284 13,356 - - 84,640
- 1,605,725 2,183 - 1,607,908
$ 71,284 $ 25,091,015 $ 810,887 $ - $25,973,186
1,898,456 115,319 - - 2,013,775
- 489,912 125,937 - 615,849
— 108,056 7,882 (20,152) 95,786
$1,969,740 $ 25,804,302 $ 944,706 $ (20,152) $28,698,596
$ 256 $ 21,270 $ - $ - $ 21,526
- 11,651 47,077 2,843 61,571
$ 256 $ 32,921 $ 47,077 $ 2,843 $ 83,097
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3. Fair Value Measurements (Continued)

Quoted Prices in Significant Other Significant Balance
Active Markets for Observable Unobservable Collateral and as of
December 31, 2009 Identical Assets Inputs Inputs Counterparty December 31,
(U.S. dollars in thousands) (Level 1) (Level 2) (Level 3) Netting 2009
Assets
U.S. Government and Government-

Related/Supported .........cccccevvenee. $ - $ 2,486,594 $ - $ - $ 2,486,594
Corporate (1) voceveevvereeeieieeesieeaenns - 9,644,458 10,273 - 9,654,731
Residential mortgage-backed

securities — AgeNCY ....ocoevveevrreevennn. - 5,827,330 7,894 - 5,835,224
Residential mortgage-backed

securities — Non-Agency ................ - 891,326 41,905 - 933,231
Commercial mortgage-backed

SECUNILIES vvvvveeiieeireiee e, - 1,181,375 2,081 - 1,183,456
Collateralized debt obligations ........... - 506,211 189,537 - 695,748
Other asset-backed securities ............. - 1,088,248 33,955 - 1,122,203
U.S. States and political subdivisions

of the States ........cccceevveveeeceeeeneane, - 905,986 - - 905,986
Non-U.S. Sovereign Government,

Supranational and Government-

Related .......ccoocoveveieiiiccc e - 3,394,777 3,217 - 3,397,994
Total fixed maturities, at fair value .... $ - $ 25,926,305 $288,862 $ - $ 26,215,167
Equity securities, at fair value ............ 5,621 9,758 - - 15,379
Short-term investments, at fair

Value (2) oo - 1,430,948 6,486 - 1,437,434
Total investments available for sale ... § 5,621 $27,367,011 $295,348 $ - $ 27,667,980
Cash equivalents (3) ......ccocvvvvivvvennnnn. 2,239,072 648,635 - - 2,887,707
Other investments (4) .......cccvevvvevnne. - 342,005 70,295 - 412,300
Other assets (5)(6) ...oovevvvrevvevieriarnnns - 111,717 185,455 (212,819) 84,353

Total assets accounted for at fair
Value v $2,244,693 $ 28,469,368 $551,098 $(212,819) $ 31,052,340
Liabilities
Financial instruments sold, but not yet

purchased (7) ..ooeveveveveveveveeereeceeennns ¢ - $ 36,979 $ - $ - $ 36,979

Other liabilities (5)(6) ......cccvvvrvrrrnne. - 22,420 84,940 (49,319) 58,041
Total liabilities accounted for at
fair value .....cccooooeveiieciee $ - $ 59,399 $ 84,940 $ (49,319) $ 95,020

Notes:

(1) Included within Corporate are certain medium term notes supported primarily by pools of European credit with varying degrees of leverage. The notes had a fair
value of $454.8 million and $587.7 million and an amortized cost of $504.6 million and $707.9 million at December 31, 2010 and December 31, 2009,
respectively. These notes allow the investor to participate in cash flows of the underlying bonds including certain residual values, which could serve to either

decrease or increase the ultimate values of these notes.

(2) Short-term investments consist primarily of Corporate, U.S. Government and Government-Related/Supported securities and Non-U.S. Sovereign Government,

Supranational and Government-Related securities.

(3) Cash equivalents balances subject to fair value measurement include certificates of deposit and money market funds. Operating cash balances are not subject to

fair value measurement guidance.

(4) The Other investments balance excludes certain structured transactions including certain investments in project finance transactions, a payment obligation and
liquidity financing provided to a structured credit vehicle as a part of a third party medium term note facility. These investments are carried at amortized cost that
totaled $327.7 million at December 31, 2010 and $365.6 million at December 31, 2009

(5) Other assets and other liabilities include derivative instruments.

(6) The derivative balances 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 a netting agreement. In addition, the Company held net cash collateral related to derivative assets of approximately $23.0 million and $169.1
million at December 31, 2010 and December 31, 2009, respectively. 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 netting agreement. The fair value of the
individual derivative contracts are reported gross in their respective levels based on the fair value hierarchy

(7) Financial instruments sold, but not yet purchased represent “short sales” and are included within “Net payable for investments purchased” on the balance sheet.
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XL INSURANCE (BERMUDA) LTD

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)
FOR THE YEARS ENDED DECEMBER 31, 2010 AND 2009

3. Fair Value Measurements (Continued)
Level 3 Gains and Losses

The tables below present additional information about assets and liabilities measured at fair value on a recurring basis and for
which Level 3 inputs were utilized to determine fair value. The table reflects gains and losses for the twelve month periods ended
December 31, 2010 and 2009 for all financial assets and liabilities categorized as Level 3 as of December 31, 2010 and 2009,
respectively. The tables do 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, 2010 and 2009. 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 (Level 3).
Further, it should be noted that the following table does not take into consideration the effect of offsetting Level 1 and 2 financial
instruments entered into by the Company that are either economically hedged by certain exposures to the Level 3 positions or that
hedge the exposures in Level 3 positions.

In general, 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 a Level 2 classification. Level 3 assets may 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. Transfers from Level 3 to Level 2
during the year ended December 31, 2010, were primarily as a result of the Company utilizing values provided by pricing services not
containing significant unobservable inputs, rather than other valuations for certain assets that would have been considered Level 3.

There were no transfers between Level 1 and Level 2 during the twelve month periods ended December 31, 2010 and 2009.
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XL INSURANCE (BERMUDA) LTD

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)
FOR THE YEARS ENDED DECEMBER 31, 2010 AND 2009

3. Fair Value Measurements (Continued)

Level 3 Gains and Losses (continued)

Level 3 Assets and

Liabilities
Year Ended
December 31, 2010
Residential Residential
mortgage-backed mortgage-backed Commercial
securities — securities — Non mortgage-backed Collateralized
Corporate Agency Agency securities debt obligations
(U.S. dollars in thousands)
Balance, beginning of period..... $10,273 $ 7,894 $ 41,905 $2,081 $189,5637
Realized gains (10SSeS)............... (6,360) (360) (1,054) (553) (24,183)
Movement in unrealized gains
[(JISIEE) RS 1,093 (74) 410 748 118,857
Purchases, (sales), issuances
and (settlements), net.............. 17,577 30,689 (2,226) (64) (1,834)
Transfers into Level 3................ 6,889 - 4,250 - 469,149
Transfers out of Level 3 ............ (849) (7,894) (39,390) - -
Investments classification
change......cccooeveveiccececen, (1,169) - - (601) (31,883)
Balance, end of period .............. $ 27,454 $30,255 $ 3,895 $1,611 $719,643
Movement in total gains
(losses) above relating to
instruments still held at the
reporting date..........cccceevevenens, § 1321 $ (74 $ 71 $ 251 $118,415
Level 3 Assets and
Liabilities
Year Ended
December 31, 2010 (Continued)
Non-U.S.
Sovereign
Government and
Other asset Supranationals
backed and Government Short-term Other Derivative
securities Related Investments investments Contracts — Net
(U.S. dollars in thousands)
Balance, beginning of period..... $ 33,955 $ 3,217 $ 6,486 $ 70,295 $ 100,515
Realized gains (losses)............... (18,107) - (3,559) (907) 874
Movement in unrealized gains
[(JoISSTES) RS 14,902 34 2,364 16,577 57,688
Purchases, (sales), issuances
and (settlements), net.............. 2,852 - (4,753) (10,159) (198,272)
Transfers into Level 3................ 1,355 416 - 18,248 -
Transfers out of Level 3............. (12,778) - - -
Investments classification
change.....cccccoovveievennircen, - - 1,645 31,883 -
Balance, end of period................ $ 22,179 $ 3,667 $ 2,183 $125,937 $ (39,195)
Movement in total gains
(losses) above relating to
instruments still held at the
reporting date..........ccocevveennnnn, $ 8,253 $ 34 $ (103) $ 11,154 $ 57,688
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)
FOR THE YEARS ENDED DECEMBER 31, 2010 AND 2009

3. Fair Value Measurements (Continued)

Level 3 Gains and Losses (continued)

Level 3 Assets and

Liabilities
Year Ended
December 31, 2009
Residential Residential
mortgage-backed mortgage-backed Commercial
securities — securities — Non mortgage-backed Collateralized
(U.S. dollars in thousands) Corporate Agency Agency securities debt obligations
Balance, beginning of period............... $ 62,506 $ - $ 79,429 $ 43,811 $ 598,110
Realized (10ss€s) gains........cccvevvevernens (12,738) - (13,254) (8,195) (43,145)
Movement in unrealized gains
(oIS [ 12,224 (126) 21,990 2,447 50,446
Purchases, sales issuances and
settlements, Net........ccocoevvveeieienenn, (21,751) 8,020 (15,420) (4,017) (11,313)
Transfers into Level 3. 6,517 - 14,422 1,430 15,457
Transfers out of Level 3 ...................... (36,485) - (45,262) (33,395) (415,025)
Fixed maturities to short-term
investments classification change..... - - - - (4,993)
Balance, end of period .............ccoeen.e. $ 10,273 $7,894 $ 41,905 $ 2,081 $ 189,537
Movement in total (losses) above
relating to instruments still held at
the reporting date.............ccceveveenaes $ 660 $ (126) $ 15719 $ 9) $ 28,921
Level 3 Assets and
Liabilities
Year Ended
December 31, 2009 (continued)
Non-U.S.
Sovereign
Government and
Other asset Supranationals
backed and Government Short-term Other Derivative
(U.S. dollars in thousands) securities Related Investments investments Contracts — Net
Balance, beginning of period.........c.cccccocvvernnnne $ 78,871 $ 89,152 $ 20,746 $ 58,239 $ 226,818
Realized (10SS€S) QaINS......cvvviveiriiiiirieseiee (9,991) - (8,701) - 2,807
Movement in unrealized gains (10SS€S) ................ (2,652) (94) 3,454 566 (147,216)
Purchases, sales issuances and settlements, net ... (4,982) (6,882) (12,991) 11,490 18,106
Transfersinto Level 3., 8,531 - - - -
Transfersout of Level 3., (35,822) (76,740) (3,234) - -
Fixed maturities to short-term investments
classification change..........ccccocevvieivcieeicieinens - (2,219) 7,212 - -
Balance, end of period ...........cccccevvevvviniiniiiennnn, $ 33,955 $ 3,217 $ 6,486 $ 70,295 $ 100,515
Movement in total (losses) above relating to
instruments still held at the reporting date........ $(13,607) $ 72 $ (887) $ 566 $(147,216)
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)
FOR THE YEARS ENDED DECEMBER 31, 2010 AND 2009

3. Fair Value Measurements (Continued)
Fixed maturities and short-term investments

During the year ended December 31, 2010, certain CDOs that were previously classified as Level 2 due to sufficient market
data being available to allow a price to be determined and provided by third party pricing vendors, were transferred to Level 3 because
third party vendor prices were no longer believed to be the most appropriate pricing source. Broker quotes, for which sufficient
information regarding the specific inputs utilized by the broker was not available to support a Level 2 classification, are the primary
source of the valuations for these CDO securities.

At December 31, 2009, certain assets which were previously classified as Level 3 assets due to a lack of observable market
data are now classified as Level 2 assets as described further below.

For the period from December 31, 2008 through June 30, 2009, the Company had determined that internal models were more
appropriate and better representative of the fair value of these securities. At June 30, 2009, these internal valuation models for
Collateralized Debt Obligations holdings (“CDOs”) resulted in a fair value of $450.5 million as compared to a par value of $807.5
million. However, as a result of numerous market factors, including increased volumes of trading and increased new issuance of
CDOs beginning with the third quarter of 2009, the Company now believes that transactions in this market are no longer distressed
and accordingly had reverted to third-party vendor pricing sources where transactions were available as of December 31, 2009, and
where not available based the valuations on broker quotes. Accordingly, as at December 31, 2009, for those CDOs which were
previously valued using internal models, the Company carried these assets at a fair value of $538.5 million as compared to a par value
of $789.1 million. Of these holdings, $457.6 million were valued by third party vendors and for which inputs are observable and
accordingly are now classified as Level 2, and $80.9 million were valued using broker quotations and for which inputs are
unobservable and accordingly remain classified as Level 3.

The remainder of the Level 3 assets relate to private equity investments where the nature of the underlying assets held by the
investee include positions such as private business ventures and are such that significant Level 3 inputs are utilized in the valuation,
and certain derivative positions.

Other investments

Included within the Other investments component of the Company’s Level 3 valuations are private investments and
alternative 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 general partner of the respective entity. The
underlying investments held by the investee that form the basis of the net asset value include assets such as private business ventures
that require the use of significant Level 3 inputs 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 also incorporates factors such as the
most recent financial 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.
Investments in private equity and alternative funds included in Other investments utilize strategies including Arbitrage, Directional,
Event Driven and Multi-style. These funds potentially have lockup and gate provisions which may limit redemption liquidity.

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) guaranteed minimum income benefits (“GMIB”) embedded
within a certain reinsurance contract, (iii) a put option included within the Company’s remaining contingent capital facility and (iv)
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 classification. The majority 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 2(h), “Significant Accounting Policies, for a general 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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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)
FOR THE YEARS ENDED DECEMBER 31, 2010 AND 2009

3. Fair Value Measurements (Continued)
Financial Instruments Not Carried at Fair Value

Authoritative guidance over disclosures about the fair value of financial instruments requires additional disclosure of fair
value information for financial instruments not carried at fair value in both interim and annual reporting periods. Certain financial
instruments, particularly insurance contracts, are excluded from these fair value disclosure requirements. The carrying values of cash
and cash equivalents, accrued investment income, net receivable from investments sold, other assets, net payable for investments
purchased, other liabilities and other financial instruments not included below approximated their fair values. The following table
includes financial instruments for which the carrying value differs from the estimated fair values:

As of December 31, 2010 As of December 31, 2009

(U.S. dollars in thousands) Carrying Value Fair Value Carrying Value Fair Value

Fixed maturities, held to maturity ..........ccocooevvvienieienee e, $ 2,728,335 $2,742,626 $ 546,067 $ 530,319
Other investments — structured transactions ............ccceveeevveevveeennen. 327,686 317,524 365,600 341,352
FINANCIAl ASSELS........vcvieiieieiieetie e $ 3,056,021 $3,060,150 $ 911,667 $ 871,671
Deposit LiabiltIES....c.vcveiiiiie s $ 1,684,606 $1,737,107 $2,208,699 $2,133,100
Notes payable and debt ..o 599,668 621,900 599,350 621,750
Financial Liabilities ..........ccccccovivviiiiiiiicc e $ 2,284,274 $2,359,007 $2,808,049 $ 2,754,850

The Company historically participated in structured transactions which included cash loans supporting project finance
transactions and providing liquidity facility financing to structured project deals and the Company also invested in a payment
obligation with an insurance company. These transactions are carried at amortized cost. The fair value of these investments held by the
Company is determined through use of internal models utilizing reported trades, benchmark yields, broker/dealer quotes, issuer
spreads, two-sided markets, benchmark securities, bids, offers and reference data.

Deposit liabilities include obligations under structured insurance and reinsurance transactions. For purposes of fair value
disclosures, the Company determines the estimated fair value of the deposit liabilities by assuming a discount rate equal to the
appropriate U.S. Treasury rate plus 142.3 basis points and the appropriate U.S. Treasury Rate plus 108.3 basis points at December 31,
2010 and December 31, 2009, respectively. The discount rate incorporates the Company’s own credit risk into the determination of
estimated fair value.

The fair values of the Company’s notes payable and debt outstanding are determined based on quoted market prices.

There are no significant concentrations of credit risk within the Company’s financial instruments as defined in the
authoritative guidance over disclosures of fair value of financial instruments not carried at fair value.
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4. Syncora Holdings Ltd. (“Syncora”)

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. 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.

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 was required to use commercially reasonable efforts to commute the
agreements that were the subject of the Company’s guarantee of Syncora Guarantee’s obligations under certain financial guarantees
issued by Syncora Guarantee to the European Investment Bank (the “EIB Policies”), subject to certain limitations.

On June 28, 2010, the Company completed a commutation, termination and release agreement (the “Termination
Agreement”) with EIB which fully extinguished and terminated all of the guarantees issued to EIB by the Company in connection
with financial guaranty policies between certain subsidiaries of Syncora and EIB. Under the Termination Agreement, the Company
paid $38 million to EIB, and all of the Company’s exposures under the EIB guarantees, with aggregate par outstanding of
approximately $900 million, were eliminated. In addition, a further $0.5 million was paid to EIB for expenses in relation to the
termination. Pursuant to the obligations of Syncora under the Master Agreement, Syncora paid the Company $15.0 million. The net
cost of this transaction is reflected in the Company’s Consolidated Statement of Income as “Loss on Termination of Guarantee.”

5. Restructuring and Asset Impairment Charges

During the third quarter of 2008 and during the first quarter of 2009, expense reduction initiatives were implemented in order
to reduce the Company’s operating expenses. The goal of these initiatives was to achieve enhanced efficiency and an overall 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 and asset impairment charges and allocated to the Company’s reportable segments
in accordance with authoritative guidance over accounting for costs associated with exit or disposal activities and guidance over
accounting for the impairment or disposal of long-lived assets. Other costs that do not meet the criteria for accrual are being expensed
as restructuring charges as they are incurred. 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. Asset impairment charges relate primarily to
the write-off of certain IT system and equipment costs previously capitalized. The Company recognizes an asset impairment charge
when net proceeds expected from disposition of an asset are less than the carrying value of the asset and reduces the carrying amount
of the asset to its estimated fair value. Restructuring and asset impairment charges noted above were recorded in the Company’s
income statement under “Operating Expenses.”

The total cumulative costs the Company incurred in connection with these restructuring initiatives through their completion
at December 31, 2009 were as follows:

Costs Incurred Costs Incurred
During the During the
Year Ended Year Ended Cumulative
December 31, December 31, Costs
(U.S. dollars in millions) 2008 2009 Incurred
Employee Termination BENefits ..........ccoovviviiiiiiniiccee e, $36.2 $ 447 $ 809
Lease Termination and Other COSES........c.ccvvivieiieireeieiie et 6.6 8.0 14.6
ASSEL IMPAITMENT.......eiiiieiccc e - 20.5 20.5
L0 = | OO $42.8 $ 73.2 $116.0
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6. Segment Information

Following a streamlining of the Company’s operating segments in the first quarter of 2009, the Company is organized into
three operating segments: Insurance, Reinsurance and Life operations. The Company’s general investment and financing operations
are reflected in Corporate.

The Company evaluates the performance for both the Insurance and Reinsurance segments based on underwriting profit and
from the performance of its Life operations segment based on its contribution. Other items of revenue and expenditure of the
Company are not evaluated at the segment level for reporting purposes. In addition, the Company does not allocate investment assets
by segment for its Property and Casualty (“P&C”) operations. Investment assets related to the Company’s Life operations and certain
structured products included in the Insurance and Reinsurance segments and Corporate are held in separately identified portfolios. As
such, net investment income from these assets is included in the contribution from each of these segments.

Insurance

Insurance business written includes risk management and specialty lines. Risk management products comprise global
property and casualty insurance programs for large multinational companies, including umbrella liability, products recall, U.S.
workers’ compensation, property catastrophe, and primary property and liability coverages. Specialty lines products include the
following lines of business: professional liability, environmental liability, aviation and satellite, marine and offshore energy insurance,
equine and other insurance coverages including program business. In addition, certain structured indemnity products previously
structured by XLFS are included within the results of the Insurance segment covering a range of insurance risks including property
and casualty insurance, certain types of residual value exposures and other market risk management products.

Reinsurance

Reinsurance business written includes treaty and facultative reinsurance to primary insurers of casualty and property risks,
principally: general liability; professional liability; automobile and workers” compensation; commercial and personal property risks;
specialty risks including fidelity and surety and ocean marine; property catastrophe; property excess of loss; property pro-rata; marine
and energy; aviation and satellite; and various other reinsurance to insurers on a worldwide basis. In addition, the results of certain
transactions previously structured by XLFS that were generally written on an aggregate stop loss or excess of loss basis are included
within the results of the Reinsurance segment.

Life Operations

Life Operations covers life reinsurance business written with life insurance companies, principally to help them manage
mortality, morbidity, survivorship, investment and lapse risks. This includes a broad range of underlying lines of life assurance
business, including term assurances, group life, critical illness cover, immediate annuities, disability income cover, and short-term
accident and health business. This also covers a range of geographic markets, with an emphasis on the U.K., the U.S. and Continental
Europe.
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6. Segment Information (Continued)

Year ended December 31, 2010:
(U.S. dollars in thousands, except ratios)

Gross premiums Written...........ccccverevrnene
Net premiums Written ..........ccooevveriiiiennns
Net premiums earned ..........ccocceeveveeieiernens
Net losses and 10SS eXPenses...............c......
ACQUISITION COSES.....ocvvivrireieieice e
Operating expenses (1) .....ccocevvveieennnennns
Underwriting profit (10SS) ........ccooeevvveinnns
Net investment iNCOME .........ccccocvvvvvriennne.
Net results from structured products (2) ....
Net fee income and other (3)........cccccevvenine
Net realized gains (losses) on
INVESTMENES....ccviieiee e
Contribution from P&C, Life
Operations and Corporate..................
Corporate & other:
Net realized & unrealized gains (losses)
on derivative inStruments .............cc.cceee.
Net income (loss) from investment fund
affiliates and operating affiliates ............
Exchange gains (I0SSeS) ......c.cccevvevververernens
Corporate operating eXpenses..........cc.e....
Interest eXpense (4) ....covvveeevieeeeieeieennenns
Non-controlling interest in net (income)
loss of subsidiary ..........cccovevevveieiciennnns
Loss on termination of guarantee...............
Income taxes & other........cccccevvvvrvveninnn,
Net income attributable to XL
Insurance (Bermuda) Ltd
Ratios — P&C operations: (5)
Loss and loss expense ratio..........c..ccce.e...
Underwriting expense ratio............c.c.cc......
Combined ratio .......cccoevereiennie e

Notes:

Life
Insurance Reinsurance Total P&C Operations Corporate Total
$4418380 $ 1,842951 $6,261,331 $ 411938 $ - $ 6,673,269
3,461,150 1,538,438 4,999,588 382,075 - 5,381,663
3,529,138 1,501,999 5,031,137 382,924 - 5,414,061
(2,505,502) (706,298)  (3,211,800)  (513,833) - (3,725,633)
(418,146) (321,008) (739,154) (49,104) - (788,258)
(642,103) (175,586) (817,689) (10,470) - (828,159)
$ (36,613) $ 299,107 $ 262,494 $(190,483) $ - $ 72011
745,894 313,172 - 1,059,066
14,696 3,075 17,771 - 9,804 27,575
(15,564) 2,488 (13,076) 249 2 (12,825)
(70,529) (54,444) - (124,973)
$ 942554 $ 68,494 $ 9,806 $ 1,020,854
$ (25579) $ (25,579)
172,455 172,455
11,472 11,472
(10,755) (10,755)
(48,853) (48,853)
4) (4)
(23,500) (23,500)
(151,552) (151,552)
$ 944538
71.0% 47.0% 63.8%
30.0% 33.1% 31.0%
101.0% 80.1% 94.8%

(1) Operating expenses exclude Corporate operating expenses, shown separately.

(2) The net results from P&C and Corporate structured products include net investment income, interest expense and operating expenses of $69.0 million, $52.9
million and $1.6 million (credit) and $12.5 million, $1.7 million and $1.0 million, respectively.

(3) Net fee income and other includes operating expenses from the Company’s loss prevention consulting services business and expenses related to the cost of an
endorsement facility with National Indemnity Company.

(4) Interest expense excludes interest expense related to deposit liabilities recorded in the Insurance and Reinsurance segments and Corporate.

(5) Ratios are based on net premiums earned from P&C operations.
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6. Segment Information (Continued)

Year ended December 31, 2009:
(U.S. dollars in thousands, except ratios)

Gross premiums written..................
Net premiums written ...........c.c......
Net premiums earned...........c.cc.......
Net losses and loss expenses...........

ACQUISItION COStS......ccccvireieieinn,

Operating expenses (1) ........ccoceeene.

Underwriting profit (loss) ...............

Net investment income ...................

Net results from structured
Products (2)......ccccveveererererereenn

Net fee income and other (3)...........

Net realized gains (losses) on
INVEStMENtS......cccoevveieieee e,

Contribution from P&C, Life
Operations and Corporate........

Corporate & other:

Net realized & unrealized gains
(losses) on derivative
INSErUMENTS ..o

Net income (loss) from investment
fund affiliates and operating
affiliates ..o,

Exchange gains (10SS€es) .........c........

Corporate operating expenses.........

Interest exXpense (4) ....ccccoevvevvevrvannns

Non-controlling interest in net
(income) loss of subsidiary..........

Loss on termination of guarantee....

Income taxes & other.........cccceee

Net loss attributable to XL
Insurance (Bermuda) Ltd

Ratios — P&C operations: (5)

Loss and loss expense ratio.............

Underwriting expense ratio.............

Combined ratio ........coevvrereeniencnns

Notes:

Life
Insurance Reinsurance Total P&C Operations Corporate Total
$ 4251888 $ 1859423 $ 6,111,311 $ 576,162 $ - $ 6,687,473
3,273,380 1,470,332 4,743,712 532,852 - 5,276,564
3,559,793 1,591,946 5,151,739 555,101 - 5,706,840
(2,399,747) (769,090)  (3,168,837) (677,562) - (3,846,399)
(429,170) (346,699) (775,869) (77,689) - (853,558)
(689,131) (190,596) (879,727) (16,009) - (895,736)
$ 41,745 $ 285561 $ 327,306 $ (216,159) $ - $ 111147
866,552 332,425 - 1,198,977
16,660 26,374 43,034 - 16,609 59,643
(14,241) 6,209 (8,032) 290 - (7,742)
(1,023,395) (232,375) - (1,255,770)
$ 205465 $ (115819) $ 16609 $ 106,255
$ (24,816) $ (24,816)
138,126 138,126
(84,858) (84,858)
4,110 4,110
(50,102) (50,102)
104 104
(102,647) (102,647)
$ (13,828)
67.4% 48.3% 61.5%
31.4% 33.8% 32.1%
98.8% 82.1% 93.6%

(1) Operating expenses exclude Corporate operating expenses, shown separately.
(2) The net results from P&C and Corporate structured products include net investment income, interest expense and operating expenses of $79.3 million, $36.3
million and $nil, and $25.3 million, $7.4 million and $1.3 million, respectively.
(3) Net fee income and other includes operating expenses from the Company’s loss prevention consulting services business and expenses related to the cost of an
endorsement facility with National Indemnity Company.
(4) Interest expense excludes interest expense related to deposit liabilities recorded in the Insurance and Reinsurance segments and Corporate.

(5) Ratios are based on net premiums earned from P&C operations.
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The following tables summarize the Company’s net premiums earned by line of business:

Year ended December 31, 2010: Life
(U.S. dollars in thousands, except ratios) Insurance Reinsurance Operations Total
P&C Operations:
Casualty — professional liNeS..........cccceevveiieiiiiivcie e, $ 1,316,173 $ 222,720 $ - $1,538,893
Casualty — Other liNES ..........coovvviiieiieiece e, 632,737 219,154 - 851,891
Property Catastrophe ........coci e - 323,588 - 323,588
Other PrOPEITY ..c..ceueieeie it 416,917 534,422 - 951,339
Marine, energy, aviation and satellite............cccocoocniiiiinnnnn, 540,319 88,855 - 629,174
Other specialty liNeS (1).....ccoveieriiiieiieeee e 606,682 - - 606,682
(@] 1 11T 072 [ PRPR 1,554 112,305 - 113,859
Structured INAEMNILY ......cooiveiiiecce s 14,756 955 - 15,711
Total P&C OPErations........cccvcveveeviveeieerereeeeieeeeetere et se e, $3529138 $ 1501999 $ - $5,031,137
Life Operations:
(@] 1T | SRR $ - $ - $ 255905 $ 255,905
AN 2 DT R - - 127,019 127,019
Total Life OPEerations.........cccceeeviveereireeieceeeecee e, $ - $ - $ 382924 $ 382,924
TOLAL oo e $3529,138 $ 1501999 $ 382,924 $5414,061
Year ended December 31, 2009: Life
(U.S. dollars in thousands, except ratios) Insurance Reinsurance Operations Total
P&C Operations:
Casualty — professional lines..........cccccevvveveriiiiiniiceceeeeeevene, $1,276,0056 $ 196624 $ - $1472,629
Casualty — Other liNES .........ccooviviiieiieece e 655,126 257,610 - 912,736
Property Catastrophe ......c..oov e 2,396 312,780 - 315,176
Other PrOPEITY ...t e 424,045 560,379 - 984,424
Marine, energy, aviation and satellite............cccccocniiiiiinnnnn, 546,806 83,532 - 630,338
Other specialty liNeS (1)...c.cocvveievieriieeieecee e 634,436 - - 634,436
(@] 11T 72 ISR 12,217 172,588 - 184,805
Structured INAEMNILY .....ccoiveviiecce s 8,762 8,433 - 17,195
Total P&C OPErations.........c.ccevveerierieisiiieee e $3559,793 $ 1591946 $ - $5151,739
Life Operations:
(@] (0T g I SRR $ - $ - $ 422594 $ 422,594
AN 3 0T - - 132,507 132,507
Total Life OPerations.........ccccceveeviveereeieeieceeeecee e, $ - $ - $ 555101 $ 555101
TOLAL oo s $3559,793 $ 1591946 $ 555101 $ 5,706,840
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The following table shows an analysis of the Company’s net premiums written by geographical location of subsidiary where
the premium is written for the years ended December 31:

P&C operations:

(U.S. dollars in thousands) 2010 2009

BEIMMUAA. ......iiviiitii ettt ettt st b et e et e et e e rbesbaesbeesbeesaeeaeeanns $ 561514 $ 545965

L0 L1 T S - L LTS 2,143,240 2,342,656

EUrOPE aNd OTNET ......oviiicecicecc ettt st re e ne s 2,294,834 1,855,091
TOtal P&C OPEIALIONS .....cveiuieiieieie it ste e e e et e et e st s besreere e s e e e srenas $ 4,999,588  $ 4,743,712

Life Operations:
(U.S. dollars in thousands)

[ 2T 001U - TR $ 79,033 $ 80,498
UNITEA SEALES ....eivieiieciteecie ettt st s s be e be et e et e s tbesbeesbeesbeesresnneanns - 31,478
UL o] o LCI a0 0] 1 1T USSP 303,042 420,876

Total Life OPErations .......ccooviviiieeieieiesie sttt st see s $ 382,075 $ 532,852
L0 x-SR $ 5,381,663  $ 5,276,564

7. Goodwill and Other Intangible Assets

The following table presents 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, 2010 and 2009:

Intangible Intangible
assets with an assets with a
(U.S. dollars in thousands) Goodwill indefinite life definite life Total
Balance at December 31, 2008 .........ccccoeevveieviciieviecece e $ 645370 $ 18,666 $ 10,052 $ 674,088
Reclassification ... - - (4,440) (4,440)
AMOITIZALION ..o s - (3,300) (1,858) (5,158)
Foreign Currency Translation ........c..cccocvvevievecenieeieieseses 1,179 - - 1,179
Balance at December 31, 2009 ......c.cccooeeeveveeeeceeeeeee e, $ 646549 $ 15366 $ 3,754 $ 665,669
AMOITIZALION ..o - - (1,858) (1,858)
Foreign Currency Translation ........cc.cccoevevevenievnsnscesneenes (3,764) - - (3,764)
Balance at December 31, 2010 ........cccceevivieieneieee e $ 642,785 $ 15,366 $ 1,806 $ 660,047

The Company has goodwill of $642.8 million as at December 31, 2010. The estimated fair values of these reporting units
exceeded their net book values as of December 31, 2010 and therefore no impairments were recorded during 2010.

During July 2009, the Company entered into an agreement to sell its U.S. life reinsurance business. The transaction closed
during the fourth quarter of 2009. Accordingly, the full value of the licenses held relating to this business of $3.3 million was removed
from intangible assets with an indefinite life as part of the sale transaction.

In addition, during 2009 certain internal use software acquired as part of the XL GAPS acquisition, which occurred in late
2007, with a carried value of $4.4 million was reclassified from intangible assets with a definite life into other assets. No impairments
were recorded on intangible assets during any of the years ended December 2010 and 2009.
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Net investment income is derived from the following sources:

Year ended December 31

(U.S. dollars in thousands) 2010 2009

Fixed maturities, short-term investments and cash equivalents ...........cc.cccccevvreiennns $1,169,839 $ 1,320,609
Equity securities and other INVESIMENTS .........ccccevvriererineeeesese e 20,688 13,753
FUNAS WINEIA ......veeceeccee ettt et eaee e 12,738 14,649
Total gross iNVEStMENT INCOME ......oivieiieiiiee e 1,203,265 1,349,011
INVESTMENT EXPENSES ..ottt (81,331) (45,384)
NEt INVESIMENT TNCOME .....cueiiiiiiie it e n $1121,934  $ 1,303,627

The cost (amortized cost for fixed maturities and short-term investments), fair value, gross unrealized gains, gross unrealized
(losses), and OTTI recorded in AOCI of the Company’s available for sale investments at December 31, 2010 and December 31, 2009
were as follows:

Included in Accumulated Other
Comprehensive
Income (“AOQCI")

Gross Unrealized Losses

OTTI
included in
Related to other
Cost or Gross changes in comprehensive
December 31, 2010 Amortized Unrealized estimated income
(U.S. dollars in thousands) Cost Gains fair value (Loss)(1) Fair Value
Fixed maturities
U.S. Government and Government-

Related/Supported (2) ....cccovvevveevericeriene, $ 1,870,952 $ 94917 $ (23917) $ - $ 1,941,952
Corporate (3) (4) .covvevveeeeieee e 10,035,798 332,214 (260,469) (73,768) 10,033,775
Residential mortgage-backed securities —

AGENCY ooviiviiiieie e 4,709,576 143,834 (8,537) - 4,844,873
Residential mortgage-backed securities — Non-

AGENCY oot 816,447 15,036 (95,553) (45,254) 690,676
Commercial mortgage-backed securities ......... 1,092,599 48,903 (5,665) (6,040) 1,129,797
Collateralized debt obligations ..........c..ccce.e.. 914,092 9,946 (186,548) (7,576) 729,914
Other asset-backed securities ..........ccocvvevrvrrnene. 926,723 15,625 (19,745) (7,075) 915,528
U.S. States and political subdivisions of the

SEALES o 1,362,606 16,477 (35,263) - 1,343,820
Non-U.S. Sovereign Government,

Supranational and Government-

Related/Supported (2) ...ccccoevvvvevererererennn, 2,630,512 62,666 (42,875) - 2,650,303

Total fixed maturities .........c.ccovvereinernnene $ 24,359,305 $ 739,618 $ (678572) $ (139,713)  $ 24,280,638

Total short-term investments (3) .............. $ 1620661 $ 16690 $ (29,443) $ - $ 1,607,908

Total equity SECUNILIES ......cccovvveveririereeieeie, $ 56,704 $ 27989 $ (53) $ - 84,640

(1) Represents the amount of OTTI losses in AOCI, which from April 1, 2009 was not included in earnings under authoritative accounting guidance.

(2) U.S. Government and Government-Related/Supported and Non-U.S. Sovereign Government, Supranationals and Government-Related/Supported includes
government-related securities with an amortized cost of $1,954.2 million and fair value of $1,958.8 million and U.S. Agencies with an amortized cost of $717.9
million and fair value of $758.9 million.

(3) Included within Corporate are certain medium term notes supported primarily by pools of European credit with varying degrees of leverage. The notes have a fair
value of $454.8 million and an amortized cost of $504.6 million. These notes allow the investor to participate in cash flows of the underlying bonds including
certain residual values, which could serve to either decrease or increase the ultimate values of these notes.

(4) Included within Corporate are Tier One and Upper Tier Two securities, representing committed term debt and hybrid instruments senior to the common and
preferred equities of the financial institutions. These securities have a fair value of $703.0 million and an amortized cost of $837.9 million at December 31, 2010.
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Included in Accumulated Other
Comprehensive
Income (“AOCI")

Gross Unrealized Losses

OTTI
included in
Related to other
Cost or Gross changes in comprehensive
December 31, 2009 Amortized Unrealized estimated income
(U.S. dollars in thousands) Cost Gains fair value (Loss)(1) Fair Value
Fixed maturities
U.S. Government and Government-

Related/Supported (2) .......cccooevvevieivirennas $ 2445313 $ 69,581 $ (28,300) $ - $ 2,486,594
Corporate (3) (4) .oovvevevererereeeeeeee e 9,961,356 257,649 (453,021) (111,253) 9,654,731
Residential mortgage-backed securities —

AGENCY oot 5,777,191 92,316 (34,283) - 5,835,224
Residential mortgage-backed securities —

NON-AJENCY ...ovviveieiiireieeiereee e sesie e 1,216,936 10,526 (215,225) (79,006) 933,231
Commercial mortgage-backed securities ..... 1,233,008 6,296 (48,317) (7,531) 1,183,456
Collateralized debt obligations ................... 1,022,859 9,598 (328,185) (8,524) 695,748
Other asset-backed securities ..........ccocevenine 1,197,019 12,212 (77,928) (9,100) 1,122,203
U.S. States and political subdivisions of the

SEALES v 902,029 18,302 (14,345) - 905,986
Non-U.S. Sovereign Government,

Supranational and Government-

Related/Supported (2) .....ccooovvevvvrvrnnnnnne. 3,403,072 60,352 (65,430) - 3,397,994

Total fixed maturities .........c..c.ccevevevennnes $27,158,783 $ 536,832 $ (1,265,034) $ (215,414) $ 26,215,167

Total short-term investments ................ $ 1428608 $ 15539 3 (6,713) $ - $ 1437,434

Total equity SECUFItIES .....cccvcvevevvrverercieee, $ 12106 $ 3631 $ (358) ¢ - $ 15,379

(1) Represents the amount of OTTI losses in AOCI, which from April 1, 2009 was not included in earnings under authoritative accounting guidance.
(2) U.S. Government and Government-Related/Supported and Non U.S. Sovereign Government, Supranationals and Government-Related/Supported includes
government-related securities with an amortized cost of $2,273.8 million and fair value of $2,274.7 million and U.S. Agencies with an amortized cost of $1,091.1

million and fair value of $1,121.0 million.

(3) Included within Corporate are certain medium term notes supported primarily by pools of European credit with varying degrees of leverage. The notes have a fair
value of $587.7 million and an amortized cost of $707.9 million. These notes allow the investor to participate in cash flows of the underlying bonds including
certain residual values, which could serve to either decrease or increase the ultimate values of these notes.

(4) Included within Corporate are Tier One and Upper Tier Two securities, representing committed term debt and hybrid instruments senior to the common and
preferred equities of the financial institutions. These securities have a fair value of $842.2 million and an amortized cost of $1,053.6 million at December 31,

2009.

The Company had gross unrealized losses totaling $0.8 billion at December 31, 2010 on its available for sale portfolio and
$24.7 million on its held-to-maturity portfolio, which it considers to be temporarily impaired. 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 of impairment along with management’s assessment as to
whether it is likely to sell these securities, among other factors included below.

At December 31, 2010 and December 31, 2009, approximately 2.9% and 3.6%, respectively, of the Company’s fixed income
investment portfolio at fair value was invested in securities which were below investment grade or not rated. Approximately 20.4%
and 30.1% of the gross unrealized losses in the Company’s fixed income securities portfolio at December 31, 2010 and 2009,
respectively, related to securities that were below investment grade or not rated.
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The following is an analysis of how long each of those available for sale securities at December 31, 2010 had been in a

continual unrealized loss position:
Equal to or greater

Less than 12 months than 12 months
Gross Gross
December 31, 2010 Unrealized Unrealized
(U.S. dollars in thousands) Fair Value Losses (1) Fair Value Losses (1)
Fixed maturities and short-term investments:
U.S. Government and Government-Related/Supported .................. $ 278514 $ 25465 $ 104,614 $ 10,398
Corporate (2) (3) wovvverveereeesereesie e 2,238,147 79,446 1,580,239 264,859
Residential mortgage-backed securities — Agency .........ccccveennen, 277,119 6,645 34,186 1,913
Residential mortgage-backed securities — Non-Agency ................. 29,408 1,615 574,832 139,473
Commercial mortgage-backed Securities .........c.ccoovvviininicicnennn, 42,854 446 60,412 11,279
Collateralized debt obligations ...........cccceeeierenienieneneneeeeee, 2,500 51 712,608 194,282
Other asset-backed SECUFILIES .......coeiieiiiiere e, 119,345 1,606 217,351 28,997
U.S. States and political subdivisions of the States ............c.cccecvuu 734,893 30,033 40,451 5,268
Non-U.S. Sovereign Government, Supranational and
Government-Related ..., 459,686 5,116 418,323 40,836
Total fixed maturities and short-term investments ................ $4182,466 $ 150,423 $3,743016 $ 697,305
Total eqUILY SECUNTIES .....cvcveveiiiceieieiee s $ 158 $ 53 §$ —  $ —

(1) On securities impacted by the April 1, 2009 changes to OTTI values, length of time of impairment is measured from the point at which securities returned to a net
unrealized loss position (i.e. from April 1, 2009).

(2) Included within Corporate are certain medium term notes supported primarily by pools of European credit with varying degrees of leverage. The notes have a fair
value of $454.8 million and an amortized cost of $504.6 million. These notes allow the investor to participate in cash flows of the underlying bonds including
certain residual values, which could serve to either decrease or increase the ultimate values of these notes.

(3) Included within Corporate are Tier One and Upper Tier Two securities, representing committed term debt and hybrid instruments senior to the common and
preferred equities of the financial institutions. These securities have a fair value of $703.0 million and an amortized cost of $837.9 million at December 31, 2010.

The following is an analysis of how long each of those available for sale securities at December 31, 2009 had been in a

continual unrealized loss position:
Equal to or greater

Less than 12 months than 12 months
Gross Gross
December 31, 2009 Unrealized Unrealized
(U.S. dollars in thousands) Fair Value Losses (1) Fair Value Losses (1)
Fixed maturities and short-term investments:
U.S. Government and Government-Related/Supported .................. $ 771,048 $ 15406 $ 84105 $ 13,657
COrporate (2) (3) wovveeeeereesereisesiee et 1,860,257 54,823 2,830,623 509,451
Residential mortgage-backed securities — Agency .........cccceeeeene 2,722,188 34,511 2,342 328
Residential mortgage-backed securities — Non-Agency ................. 73,992 17,540 812,730 276,691
Commercial mortgage-backed SeCUrities ........ccccovvvveiveiecicieirennnn, 226,930 7,882 544,474 47,966
Collateralized debt obligations ..........cccccevevevenisiene e, 126,871 35,320 561,138 301,445
Other asset-backed SECUFILIES ..........cooviireiiiresesee e, 267,520 4,485 543,638 82,579
U.S. States and political subdivisions of the States ............ccccceevn 325,019 5,506 55,051 8,869
Non-U.S. Sovereign Government, Supranational and
Government-Related ..........cccccoeevviiiiiieeiecce e, 943,437 17,347 513,919 53,355
Total fixed maturities and short-term investments ................ $7317262 $ 192820 $5,948,020 $ 1,294,341
Total eqUItY SECUTTTIES ..vvvvviiicrercrcrcccee e, $ 1661 $ 358 % - $ -

(1) On securities impacted by the April 1, 2009 changes to OTTI values, length of time of impairment is measured from the point at which securities returned to a net
unrealized loss position (i.e. from April 1, 2009).

(2) Included within Corporate are certain medium term notes supported primarily by pools of European credit with varying degrees of leverage. The notes have a fair
value of $587.7 million and an amortized cost of $707.9 million. These notes allow the investor to participate in cash flows of the underlying bonds including
certain residual values, which could serve to either decrease or increase the ultimate values of these notes.

(3) Included within Corporate are Tier One and Upper Tier Two securities, representing committed term debt and hybrid instruments senior to the common and
preferred equities of the financial institutions. These securities have a fair value of $842.2 million and an amortized cost of $1,053.6 million at December 31,
2009.
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The contractual maturities of available for sale fixed income 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, 2010 (1) December 31, 2009 (1)
Amortized Fair Amortized Fair
(U.S. dollars in thousands) Cost Value Cost Value

Due after 1 through 5 YEars ........cccceveevvieeieceecesece e $ 8477292 $ 859,272 $ 7,708,368 $ 7,747,103
Due after 5 through 10 YEArs ........cccoeveverriinireiiineeseseenes 3,660,012 3,777,636 3,916,670 3,943,255
Due after 10 YEArS ...occvcvieeieiererie e e 3,762,565 3,595,942 5,086,732 4,754,947
15,899,869 15,969,850 16,711,770 16,445,305
Residential mortgage-backed securities — Agency .................... 4,709,576 4,844,873 5,777,191 5,835,224
Residential mortgage-backed securities — Non-Agency ........... 816,447 690,676 1,216,936 933,231
Commercial mortgage-backed Securities ...........ccoeeeveiiiennnne 1,092,599 1,129,797 1,233,008 1,183,456
Collateralized debt obligations ..........c.ccceevvvieieeinieeiciesese s 914,092 729,914 1,022,859 695,748
Other asset-backed SECUTILIES ........ccuveiririerinieneise e 926,723 915,528 1,197,019 1,122,203
Total mortgage and asset-backed SeCUrities ........c..ccoevvevevnenn. 8,459,437 8,310,788 10,447,013 9,769,862
TOAl oo $ 24,359,306  $ 24,280,638 $ 27,158,783  $ 26,215,167

(1) Included in the table above are Tier One and Upper Tier Two securities, representing committed term debt and hybrid instruments senior to the common and
preferred equities of the financial institutions, at their fair value of $703.0 million and $842.2 million at December 31, 2010 and December 31, 2009, respectively.
These securities have been distributed in the table based on their call date and have net unrealized losses of $134.9 million and $211.4 million at December 31,
2010 and December 31, 2009, respectively.

Factors considered in determining that the remaining gross unrealized loss is not other-than-temporarily impaired include
management’s consideration of current and near term liquidity needs and other available sources, 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.

Gross unrealized losses of $0.8 billion on available for sale and $24.7 million on held to maturity assets at December 31,
2010 can be attributed to the following significant drivers:

» gross unrealized losses of $206.5 million related to the Company’s Life Operations investment portfolio, which had a
fair value of $6.4 billion as at December 31, 2010. Of this, $150.4 million of gross unrealized losses related to $1.6
billion of exposures to corporate financial institutions including $616.5 million Tier One and Upper Tier Two securities.
In addition, $75.8 million of gross unrealized losses are foreign exchange losses related to the corporate holdings within
the Company’s Life operations investment portfolio, that are expected to recover prior to the sale or maturity of the
holdings. At December 31, 2010, this portfolio had an average interest rate duration of 8.3 years, primarily denominated
in U.K. sterling and Euros. As a result of the long duration, significant gross losses have arisen as the fair values of these
securities are more sensitive to prevailing government interest rates and credit spreads. This portfolio is generally
matched to corresponding long duration liabilities. A hypothetical parallel increase in interest rates and credit spreads of
50 and 25 basis points, respectively, would increase the unrealized losses related to this portfolio at December 31, 2010
by approximately $258.1 million and $100.1 million, respectively on both the available for sale and held to maturity
portfolios. Given the long term nature of this portfolio, and the level of credit spreads on financial institutions as at
December 31, 2010 relative to historical averages within the U.K. and Euro-zone as well as the Company’s liquidity
needs at December 31, 2010, the Company believes that these assets will continue to be held until such time as they
mature, or credit spreads on financial institutions revert to levels more consistent with historical averages.

o gross unrealized losses of $193.0 million related to the non-life portfolio of Core CDO holdings (defined by the
Company as investments in non-subprime collateralized debt obligations), which consisted primarily of CDOs and had a
fair value of $729.7 million as of December 31, 2010. The Company evaluated each of these securities in conjunction
with its investment manager service providers and recognized charges to the extent it believed the discounted cash flow
value of the security was below the amortized cost. The Company believes that the level of impairment is primarily a
function of historically wide spreads in the CDO market during the period, driven by the level of illiquidity in this
market. The Company previously announced its intention to reduce its exposure to this asset class over time as a part of
its strategic portfolio realignment. The Company, based on current market conditions and liquidity needs as well as its
assessment of the holdings, believes it is likely that the Company will continue to hold these securities until either
maturity or a recovery of value, following which the Company intends to reduce its exposure to this asset class.
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gross unrealized losses of $170.8 million related to the corporate holdings within the Company’s non-life fixed income
portfolios, which had a fair value of $8.4 billion as at December 31, 2010. During the year ended December 31, 2010, as
a result of declining credit spreads, the gross unrealized losses on these holdings has decreased. Of the gross unrealized
losses noted above $63.8 million relate to financial institutions. In addition, $49.7 million relate to medium term notes
primarily supported by pools of investment grade European credit with varying degrees of leverage. These had a fair
value of $427.7 million at December 31, 2010. Management believes that expected cash flows over the expected holding
period from these bonds is sufficient to support the remaining reported amortized cost.

gross unrealized losses of $141.1 million related to the non-Agency residential mortgage backed securities (“RMBS”)
portfolio (which consists of the Company’s holdings of sub-prime non-agency securities, second liens, ABS CDOs with
sub-prime collateral, Alt-A mortgage exposures and Prime RMBS), which had a fair value of $604.2 million as at
December 31, 2010. The Company, in conjunction with its investment manager service providers, undertook a security
level review of these securities and recognized charges to the extent it believed the discounted cash flow value of any
security was below its amortized cost. The Company has recognized realized losses, consisting of charges for OTTI and
realized losses from sales, of approximately $1.2 billion since the beginning of 2007 through December 31, 2010 on
these asset classes.

Management, in its assessment of whether securities in a gross unrealized loss position are temporarily impaired, considers
the significance of the impairments. The Company had structured credit securities with gross unrealized losses of $44.4 million, with a
fair value of $16.9 million, which as at December 31, 2010 were impaired by greater than 50% of amortized costs. All of these are
asset-backed securities. Of these gross unrealized losses, $6.5 million are rated investment grade. The Company in conjunction with
its investment manager service providers, undertook a security level review of these securities and recognized charges to the extent it
believed the discounted cash flow value of any security was below its amortized cost. These securities include gross unrealized losses
of $18.6 million on non-Agency RMBS and $25.4 million of Core CDOs.

The Company recorded net impairment charges of $145.1 million and $757.6 million for the years ended December 31, 2010
and 2009, respectively. The components of the 2010 impairments include:

For structured credit securities, the Company recorded net impairments of $58.5 million principally on non-agency
RMBS securities for the year ended December 31, 2010. The Company determined that the likely recovery on these
securities was below the carrying value, and accordingly impaired the securities to the discounted value of the cash flows
of these securities.

For corporate securities, excluding medium term notes backed primarily by investment grade European credit, the
Company recorded net impairments totaling $3.5 million for the year ended December 31, 2010.

In addition, the Company recorded impairments totaling $11.6 million for the year ended December 31, 2010 in relation
to medium term notes backed primarily by investment grade European credit. Management has concluded that, following
recent credit spread movements since 2009, future yields within the supporting collateral were not sufficient to support
the previously reported amortized cost.

For the non-equity accounted alternative fund and private investment security, the Company recorded impairments of
$7.4 million for the year ended December 31, 2010 because the holdings were impaired by more than 50% of amortized
cost.

For equities, the Company recorded impairments of $0.8 million for the year ended December 31, 2010.
The Company recorded impairments of $10.8 million related to currency losses for the year ended December 31, 2010.

As a result of its intent to sell these securities, the Company recorded impairments totaling $25.3 million in relation to
medium term notes backed primarily by investment grade European credit and impairments totaling $27.2 million in
relation to subordinated Irish bank debt.
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For the year ended December 31, 2009, included in the above totals is $160.6 million related to changes to intent-to-hold up
to March 31, 2009, or intent to sell from April 2009, primarily representing exchanges of hybrid securities, and as part of the fourth
quarter 2008 change in intent to hold.

The total amount of other than temporary declines in value in 2009 included $730.4 million related to fixed income securities
and short-term investments, and $27.2 million on equity securities.

As discussed in Note 2, a portion of certain OTTI losses on fixed income securities and short-term investments are
recognized in “Other comprehensive income (loss)” (“OCI”). Under final authoritative accounting guidance effective April 1, 2009,
other than in a situation in which the Company has the intent to sell a security or more likely than not will be required to sell a
security, the amount of the OTTI related to a credit loss is recognized in earnings, and the amount of the OTTI related to other factors
(i.e., interest rates, market conditions, etc.) is recorded as a component of other comprehensive income (loss). The net amount
recognized in earnings (“credit loss impairments™) represents the difference between the amortized cost of the security and the net
present value of its projected future cash flows discounted at the effective interest rate implicit in the debt security prior to impairment.
Any remaining difference between the fair value and amortized cost is recognized in OCI. The following table sets forth the amount of
credit loss impairments on fixed income securities held by the Company as of the dates indicated, for which a portion of the OTTI loss
was recognized in OCI, and the corresponding changes in such amounts.

OTTl related to
Credit Losses
recognized in

Year Ended December 31, earnings
(U.S. dollars in thousands) 2010 2009
BalANCE, JANUAIY L....vieiiitieeictceeeeeee ettt sttt ettt ettt ettt e st et ese e st et e s ebese e stete et etene e enereans $ 373398 $ -
Credit losses remaining in retained earnings related to adoption of new authoritative guidance ................... - 187,272
Credit loss impairment recognized in the current period on securities not previously impaired .................... 48,441 290,034
Credit loss impairments previously recognized on securities which matured, paid down, prepaid or were

SOId AUFING the PEIIOM ......cieieeiit bbbttt (70,665) (176,905)
Credit loss impairments previously recognized on securities impaired to fair value during the period.......... (130,891) (37,962)
Additional credit loss impairments recognized in the current period on securities previously impaired........ 61,757 116,563
Accretion of credit loss impairments previously recognized due to an increase in cash flows expected to

oL ol] T od =T SRS UST PRSP (15,425) (5,604)
BalanCe, DECEMDET 31 ....cuviiicveiieieteiei ettt bbbttt r et s s bbbt bbb e e e e s st b b bbb n e e $ 266,615 $ 373,398

The determination of credit losses is based on detailed analyses of underlying cash flows. Such analyses require the use of
certain assumptions in developing the estimated performance of underlying collateral. Key assumptions used include, but are not
limited to, items such as, RMBS default rates based on collateral duration in arrears, severity of losses on default by collateral class,
collateral reinvestment rates and expected future general corporate default rates.
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The following represents an analysis of net realized gains (losses) and the change in unrealized (losses) gains on investments:

Year ended December 31
(U.S. dollars in thousands) 2010 2009

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

Gross realized AINS............ceievieiiiceeee ettt $ 141,127 $ 348,002
GrOSS FEAIIZEA 10SSES......veuveivesiesiectreieeeee sttt e et sresreene e e e e eneeneens (248,921) (1,555,981)
NEt realiZE€d (I0SSES) ....veveeeiereieeieierie st e et sresrenns (107,794) (1,207,979)
Equity securities:
GroSS rEAlIZEA GAINS.....cveieiiiriese ettt e e e nne 9,445 65,289
Gr0oSS FEANIZEA T0SSES. ... ettt e (11,195) (124,748)
Net realized gains (I0SSES).......cuurvereririeiitirieiseneest et (1,750) (59,459)
Other investments:
GroSS FEAlIZEA GAINS. .. .cviie ettt sttt nee 4,889 27,647
Gr0OSS FEANIZEA TOSSES. ...ttt e (20,318) (6,351)
Net realized gains (I0SSES)......cueiuerueriririiieie ettt (15,429) 21,296
Realized loss on sale of U.S. life reinsurance DUSINESS.........cccoeveriiiiiiieniiiicie e - (9,628)
Net realized (10SSES) 0N INVESIMENTS .......oiviieiiriiiieiie e (124,973) (1,255,770)
Net realized and unrealized (losses) on investment related derivative instruments...... (25,579) (24,816)
Net realized (losses) on investments and net realized and unrealized (losses) on
investment related derivative INSITUMENTS ... e (150,552) (1,280,586)
Change in unrealized gains (losses):
Fixed maturities and short-term investments, available for sale...........c.ccocoovcvnvinnnn. 843,370 2,449,251
Fixed maturities, held t0 Maturity .......cccccooviii e 30,039 (15,748)
EQUITY SBCUNITIES. .. iviitiiiecieeie ettt sttt et e et et st s besteebaerae e enteneens 24,663 (19,417)
Affiliates and other INVESIMENTS ........coviiiieiie e 44,392 15,943
Net change in unrealized gains (10Sses) 0N INVESIMENES ......cc.covevvreviernreeeeeeieie s 942,464 2,430,029

Total net realized (losses) on investments, net realized and unrealized (losses)
on investment related derivative instruments, and net change in unrealized
gains (10SSES) ON INVESTMENTS........c.ciiiiieiieie et snens $ 791912 $ 1,149,443

On November 1, 2009 and August 1, 2010, the Company elected to hold certain fixed income securities to maturity.
Consistent with this intention, the Company has reclassified these securities from available for sale to held to maturity in the
consolidated financial statements. As a result of this classification, these fixed income securities are reflected in the held to maturity
portfolio and recorded at amortized cost in the consolidated balance sheets and not fair value. The held to maturity portfolio is
comprised of long duration non-U.S. securities which are Euro and U.K. sterling denominated. The Company believes this held to
maturity strategy is achievable due to the relatively stable and predictable cash flows of the Company’s long-term liabilities within its
Life operations along with its ability to substitute other assets at a future date in the event that liquidity was required due to changes in
expected cash flows or other transactions entered into related to the long-term liabilities supported by the held to maturity portfolio.

As at December 31, 2010, 99.5% of the held to maturity securities are rated A or higher. The unrealized appreciation at the dates of
these transfers continues to be reported as a separate component of shareholder’s equity and is being amortized over the remaining
lives of the securities as an adjustment to yield in a manner consistent with the amortization of any premium or discount. On
November 1, 2009 and August 1, 2010 the unrealized U.S. dollar equivalent appreciation related to securities transferred at each date
was $51.2 million and $76.2 million, respectively with $119.0 million unamortized at December 31, 2010.
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The fair values and amortized cost of held to maturity fixed maturities at December 31, 2010 and 2009 were:

Cost or Gross Gross
December 31, 2010 Amortized Unrealized Unrealized Fair
(U.S. dollars in thousands) Cost Gains Losses Value
Fixed maturities
U.S. Government and Government Related/Supported....................... $ 10541 $ 164  $ 9 $ 10,696
(@00 o To] | P 1,337,797 6,370 (16,325) 1,327,842
Residential mortgage-backed securities — Non-Agency..........ccccceun... 82,763 634 (546) 82,851
Other asset-backed SECUTILIES. .....c.veveeeeeres s 287,109 1,134 (1,410) 286,833
Non-U.S. Sovereign Government, Supranational and Government-
REIALE ..o s 1,010,125 30,680 (6,401) 1,034,404
Total fixed maturities held to maturity ............ccccoceeeevevieeeeceenenne, $2,728,335 $ 38,982 $ (24,691) $ 2,742,626
Cost or Gross Gross
December 31, 2009 Amortized Unrealized Unrealized Fair
(U.S. dollars in thousands) Cost Gains Losses Value
Fixed maturities
Non-U.S. Sovereign Government, Supranational and Government-
REIATE ... s $ 546,067 $ - $ (15,748) $530,319
Total fixed maturities held t0 Maturity ..........cocoovveeeeieiiiireses $ 546,067 $ - $ (15,748) $530,319

The Company had gross unrealized losses at December 31, 2010 and 2009, totaling $24.7 million and $15.7 million,
respectively, on the above held to maturity income securities which it considered to be temporarily impaired as these holdings are
predominantly highly rated quality government holdings and the loss has only arisen due to an interest rate increase in U.K. sterling
and Euro currency.

The contractual maturities of held to maturity income securities are shown below.

December 31, 2010 December 31, 2009
Amortized Fair Amortized Fair
(U.S. dollars in thousands) Cost Value Cost Value

Due after 1 through 5 YEaIS..........cceveveeeeeeieieieerevee e eeeeees e $ 125449 $ 125416 $ - $ -
Due after 5 through 10 YEarS........cccceveieiieieeiece e 348,797 346,494 - -
DUE GFEEr 10 YEAIS ..vvvieieeeiiiieieii et 1,884,217 1,901,032 546,067 530,319
2,358,463 2,372,942 546,067 530,319
Residential mortgage-backed securities — Non-Agency ..........ccceeveveene. 82,763 82,851 - -
Other asset-backed SECUTLIES .........ccuevviireiriiicree e 287,109 286,833 - -
Total mortgage and asset-backed SECUNLIES.........ccvvevererererievrsnseaenns 369,872 369,684 - -
TOTAL. .ot $2,728,335  $2,742,626  $ 546,067 $ 530,319

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. At December 31, 2010 and 2009, the Company had $16.1 billion and $16.7 billion in
pledged assets, respectively.

44



XL INSURANCE (BERMUDA) LTD

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)
FOR THE YEARS ENDED DECEMBER 31, 2010 AND 2009

9. Investments in Affiliates

The Company’s investment portfolio includes certain investments over which the company is considered to have significant
influence and which, therefore, are accounted for using the equity method. 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 more in closed end
funds, limited partnerships, LLCs or similar investment vehicles. The Company records its alternative and private fund affiliates on a
one month and three month lag, respectively, and its operating affiliates on a three month lag. See Note 10, “Other Investments” for
investments in alternative and private equity funds in which the Company generally owns less than 3% and are accounted for as
“Other Investments.”

Investment Fund Affiliates

The Company has invested in certain closed end funds, certain limited partnerships, LLC’s and similar investment vehicles,
including funds managed by certain of its investment manager affiliates. Collectively, these investments in funds, partnerships and
other vehicles are classified as “investment fund affiliates.”

The Company’s equity investment in investment fund affiliates and equity in net income (loss) from such affiliates as well as
certain summarized financial information of the investee as a whole are included below:

Year ended December 31, 2010:
(U.S. dollars in thousands, except percentages)

XL Group Combined
Investment Funds
Equity in Weighted
Net Income Average XL
Carrying (Loss) for Percentage Total Net Assets
Value the Year Ownership (Estimated)
Alternative Funds (1):
PN o] 1= Vo =SS $ 156,511 $ 9477 4.1% $ 3,797,962
DIreCtional........ccovveiiiiiciie s 154,391 5,972 6.5% 2,388,306
EVENE DIIVEN ..ottt 215,352 7,605 2.9% 7,467,525
MUIEI=SEYIE ..o 787 30 _8.1% 9,688
Total alternative funds .........cccoeeiiii i 527,041 23,084 3.9% 13,663,481
Private equity FUNAS (1).......c..ovveeereeeeeeeeeeeesseeseeeeseeese s eseee 243,657 28,000 116.2% 1,508,357
$ 770,698 $ 51,084 ~51% $15,171,838
Year ended December 31, 2009:
(U.S. dollars in thousands, except percentages)
XL Group Combined
Investment Funds
Equity in Weighted
Net Income Average XL
Carrying (Loss) for Percentage Total Net Assets
Value the Year Ownership (Estimated)
Alternative Funds (1):
F AN o] 1= Vo =TSSR $ 133,313 $ 27,954 6.3% $ 2,109,012
DiIreCtional.........cccoviiiiiiieiiciee e e s 208,862 31,456 10.5% 1,989,766
EVENE DIIVEN ....oiiicicicce e 193,445 46,690 3.2% 6,042,056
MUHI=SEYIE ..o 1,276 224 13.2% 9,688
Total alternative funds ..., 536,896 106,324 5.3% 10,150,522
Private equity funds (1).....ccccoovrvrivrieererencse e 248,996 (27,910) 16.9% 1,477,677
$ 785,892 $ 78,414 6.8% $11,628,199

(1) The Company records its alternative fund affiliates on a one month lag and its private equity fund affiliates on a one quarter lag.
Total estimated net assets are generally as at November 30, 2010 and September 30, 2010, respectively.
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Operating Affiliates

The Company had one significant financial operating affiliate during 2010 and 2009. During the fourth quarter of 2010, the
Company sold approximately 76% of its investment in Primus Guaranty, Ltd. (“Primus”), reducing its ownership from 39.7% to 9.8%.
This sale generated total proceeds of $51.6 million. Given management’s view of the risk exposure, expected losses and the
uncertainty facing the entire financial guarantee industry in 2007, the Company had reduced the reported value of its investment in
Primus to nil at December 31, 2007. The Company did not record any equity earnings during 2010, 2009 or 2008 in relation to Primus
because of the significant losses and negative book value reported by Primus during these periods. Therefore, the sale in the fourth
quarter of 2010 resulted in the recording of a gain of $51.6 million through “Income from operating affiliates.” As a result of the sale,
at December 31, 2010, the Company’s ownership of Primus shares is 9.8% of the total Primus shares outstanding and is accounted for
as an available for sale equity security, which resulted in an increase in other comprehensive income of $18.3 million at December 31,
2010.

The Company’s strategic operating affiliates at December 31, 2010 and 2009 included an investment in ARX Holding
Corporation of 45.7% and 45.9%, respectively. The Company’s 49.9% investment in the Brazilian joint venture ITAU XL Seguros
Corporativos S.A. (“ITAU”) was sold during the second quarter of 2010.

The Company’s larger investment manager affiliates include Highfields Capital Management LP, a global equity investment firm,
Polar Capital Holdings plc, an investment firm offering traditional and alternative products, HighVista Strategies LLC, a diversified
wealth management firm, and Finisterre Cayman Limited, an emerging market specialist asset management firm. During the years
ended December 31, 2010 and 2009, the Company recorded through net income in affiliates other than temporary declines in the
values of certain investment manager affiliates totaling $4.4 million and $6.9 million, respectively.

The Company’s equity investment in operating affiliates and equity in net income (loss) from such affiliates as well as certain
summarized financial information of the investee as a whole are included below:

Year ended December 31, 2010:
(U.S. dollars in thousands)

XL Combined Investee Summarized
Investment Financial Data (Estimated) (1)
Equity in
Net Income Total
Carrying (Loss) for Total Total Revenue Net Income
Value the Year Assets Liabilities (Loss) (Loss)

(U.S. dollars in thousands)
Operating affiliates:
Financial operating affiliates (2)...... $ 1,750 $ 53,031 $6,212583  $6,179978 $ (688) $ (15,641)
Other strategic operating affiliates.... 122,266 28,161 1,075,578 772,572 274,786 48,792
Investment manager affiliates........... 174,106 40,179 654,229 70,816 375,384 348,615
Total ..o, $298,122 $121,371 $ 7,942,390 $7,023,366 $ 649,482 $381,766

(1) The Company records its operating affiliates on a one quarter lag. Estimated assets and liabilities are generally at September 30, 2010.
(2) Financial operating affiliates included an investment in Primus. During the fourth quarter of 2010, the Company sold a significant portion of its shareholding’s in
Primus for total proceeds of $51.6 million and reclassified the remaining holdings of $18.3 million as an available for sale equity security at December 31, 2010.
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Year ended December 31, 2009:
(U.S. dollars in thousands)

XL Combined Investee Summarized
Investment Financial Data (Estimated) (1)
Equity in
Net Income Total
Carrying (Loss) for Total Total Revenue Net Income
Value the Year Assets Liabilities (Loss) (Loss)

(U.S. dollars in thousands)

Operating affiliates:

Financial operating affiliates (2)....... $ 5,281 $ 3,629 $6,079,064 $ 6,527,048 $1,233913 $1,181,004
Other strategic operating affiliates.... 183,406 38,386 1,674,233 1,311,666 379,200 65,112
Investment manager affiliates........... 210,744 17,698 861,026 92,742 345,552 249,687
Total oo $399,431 $ 59,713 $8,614,313 $ 7,931,456 $1,958,665 $ 1,495,803

(1) The Company records its operating affiliates on a one quarter lag. Estimated assets and liabilities are generally at September 30, 2009.
(2) Financial operating affiliates included an investment in Primus. In 2009 Primus reported significant gains and negative book value accounting for the excess of
liabilities over assets and the majority of the total revenues and net income disclosed above under the combined investee summarized financial data.

In certain investments, the carrying value is different from the share of the investee’s underlying net assets. The differences
represent goodwill on acquisition or OTTI 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.

10. Other Investments

Contained within this asset class are equity interests in investment funds, limited partnerships and unrated tranches of
collateralized debt obligations for which the Company does not have sufficient rights or ownership interests to follow the equity
method of accounting. The Company accounts for such equity securities at estimated fair value with changes in fair value recorded
through AOCI as it has no significant influence over these entities. Also included within other investments are structured transactions
which are carried at amortized cost.

Other investments comprised the following at December 31, 2010 and 2009:

Year ended December 31,

(U.S. dollars in thousands) 2010 2009
Alternative Investment Funds:
F N 0T r=To [T O RO $ 73,010 $ 39,615
DIFECHIONAL .....c.viiiecie ettt et e et s ae e s bt e ebe e be et e e s besbbesbaesbeesbeeabesanesaeeabeeabeenbeans 190,037 125,882
EVENE DTIVEN 1ttt ettt et et e et e et e et b e s be e s be e s beebeeatesaeeabeeebeebeenbeenbessbesbaesbaesbaebenreen 45,901 45,677
LS Y 97,506 52,138
Total AlErNAtIVE TUNGAS.......cveiiiii ettt e b e be e e be s ebeeebe s s beesnbee s 406,454 263,312
Private INVESTMENT TUNGS ......cuviiiiecceie ettt ettt e sat e e st e e ebe e e sb b e e sae e e sbbeesbeeesbbeesbeeesbesesbesanbenans 71,981 56,346
L@ T =T K0 [T 001 RSP TRRN 80,006 78,694
SEIUCTUNEA trANSACTIONS .. .cuviiitie et cctee ettt ettt e et s b e e sabe e sabeeebbeesabeesabeesbaeeebeeesbeeenbeeabaesnbeesbeesnrenas 330,185 379,548
(@] 13 T=] O PRRPRRRRO 54,908 -
TOtal OTNET INVESTMENTS ....uviitiicie ettt et e et e et e b e st e e s be e be s besaeesbeeebeebeenbeenbesbaesbeesrens $943,534  $777,900
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Alternative and Private Equity Funds

As of December 31, 2010, the alternative fund portfolio employed four strategies invested in 15 underlying funds,
respectively. The Company is able to redeem the hedge funds on the same terms that the underlying funds can be redeemed. In
general, the funds in which the Company is invested require at least 30 days notice of redemption, and may be redeemed on a
monthly, quarterly, semi-annual, annual, or longer basis, depending on the fund.

Certain funds have a lock-up period. A lock-up period refers to the initial amount of time an investor is contractually required
to invest before having the ability to redeem. Funds that do provide for periodic redemptions may, depending on the funds’ governing
documents, have the ability to deny or delay a redemption request, called a gate, or suspend redemptions as a whole. The fund may
implement this restriction because the aggregate amount of redemption requests as of a particular date exceeds a specified level,
generally ranging from 15% to 25% of the fund’s net assets. The gate is a method for executing an orderly redemption process that
reduces the possibility of adversely affecting the remaining investors in the fund in the event of substantial redemption requests falling
on a single redemption date. Typically, the imposition of a gate delays a portion of the requested redemption, with the remaining
portion settled in cash shortly after the redemption date.

The fair value of the Company’s holdings in funds that could potentially have lockups or gates imposed as at December 31,
2010 and 2009 was $406.5 million and $263.3 million, respectively. The fair value of the Company’s holdings in funds where a gate
has been imposed as at December 31, 2010 and 2009 was $45.9 million and $45.7 million, respectively. In those funds where gates
have been imposed, the underlying assets are expected to be liquidated by the investees over a period ranging between approximately
one to three years.

Certain funds may be allowed to invest a portion of their assets in illiquid securities, such as private equity or convertible debt. In such
cases, a common mechanism used is a side-pocket, whereby the illiquid security is assigned to a separate memorandum capital
account or designated account. Typically, the investor loses its redemption rights in the designated account. Only when the illiquid
securities in the side-pocket are sold, or otherwise deemed liquid by the fund, may investors redeem that portion of their interest that
has been ‘side-pocketed’. As at December 31, 2010 and 2009, the fair value of our funds held in side-pockets were $39.5 million and
$45.4 million, respectively. The underlying assets within these positions are expected to be liquidated by the investees over a period of
approximately two to four years.

An increase in market volatility and an increase in volatility of hedge funds in general, as well as a decrease in market
liquidity, could lead to a higher risk of a large decline in value of the hedge funds in any given time period.

As these alternative and private investments included in other investments do not pay dividends, income is realized only on
partial or ultimate sale of these investments. The Company had net unrealized gains of $86.1 million and $51.9 million, respectively,
at December 31, 2010 and 20009, related to alternative investments. On sales related to the alternative investments, the Company had
realized gains of $0.5 million and $21.8 million in 2010 and 2009, respectively. For private investments, the company had net
unrealized gains of $10.4 million at December 31, 2010 and an unrealized loss of $0.8 million, at December 31, 2009, and realized
losses of $1.6 million for the year ended December 31, 2010, and nil for the year ended December 31, 2009.

Overseas Deposits

Overseas deposits include investments in private funds related to Lloyd’s syndicates in which the underlying instruments are
primarily cash equivalents. The funds themselves do not trade on an exchange and therefore are not included within available for sale
securities. Also included in overseas deposits are restricted cash and cash equivalent balances held by Lloyd’s syndicates for solvency
purposes. Given the restricted nature of these cash balances, they are not included within the cash and cash equivalents category in the
balance sheet.
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Structured Transactions

The Company historically participated in structured transactions in project finance related areas under which the Company
provided a cash loan supporting trade finance transactions. These transactions are accounted for in accordance with guidance
governing 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 allowance for loan losses as considered necessary by management.

The structured project finance related transactions described above include six separate loan participations with an aggregate
net carrying value of $42.3 million at December 31, 2010 and eight separate loan participations with an aggregate net carrying value
of $78.2 million at December 31, 2009. These contracts had a weighted average contractual term to maturity and weighted average
credit rating of 3.25 years and BB, respectively. Credit ratings on the individual contracts ranged from B+ to BB+ at December 31,
2010. Surveillance procedures are conducted over each loan on an ongoing basis with current expectations of future collections of
contractual interest and principal used to determine whether any allowance for loan losses may be required at each period end. If it is
determined that a future credit loss on a specific contract is reasonably possible and an amount can be estimated, an allowance is
recorded. The contractual receivable is only charged off when the final outcome is known and the Company has exhausted all
commercial efforts to try and collect any outstanding balances.

Management conducted separate reviews of each loan participation and determined loss allowance estimates using a recovery
value concept. Management considers recovery value to be the percentage of all future contractual interest and principal that the
Company expects to receive from the borrower through any combination of regular debt service, other payments, salvage and
recovery. The allowances for loan losses are made when it is probable that a loss will be incurred based upon current information
received from the borrower.

At December 31, 2010, one of the loan participations is being restructured by the borrower and participating lenders.
Management determined the expected recovery value for this participation based on multiple risk factors, including but not limited to
a difficult trading environment where margins are compressed below the historical mean, a working capital shortage that has
interrupted production and prompted lawsuits from suppliers, earnings on the project are well below plan, and local bankruptcy law is
untested and may make it difficult to exercise the existing security package. A second loan participation has credit risk to the
operations of a borrower that is experiencing a difficult trading environment. Management determined the expected recovery value for
this participation based on multiple risk factors, including but not limited to increased raw material costs adversely impacting margins,
the borrower is currently operating at a net loss and has high leverage, construction risk remains as the project is behind schedule, and
exposure to natural hazards that have caused a long shut down of operations. During the fourth quarter of 2010, a total allowance of
$9.9 million was recorded related to these two structured project finance transactions. No allowances had been recorded relating to
these transactions prior to the current period and no amounts have been charged off in any period.

On June 9, 2009, XL Specialty Insurance Company (“XL Specialty”), a wholly-owned subsidiary of the Company, entered
into an agreement with National Indemnity Company, an insurance company subsidiary of Berkshire Hathaway Inc. (“National
Indemnity™). Under the agreement, and a related reinsurance agreement, National Indemnity will issue endorsements
(“Endorsements™) to certain directors and officers liability insurance policies known as “Side A” coverage policies underwritten by
XL Specialty (the “Facility”).

The Endorsements entitle policyholders to present claims under such D&O policies directly to National Indemnity in the
event that XL Specialty is unable to meet its obligations due to an order of insolvency, liquidation or an injunction that prohibits XL
Specialty from paying claims. Under the terms of the Facility, National Indemnity will issue Endorsements with aggregate premiums
of up to $140 million. In addition, XL Specialty had an irrevocable option during the first eleven months of the Facility, to require
National Indemnity to issue Endorsements on D&O policies with additional aggregate premiums up to $100 million (the “Option™),
however, the option was not exercised. The Endorsements will terminate on the tenth anniversary of their issuance. The Facility
provides that National Indemnity will be obligated to issue Endorsements on D&O policies issued during an eighteen month period
that commenced on June 8, 2009.
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National Indemnity’s obligations under the Facility to issue new Endorsements will terminate if XL Specialty’s financial
strength rating is downgraded to or below “BBB+” by Standard & Poor’s Corporation or to or below “A-" by A.M. Best. In
connection with the Facility, the Company will purchase a payment obligation in an aggregate principal amount of $150 million from
National Indemnity. In addition, XL Specialty established a trust to hold the premiums (net of commissions) on the D&O policies
endorsed by National Indemnity. XL Specialty will also arrange to provide National Indemnity with a letter of credit in the event the
assets in the trust are insufficient to meet XL Specialty’s obligations under the Facility (the “Letter of Credit”). The trust, the Letter of
Credit and the payment obligations collateralize XL Specialty’s indemnity obligations under the Facility to National Indemnity for any
payments National Indemnity is required to make under the Endorsements.

The outstanding payment obligation was recorded in Other Investments at an estimated fair value of $128.1 million, pays a
coupon of 3.5%, and will be accreted to $150 million over the 11.5 year term of the payment obligation. The difference between the
estimated fair value of the Obligation and the cost of that Obligation at the time of the transaction was approximately $21.9 million
and is recorded in Other Assets. This difference is being amortized in relation to the earning of the underlying policies written. During
the years ended December 31, 2010 and 2009, amortization of $9.5 million and $5.5 million, respectively, was recorded.

On July 17, 2009, the Company purchased notes with an aggregate face amount of $155 million which have a current
carrying value of $147.3 million. The issuer of the notes is a structured credit vehicle that holds underlying assets including corporate
debt and preferred equity securities as well as project finance debt securities. The notes, which are callable under certain criteria, have
a final maturity of July 22, 2039.

These structured transactions are not considered to be fair value measurements under U.S. GAAP and accordingly they have
been excluded from the fair value measurement disclosures. See Note 3, “Fair Value Measurements” for details surrounding the
estimated fair value of these investments.

Other

As described in Note 2(q), “Significant Accounting Policies — Recent Accounting Pronouncements,” the Company has
investments in senior tranches of Synthetic CDOs as well as certain CDO Squared structures, which in turn hold Synthetic CDOs that
were required to be evaluated for embedded credit derivatives at July 1, 2010. Investments in these securities were entered into in the
normal course of portfolio investing and were considered from a risk management perspective to be consistent with traditional asset
backed security (“ABS”) CDOs. While the performance of the underlying securitized credit exposures varies, in management’s
judgment, the contractual subordination within the securitized interest is sufficient to absorb the current expected losses.

There is no obligation for the Company to fund any future payments under the embedded credit obligations in excess of the
original invested amount. Upon initial adoption of this guidance, the Company elected the fair value option for impacted securities,
which resulted in a decrease being recorded to opening retained earnings of $31.9 million. These securities were previously classified
as CDOs within available for sale securities, however, they are now included within “Other Investments.” These securities are carried
at fair value with changes in fair value recorded within “Net realized gains and losses on investments” each period. The following
table details certain features of the instruments at December 31, 2010:

Change in Fair
Value during the

December 31, 2010 Weighted Amortized Average six months ended
(U.S. dollars in thousands) Average Life Cost Fair Value Rating December 31, 2010
SYNthetic CDO ......ooveiiecececeeeee e 3.87 $32,175 $41,105 BB $ 8,930
CDO SQUAEA.....coveeieie it 6.04 8,491 12,198 B 3,707
4.37 $40,666 $53,303 BB $12,637

The Company regularly reviews the performance of these other investments. The Company recorded losses of $7.8 million
and $0.9 million in the years ended December 31, 2010 and 2009, respectively, due to other than temporary declines in values of these
other investments.

See Note 19(b), “Commitments and Contingencies — Other Investments,” for further information regarding commitments
related to other investments.
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Unpaid losses and loss expenses are comprised of:

Year Ended December 31

(U.S. dollars in thousands) 2010 2009
Reserve for reported 10SSes and 10SS EXPENSES .....ccvvvvirrereereeriereriesieseesreseeneeeenns $ 8,510,605 $ 8,978,612
Reserve for losses incurred but Not reported..........cocvvveveieeeerevese e 12,021,002 11,844,912
Unpaid 105SeSs and 10SS BXPENSES.......c.cuervieiririeiireieeseeresreeete s ere e sreeeve s $ 20,531,607 $ 20,823,524
Net losses and loss expenses incurred are comprised of:

Year Ended December 31

(U.S. dollars in thousands) 2010 2009

L 0SS and 10SS EXPENSES PAYMENES ....eivverierierieriesiesiesreereeeesie e steseesrestesreeseeseeseeseeseens $4,309,523 $ 5,138,951
Change in unpaid losses and 10SS EXPENSES (1) ...ccvervrererieirerieirieiseneeere e (141,589) (1,148,495)
Change in unpaid losses and loss expenses recoverable ..., (117,120) 441,397
PaId 10SS TECOVEIIES ..ottt et (839,014) (1,263,016)
Net losses and 10SS eXPENSES INCUITEU..........cceiveiiiiririeneeieie e $3,211,800 $ 3,168,837

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

(U.S. dollars in thousands) 2010 2009
Unpaid losses and loss expenses at beginning of year............ccccoevveveiieicinienns $20,823,524  $ 21,650,315
Unpaid losses and 10SS eXpenses reCoVerable ... 3,557,391 3,964,836
Net unpaid losses and loss expenses at beginning of year .........c.ccooceveiiiiiiienenn. 17,266,133 17,685,479
Increase (decrease) in net losses and loss expenses incurred in respect of losses
occurring in:
CUITENT YA ...ttt ettt e e e bt eb et et eenb et e sreeneeas 3,584,662 3,453,577
PrIOT WEBAIS ....vevveie st e ettt sttt et e st beete e e e e e besbesbesbeeteeneeneeeenrens (372,862) (284,740)
Total net incurred losses and 10SS EXPENSES ......covevvevererenesieeieieerierie s 3,211,800 3,168,837
EXChange rate ffECTS ......cciiiii e (125,107) 287,752
Less net losses and loss expenses paid in respect of losses occurring in:
(O T T £ 01T | USSR 442,262 439,638
PrION WEBAIS ... vivete sttt sttt st e e e et e saesresaesneaneereeneeeeneens 3,028,247 3,436,297
Total Nt PAIA [0SSES .....evviieieierieieieriese s 3,470,509 3,875,935
Net unpaid losses and loss expenses at end Of Year ........ccccccevererevivinvie s s 16,882,317 17,266,133
Unpaid losses and 10ss eXpenses reCoVerable ...........oovveereneienc s 3,649,290 3,557,391
Unpaid losses and loss expenses at end of year...........cccccovveveveie i cncecceecieneenn, $20,531,607 $ 20,823,524

Current year net losses incurred

Net losses incurred were flat at $3.2 billion in both 2010 and 2009. Net losses incurred decreased by $794.1 million in 2009 as
compared to 2008, mainly as a result of the 2009 year loss ratio decreasing by 9.4 loss percentage points during the same period. This
decrease was due primarily to lower levels of large property risk and catastrophe losses occurring in 2009 combined with the impact
of anticipated sub prime and credit related losses in 2008. The lower level of property losses in 2009 as well as business mix changes
more than offset the impacts of a softening rate environment. The decrease in net losses incurred was also due to a reduction in
business volume as net premiums earned decreased 14.0% in 2009 relative to 2008.
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Prior year net losses incurred

The following table presents the net (favorable) adverse prior year loss development of the Company’s loss and loss expense
reserves for its property and casualty operations by operating segment for each of the years indicated:

(U.S. dollars in millions) 2010 2009

INSUFBNCE SEOIMENT. ....eiteteieite ettt b ettt b ettt b etk b etk b ettt b st bbb b et et b et et n e $(127.4) $ (62.9)
REINSUIANCE SEOMENT ..ottt bbbt bbbt bbbttt e b e (245.5) (221.8)
TOTAL bbb bbb bR e bR R bR £ bRt e b e bbbttt $(372.9) $(284.7)

The significant developments in prior year loss reserve estimates for each of the years indicated within the Company’s
Insurance and Reinsurance segments are discussed below.

During 2010, net favorable prior year development totaled $372.9 million in the Company’s property and casualty operations
and included net favorable development in the Insurance and Reinsurance segments of $127.4 million and $245.4 million,
respectively.

Insurance Segment

Net favorable prior year reserve development for the Insurance segment of $127.4 million for the year ended December 31,
2010 was mainly attributable to the following:

»  For property lines, net prior year development during the year was $23.5 million favorable due mainly to lower than
expected actual losses for non-catastrophe exposures for North America P&C and International P&C business.

»  For casualty lines, net prior year development during the year was $13.4 million unfavorable due mainly to a $45.1
million strengthening in the North American risk management lines, where there has been higher than expected actual
losses and reserve assumptions have been revised to give greater weight to actual experience relative to industry
benchmarks. The unfavorable development was partially offset by a $26.0 million decrease in the uncollectible
reinsurance reserve from reduced exposures and lower estimated risk levels from the Swiss operations. On a gross basis,
the excess casualty lines have experienced higher than expected actual losses which have only been partially offset by
lower than expected actual losses in the primary casualty lines. However, the gross deterioration in excess casualty was
heavily ceded so that on a net basis the strengthening in excess casualty has been almost entirely offset by the release in
primary casualty.

»  For professional lines, net prior year development was $118.6 million favorable. This was driven by lower than expected
actual losses in the Hartford Standard ($89.8 million mainly from report years 2007 and prior) and International ($41.1
million in report year 2006) lines, favorable reserve development in Bermuda errors and omissions lines ($57.2 million
for report years 2003 and prior), and favorable Clash development ($28.2 million from report years 2006 and prior). This
was partially offset by higher than expected actual losses in the Hartford Private Commercial lines ($63.7 million), and
in the small to midsize professional services lines, in particular in the miscellaneous professionals ($21.8 million),
architects and engineers ($6.2 million), and real estate ($5.5 million) books.

»  For specialty and other lines, net prior year development was $2.1 million unfavorable due mainly to an unfavorable
settlement in the surety lines ($40.4 million), higher than expected actual losses in the environmental lines ($15.5
million), and an unfavorable commutation in the financial lines ($9.1 million). This was mostly offset by lower than
expected actual losses in the aerospace ($32.9 million), marine ($7.2 million), specie ($5.5 million) and equine ($3.1
million) lines as well as a reduction in the provision for unrecoverable reinsurance due to reduced exposures and lower
estimated risk levels from the London Market operations ($13.1 million).
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Net favorable prior year reserve development for the Insurance segment of $62.9 million for the year ended December 31,
2009 was mainly attributable to the following:

For property lines, net prior year development during the year was $50.7 million favorable largely as a result of a lower
than expected level of attritional non-catastrophe claims across older accident years as well as reserve releases in the
2008 European general property portfolio due to lower than expected reported loss activity. Prior year catastrophe loss
estimates remained stable.

For casualty lines, net prior year development during the year was $29.4 million unfavorable due to reserve
strengthening on the European excess lines for accident years 2000 to 2004, and the recognition of potential excess
casualty exposures on the discontinued casualty lines. Offsetting this reserve strengthening were reserve releases from
the casualty primary business due to better than expected loss activity from the more recent accident years, and U.S. risk
management lines due to greater reliance on actual loss experience over initial target loss ratios.

For professional lines, net prior year development was $70.4 million favorable, primarily as a result of lower incurred
activity than expected based on the Company’s prior valuation in global D&O lines, primarily for underwriting years
2002 to 2006. This release was partially offset by strengthening of global E&O reserves primarily in the 2000 and 2001
years due to large claims. In addition, there was a reallocation of subprime and related credit crisis reserves from the
2007 to 2008 report year to better reflect the indications of our latest exposure-based reserve analysis for these years.

For specialty and other lines, net prior year adverse development was $28.8 million due in part to a deterioration in
environmental lines but mainly from discontinued specialty lines, specifically, for surety to reflect our assessment of the
potential impact of the economic downturn on ultimate loss activity, the Lloyd’s Accident & Health book where incurred
development was higher than implied by the Company’s selected benchmarks and the resulting lengthening of loss
reporting patterns, and political risks where there was reserve strengthening on a specific potential claim. Offsetting the
adverse development was favorable reserve development on the aerospace and marine and offshore energy lines due to
better than expected activity and an update of development assumptions to reflect recent historical experience.

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 results.

Reinsurance Segment

Net favorable prior year reserve development for the Reinsurance segment of $245.5 million for the year ended December
31, 2010 was mainly attributable to the following:

Net favorable prior year development of $145.8 million for the short-tailed lines in the year ended December 31, 2010
and details of these by specific lines are as follows:

e $35.6 million in favorable property catastrophe development primarily due to better than expected activity in
underwriting years 2007 to 2009, lowering of expected loss ratios to attritional levels on the 2009 underwriting
year and reserve releases related to European windstorms of $7.2 million and Hurricane Katrina of $3.8 million.

e $87.4 million in favorable property other releases driven by $50.7 million of releases from U.S. exposures for
most underwriting years including $7.9 million from reduced exposures relating to a U.S agricultural program
from underwriting year 2009, $20.0 million in releases from Latin America proportional exposures primarily
from 2007 to 2009 underwriting years and $16.7 million in releases from Europe and Asia Pacific exposures
from most underwriting years.

e $22.8 million in marine and aviation lines due to favorable marine development of $10.9 million and favorable
aviation development of $11.9 million due to better than expected activity in most underwriting years.

Net favorable prior year development of $99.7 million for the long-tailed lines for the year ended December 31, 2010
and details of these by specific lines are as follows:
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$25.2 million in favorable casualty and professional development attributable to $33.0 million in releases due to
settlements related to Enron losses, $21.6 million in releases mainly due to U.S. professional exposures in
underwriting years 2005 and prior, $11.9 million primarily due to releases related to revision of European loss
development factors and initial expected loss ratios, $7.1 million related to releases from run-off of Sydney
casualty exposures in underwriting years 2005 and prior offset by adverse development of $43.0 million related
to Italian hospital medical malpractice exposures written through a Lloyd’s syndicate and adverse development
of $5.4 million related to European Financial Institution exposures in underwriting years 2002 and 2004.

$74.5 million in favorable other lines development primarily driven by $42.1 million in favorable development
from whole account contracts written in Lloyd’s syndicates of which $36.1m in releases related to reinsurance
to close (“RITC”) in years of account 2007 and prior and $6.0 million due to better than expected activity in
underwriting years 2008 and 2009.Contributions also from North American bond run-off exposures due to
better than expected activity in underwriting years 2006 and prior resulting in releases of $12.6 million, a
reduction of $7.5 million in one political risks loss, Latin America Surety releases of $5.6 million related to
better than expected loss experience across most underwriting years, $3.7 million in relation to one specific
contract commutation and $3.0 million in releases primarily due to favorable activity in European trade credit
run-off exposures in most prior underwriting years.

Net favorable prior year reserve development for the Reinsurance segment of $221.8 million for the year ended December
31, 2009 was mainly attributable to the following:

Net favorable prior year development of $142.5 million for the short-tailed lines in the year and details of these by
specific lines are as follows:

$46.2 million in favorable property catastrophe development due to lower than expected loss development,
particularly on the 2008 underwriting year and $12.3 million in reserve reductions for several 2005 natural
catastrophe events including European floods, windstorm Erwin and California wildfires.

$88.8 million in favorable development due primarily to lower than expected claim emergence from
underwriting years 2005 to 2008 in Latin America ($27.5 million), Europe ($21.6 million), Bermuda ($20.6
million) and U.S. ($13.8 million).

$7.5 million in marine and aviation lines due to lower than expected claim emergence in the European marine
book for underwriting years 2007 and 2008 offset by minimal net reserve increases on the aviation book.

Net favorable prior year development of $79.3 million for the long-tailed lines in the year and details of these by specific
lines are as follows:

$21.0 million in favorable casualty development related primarily to the European General Liability and UK
Motor portfolios in underwriting years 2004 to 2007.

$40.7 million in favorable professional development due primarily to U.S. exposures for underwriting years
2002 and prior in addition to professional indemnity exposures for European underwriting years 2006 and prior.

$17.6 million in favorable development in non-casualty long tail lines largely in Latin America due to favorable
emergence from surety exposures.

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 results.

Exchange rate effects

Exchange rate effects on net loss reserves in each of the three years ended December 31 related to the global operations of the
Company primarily where reporting units have a functional currency that is not the U.S. dollar. In 2010, the U.S. dollar was stronger
against the Euro, while weaker against the Swiss franc, Canadian dollar and Brazilian real. In 2009, the U.S. dollar weakened against
all of the Company’s major currency exposures, particularly the Canadian dollar and U.K. sterling. These movements in the U.S.
dollar gave rise to translation and revaluation exchange movements related to carried loss reserve balances of ($125.1) million and
$287.8 million in the years ended December 31, 2010 and 2009, respectively.
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Net paid losses
Total net paid losses were $3.5 billion and $3.9 billion in each of 2010 and 2009, respectively.
Other loss information
The Company did not dispose of or acquire net loss reserves in 2010 or 2009.

The Company’s net unpaid losses and loss expenses included estimates of actual and potential non-recoveries from
reinsurers. As at December 31, 2010 and 2009, the reserve for potential non-recoveries from reinsurers was $121.9 million and $189.8
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 exposures, the amount of 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 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% in 2010 and 2009. 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, 2010 and 2009 on an undiscounted basis were $660.3 million and $734.1
million, respectively. The related discounted unpaid losses and loss expenses were $311.9 million and $343.7 million as of December
31, 2010 and 2009, 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.

Asbestos and Environmental Related Claims

The Company’s reserving process includes a continuing evaluation of the potential impact on unpaid liabilities from exposure
to asbestos and environmental claims, including related loss adjustment expenses. Liabilities are established to cover both known and
incurred but not reported claims.

A reconciliation of the opening and closing unpaid losses and loss expenses related to asbestos and environmental exposure
claims for the years indicated is as follows:

Year Ended December 31, 2010 2009
(U.S. dollars in thousands)

Net unpaid losses and loss expenses at beginning of year ...........cccccoevevveveicieinns $100,923  $111,860
Net incurred 10SSeS and 10SS EXPENSES........ccuvieeeeieeierierresie e ste e e eae e e e e (130) (312)
Less net paid 1055es and 10SS EXPENSES. .....ccveveiririerieiteeeeieie et e e e 16,718 10,626
Net increase (decrease) in unpaid losses and 10SS EXPENSES.......ccvvvvvervrvreerrennnn, (16,848) (10,938)
Net unpaid losses and loss expenses at end of year ........ccccccveveverevcnv s se s, 84,075 100,922
Unpaid losses and loss expenses recoverable at end of year...........ccoceveveiciennne 142,037 151,963
Gross unpaid losses and loss expenses at end of year ..........cccccocvveniiiiicieiene $226,112  $252,885
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Reserves for incurred but not reported losses, net of reinsurance, included in the above table were $54.9 million and $68.5
million in 2010 and 2009, respectively. Unpaid losses recoverable are net of potential uncollectible amounts.

As of December 31, 2010, the Company had 1,200 open claim files for potential asbestos exposures and 417 open claim files
for potential environmental exposures. Approximately 44% and 50% of the open claim files are due to precautionary claim notices in
2010 and 2009, respectively. Precautionary claim notices are submitted by the ceding companies in order to preserve their right to
receive coverage under the reinsurance contract.

Such notices do not contain an incurred loss amount to the Company. The development of the number of open claim files for
potential asbestos and environmental claims is as follows:

Asbestos Environmental

Claims Claims
Total number of claims outstanding at December 31, 2008...........c.cocerevereririeniene e 1,546 548
New claims reported in 2009 .........ociiieiiee et nrenrenrn 221 38
Claims reSOIVEd IN 2009.......c.ciuiiiiiiieeeee e bbb bbbttt bt et (330) (102)
Total number of claims outstanding at December 31, 2009..........cccoeiirerierieienienieieee e 1,437 484
New claims reported iN 2000 .........coviiiiiiiieeie bbbt e bt 125 31
Claims reSOIVET 1N 20L0.......c.eiuiiiiiitiiee bbb bbb bbbt (362) (98)
Total number of claims outstanding at December 31, 2010 .......ccccoovivereienie v s 1,200 417

The Company’s exposure to ashestos and environmental claims arises from the following three sources:

(1) Reinsurance contracts written, both on a proportional and excess basis, after 1972. The Company discontinued writing
contracts with these exposures in 1985. Business written was across many different policies, each with a relatively small
contract limit. The Company’s reported asbestos claims relate to both traditional products and premises and operations
coverage.

(2) Winterthur — business of Winterthur purchased by the Company from AXA Insurance (formerly Winterthur Swiss
Insurance Company) in 2001. AXA reimburses the Company for asbestos claim payments pursuant to the Sale and
Purchase Agreement.

(3) During 2006, the Company acquired $40.2 million in losses through a loss portfolio transfer contract of which $18.3
million in losses related to asbestos and environmental claims. Given the terms of the policy, the combined aggregate
limit on the total acquired reserves is limited to $60.0 million, not including coverage for claims handling costs over a
defined period.

The estimation of loss and loss expense liabilities for asbestos and environmental exposures is subject to much greater
uncertainty than is normally associated with the establishment of liabilities for certain other exposures due to several factors,
including: (i) uncertain legal interpretation and application of insurance and reinsurance coverage and liability; (ii) the lack of
reliability of available historical claims data as an indicator of future claims development; (iii) an uncertain political climate which
may impact, among other areas, the nature and amount of costs for remediating waste sites; and (iv) the potential of insurers and
reinsurers to reach agreements in order to avoid further significant legal costs. Due to the potential significance of these uncertainties,
the Company believes that no meaningful range of loss and loss expense liabilities beyond recorded reserves can be established. As
the Company’s net unpaid loss and loss expense reserves related to asbestos and environmental exposures are less than 1% of the total
net reserves at December 31, 2010 and 2009, further adverse development is not expected to be material to the Company’s overall net
loss reserves. The Company believes it has made reasonable provision for its ashestos and environmental exposures and is unaware of
any specific issues that would significantly affect its estimate for loss and loss expenses.

56



XL INSURANCE (BERMUDA) LTD

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)
FOR THE YEARS ENDED DECEMBER 31, 2010 AND 2009

12. 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 business to
reinsurers generally with a financial strength rating of “A” or better. 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. The effect of
reinsurance and retrocessional activity on premiums written and earned from property and casualty operations is shown below:

Premiums Written Premiums Earned
Year Ended December 31, Year Ended December 31,
(U.S. dollars in thousands) 2010 2009 2010 2009
DireCt c.oeevveeiiieceiecceeeies $ 4,398,753 $ 4,381,185 $ 4535626 $ 4,861,073
ASSUMEd .....veevveecriecree, 1,862,578 1,730,126 1,837,528 1,877,634
Ceded ..o, (1,261,743) (1,367,599) (1,342,017) (1,586,968)
Net ..o, $ 4999588 $ 4,743,712 $ 5,031,137 $ 5,151,739

The Company recorded reinsurance recoveries on losses and loss expenses incurred of $1.0 billion and $0.8 billion for the
years ended December 31, 2010 and 2009, respectively.

The following table presents an analysis of total unpaid losses and loss expenses and future policy benefit reserves
recoverable for the year ended December 31:

(U.S. dollars in thousands) 2010 2009

P&C OPEIALIONS ...ttt etttk e ettt b ket h e e et e sb e bt e b e e bt e b e et e nbesbeebenbeebeebe e e enbe e $ 3,649,290 $ 3,557,391
() (=N o] o =] = L [0 4ROV 22,597 26,637
Total unpaid losses and 10Ss XPeEnSes reCOVEIabIE ..........c.ccvevieieiiie i s $ 3,671,887 $ 3,584,028

At December 31, 2010 and 2009, the total reinsurance assets of $3.8 billion and $4.0 billion respectively, included
reinsurance receivables for paid losses and loss expenses of $171.3 million and $374.8 million, respectively, with $3.7 billion and $3.6
billion respectively, relating to the ceded reserve for losses and loss expenses, including ceded losses incurred but not reported.
Although the contractual obligation of individual reinsurers to pay their reinsurance obligations is based on specific contract
provisions, the collectibility of such amounts requires significant estimation by management. The majority 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 its ability to meet these obligations and while it may
continue to acknowledge its contractual obligation to do so, it may not have the financial resources or willingness to fully meet its
obligations to the Company.

At December 31, 2010 and 2009, the allowance for uncollectible reinsurance relating to both reinsurance balances receivable
and unpaid losses and loss expenses recoverable were $121.9 million and $189.8 million, respectively. To estimate the provision for
uncollectible reinsurance recoverable, the reinsurance recoverable must first be allocated to applicable reinsurers. As part of this
process, ceded IBNR is allocated by reinsurer. The allocations are generally based on historical relationships between gross and ceded
losses. If actual experience varies materially from historical experience, the allocation of reinsurance recoverable by reinsurer will
change.

The Company uses a default analysis to estimate uncollectible reinsurance recoverables. 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 liabilities held by the Company with the same legal entity for which the Company
believes there is a right of offset. The Company is the beneficiary of letters of credit, trust accounts and funds withheld in the
aggregate amount of $1.5 billion at December 31, 2010, 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. The total allowance recorded relating to reinsurance recoverables was $68.1 million
and $110.0 million at December 31, 2010 and 2009, respectively.
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12. Reinsurance (Continued)

The Company uses an aging analysis to estimate uncollectible reinsurance balances receivable relating to paid losses in
addition to recording allowances relating to any specific balances with known collectability issues, irrespective of aging. The balances
are aged from the date the expected recovery was billed to the reinsurer. Provisions are applied at specified percentages of the
outstanding balances based upon the aging profile. Allowances otherwise required as a result of the aging process may not be recorded
to the extent that specific facts and circumstances exist that lead management to believe that amounts will ultimately be collectible.
The total allowance recorded relating to reinsurance balances receivable was $53.8 million and $79.8 million at December 31, 2010
and 2009, respectively.

At December 31, 2010, the use of different assumptions within the model could have a material effect on the bad debt
provision reflected in the Company’s Consolidated Financial 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 cash flows.

Approximately 90% of the total unpaid loss and loss expense recoverable and reinsurance balances receivable (excluding collateral
held) outstanding at December 31, 2010 was due from reinsurers with a financial strength rating of “A” or better. The following is an
analysis of the total recoverable and reinsurance balances receivable at December 31, 2010, by reinsurers owing more than 3% of such
total:

Reinsurer

Financial
Name of reinsurer Strength Rating % of total
Munich Reinsurance COMPaNY.........ccoceeerereeienierneeniesesie e AA-/Stable 21.5%
Swiss Reinsurance COMPANY .........coeeererererieneesieseeieseesie e A+/Positive 13.8%
LI0OYd’S SYNAICALES. ......ceeiieieieeiie et A+/Stable 7.0%
SWISS RE EUIOPE S.A. ..ottt e A+/Positive 4.8%
Transatlantic Reinsurance COmMpany .........ccoccoevevveveiesesesesnenes A+/Stable 3.8%

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

Reinsurer Financial

Strength Rating % of total
A S SSRS 3.6%
S SSTRS 36.0%
A et e et e e—eeebe e ae—eeabe e e —eeabeeaiteeatbe e i beeahbe e i aeeihbe e e bee et beeaheeeihbeeaheee it beeaheee b beeahee et beeabeeeabaeeareeesteeeareeeat 49.8%
Y= ] = TR 1.2%
oY= I 1T I8 1= [ 1 TSR 0.1%
(OF: 1011} OO URUR USRI 6.5%
L0102 (=T ISP P SRR OPSPOURRPP 0.4%
(O] 111 USRS PP 2.4%
LI ] | PP 100.0%
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13. Deposit Liabilities

At December 31, 2010, deposit liabilities include reinsurance and insurance deposits while, at December 31, 2009 deposit
liabilities included reinsurance and insurance deposits and the remaining funding agreement contracts. Funding agreements do not
meet the definition of an insurance contract under FASB issued authoritative guidance. 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 also entered into certain insurance and reinsurance policies that transfer insufficient
risk under GAAP to be accounted for as insurance or reinsurance transactions and are recognized as deposits. These structured
property and casualty agreements 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. See Note 8, “Investments,” for further information
relating to the Company’s net investment income as well as realized and unrealized investment (losses) gains. Each deposit liability
accrues at a rate equal to the internal 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 liabilities are initially recorded at an amount equal to the assets received. At December 31, 2009, the remaining
balance of funding agreements, excluding accrued interest of $6.5 million, was $450 million, with the full balance being settled in
August 2010.

Total deposit liabilities are comprised of the following:

Year ended December 31

(U.S. dollars in thousands) 2010 2009

Reinsurance and insurance deposit HabIlItIES ..........ccoviieiiiiiieiiie e, $ 1,684,606 $ 1,752,180
Funding agreement and guaranteed investment contract deposit liabilities............cccccovvviiiniiiiiiininns, - 456,519
Total depPOSIt HADIITIES.........couiiiieci e e e e e e b e besreereenea, $ 1,684,606 $ 2,208,699

Interest expense of $54.5 million and $43.7 million was recorded related to the accretion of deposit liabilities for the years
ended December 31, 2010 and 2009, respectively.

14. Future Policy Benefit Reserves

The Company enters into 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 4.5% at December 31, 2010 and 2009. Total future policy benefit reserves for the years ended
December 31, 2010 and 2009 were $5.1 billion and $5.5 billion, respectively. The decrease of $34.1 million in the Traditional Life
business is mainly due to the novation and recapture of part of the U.K. and Irish term assurance and critical illness business and sale
of the Company’s U.S. life reinsurance business. The decrease of $380.9 million in the Annuities is mainly due to foreign exchange
movements and the normal releases on single premium annuities in line with benefits paid and mortality of underlying policyholders.

Future policy benefit reserves are comprised of the following:

Year ended December 31

(U.S. dollars in thousands) 2010 2009

TRAATEONAL LITE ...ttt st se et s se et s b e et e s b e et e s b e e et e s b e e et e sbese et e sbesaabesbe e $ 809,776 $ 843,915
AANNUITIES 1.1ttt ettt e ettt e s be et be et e saeeeae e ebe e ebeeabeeabeetbesbbe st s e baesbeesbeesbesaeesaseabeeabeeabeenbesnbesteestaess 4,265,351 4,646,204
Total future POLICY DENETIT FESEIVES .......ciuiiiiiie bbb $ 5,075,127  $ 5,490,119
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15. Notes Payable and Debt and Financing Arrangements

As at December 31, 2010 and 2009, the Company had bank and loan facilities available from a variety of sources, including
commercial banks, totaling $1.6 billion and $1.7 billion, respectively, of which $0.6 billion and $0.6 billion, respectively, of debt was
outstanding. In addition, at December 31, 2010 and 2009, the Company had available letter of credit facilities totaling $5.0 billion and
$7.3 billion, respectively, of which $2.4 billion and $3.0 billion, respectively, were outstanding as at December 31, 2010 and 20009,
21.1% and 21.3%, respectively, of which were collateralized by certain of the Company’s investment portfolios, primarily supporting
U.S. non-admitted business and the Company’s Lloyd’s syndicates’ capital requirements. Of these amounts, $1.0 billion was available
in the form of revolving credit.

The financing structure at December 31, 2010 was as follows:

Commitment/ In Use/

Facility Debt Outstanding (1)
(U.S. dollars in thousands)
Debt:
5-year revolver eXPiring 2012 (2) ....cccvevecerireieiee et ettt ettt ettt $ 1,000,000 $ -
6.50% Guaranteed Senior NOteS dUE 2012 .........ccveviiiiiiieiee et 600,000 599,668
B 2= L L= o] SRRSO OTTPPRPPR $ 1,600,000 $ 599,668
CarTYING VaAIUB. ..ottt ettt bbbt s e bt e bt es et beesaatis $ 1,600,000 $ 599,668
Letters of Credit:
5 FACHITIES — TOTAL.......cciic e et re e e reeanas $ 5,000,114 $ 2,395,242
(1) *“InUse” and “Outstanding” data represent December 31, 2010 accreted values.
(2) The 2012 5-year revolving credit facility has a $1 billion revolving credit sub-limit.

The financing structure at December 31, 2009 was as follows:
Facility Commitment/ In Use/
(U.S. dollars in thousands) Debt Outstanding (1)
Debt:
5-year revolvers expiring 2010/2012 (2)....vciveverererereseseseeeeseesie e ste s sre s $ 1,000,000 $ -
5-year revolver eXpiring 2010 ......cciivivieeeeeeieeseste et nre e 100,000 -
6.50% Guaranteed Senior NOteS dUE 2012 .........ccveiiiiiiieiee ettt st sre e 600,000 599,350
JL0] =1 1o [ o) PSSR $ 1,700,000 $ 599,350
(O 1 /1T TRV Z= 1 L1 1= SRS SO $ 1,700,000 $ 599,350
Letters of Credit:
oI £ (o L =TT (] v | ST $ 7,250,230 $ 3,012,169

(1) “InUse” and “Outstanding” data represent December 31, 2009 accreted values.
(2) The 2010 and 2012 5-year revolving credit facilities share a $1 billion revolving credit sub-limit.

All outstanding debt noted in the table above as at December 31, 2010 and 2009 was issued by XL Capital Finance (Europe) plc
(“XLCFE”). XLCFE is a wholly owned subsidiary of the Company. These notes are fully and unconditionally guaranteed by XL
Company Switzerland GmbH. The Company’s ability to obtain funds from its subsidiaries to satisfy any of its obligations under this
guarantee is subject to certain contractual restrictions, applicable laws and statutory requirements of the various countries in which the
Company operates including among others, Bermuda, the U.S., Ireland and the U.K. Required statutory capital and surplus for the
principal operating subsidiaries of the Company was $6.2 billion as of December 31, 2010.
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15. Notes Payable and Debt and Financing Arrangements (Continued)
The revolving credit facilities were unutilized at December 31, 2010 and 20009.

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 August 3, 2010, a $100 million five-year revolving credit facility expired and was not replaced and on June 22, 2010, the
$2.3 hillion five-year letter of credit facility expired and was not replaced.

On December 14, 2009, the £450 million letter of credit facility issued on November 14, 2007 that was supporting the
Company’s syndicates at Lloyd’s of London terminated. This facility was replaced by a $750 million bilateral secured letter of credit
facility.

On December 31, 2008, a $150 million unsecured letter of credit facility expired and was not replaced.

The Company has several letter of credit facilities provided on a syndicated and bilateral basis from commercial banks. These
facilities are utilized primarily to support non-admitted insurance and reinsurance operations in the U.S. and capital requirements at
Lloyd’s. The commercial facilities are scheduled for renewal before 2012. In addition to letters of credit, the Company has established
insurance trusts in the U.S. that provide cedants with statutory relief required under state insurance regulation in the U.S. It is
anticipated that the commercial facilities may be renewed on expiry but such renewals are subject to the availability of credit from
banks utilized by the Company and may be renewed with materially different terms and conditions. In the event that such credit
support is insufficient, the Company could be required to provide alternative security to cedants. 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.

In general, all of the Company’s bank facilities, indentures and other documents relating to the Company’s outstanding
indebtedness (collectively, the “Company’s Debt Documents™), as described above, contain cross default provisions to each other and
the Company’s Debt Documents (other than the 6.5% Guaranteed Senior Notes indentures) contain affirmative covenants. These
covenants provide for, among other things, minimum required ratings of the Company’s insurance and reinsurance operating
subsidiaries and the level of secured indebtedness in the future. In addition, generally each of the Company’s Debt Documents provide
for an event of default in the event of a change of control of the Company or some events involving bankruptcy, insolvency or
reorganization of the Company. The Company’s credit facilities also contain minimum consolidated net worth covenants.

Under the Company’s five-year credit facility, in the event that XL Insurance (Bermuda) Ltd and XL Re Ltd fail to maintain
a financial strength rating of at least “A-" from A.M. Best, an event of default would occur.

The 6.5% Guaranteed Senior Notes indenture contains a cross default provision. In general, in the event that the Company
defaults in the payment of indebtedness in the amount of $50.0 million or more, an event of default would be triggered under both the
6.5% Guaranteed Senior Notes indentures.

Given that all of the Company’s Debt Documents contain cross default provisions, this may result in all holders declaring
such debt due and payable and an acceleration of all debt due under those documents. If this were to occur, the Company may not
have funds sufficient at that time to repay any or all of such indebtedness.
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16. 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 guidelines established by management. The
Company recognizes all 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 derivatives are designated as hedging instruments. The accounting for derivatives which are
designated as hedging instruments is described in Note 2(h), “Significant Accounting Policies — Derivative Instruments.” The
following table summarizes information on the location and gross amounts of derivative fair values contained in the consolidated
balance sheet as at December 31, 2010 and 2009:

December 31, 2010 December 31, 2009
Asset Asset Liability Liability Asset Asset Liability Liability
Derivative  Derivative  Derivative  Derivative Derivative Derivative  Derivative  Derivative
Notional Fair Notional Fair Notional Fair Notional Fair
(U.S. dollars in thousands) Amount Value (1) Amount Value (1) Amount Value (1) Amount Value (1)
Derivatives designated as hedging
instruments:
Interest rate contracts (2) ................ $ 161,028 $ 74,368 $ - $ - $ 2169642 $ 238639 $ 95,948 $  (8,225)
Foreign exchange contracts............. 1,384,745 43,226 244,731 (12,161) 596,072 7,526 - -
Total derivatives designated as
hedging instruments............ccc.c..... $ 1545773 $ 117594 $ 244,731 (12,161) $ 2,765,714 $ 246,165 $ 95948 $  (8,225)
Derivatives not designated as
hedging instruments:
Investment Related Derivatives:
Interest rate eXPOSUre .........cccoeennee. $ 117,689 $ 281 $ 41,063 3 - $ 111875 $ 1,248 $ 1,800 $ (6)
Foreign exchange exposure............. 82,395 1,377 272,724 (6,329) 545,319 9,070 314,361 (8,226)
Credit eXPOSUre ........oeveeeevriennien. 128,450 8,143 532,000 (5,295) 214,650 13,244 741,388 (18,198)
Financial market exposure............... 135,912 705 4,575 27) 306,464 1,983 - -
Financial Operations Derivatives: (3)
Credit eXPOSUre ........oeveeeeevriennien. - - 246,292 (25,887) - - 271,704 (18,386)
Other Non-Investment Derivatives:
Guaranteed minimum income
benefit contract ..........cccevvvevrnnen. - - 80,025 (21,190) - - 86,250 (22,909)
Modified coinsurance funds
withheld contract ...........cccceenee - - 72,509 - - - 71,695 (266)
Total derivatives not designated as
hedging instruments............ccc.c..... $ 464446 3 10,506 $ 1,249,188 $ (58,728) $ 1,178308 $ 25545 $ 1,487,198 $ (67,991)

(1) Derivative instruments in an asset or liability position are included within Other Assets or Other Liabilities, respectively, in the Balance Sheet.

(2) At December 31, 2010 and December 31, 2009, the Company held net cash collateral related to these derivative assets of $23.0 million and $169.1 million,
respectively. The collateral 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 netting agreement.

(3) Financial operations derivatives represent interests in variable interest entities as described in Note 18, “Variable Interest Entities.”

(a) Derivative Instruments Designated as Fair Value Hedges

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.

At December 31, 2010, a portion of the Company’s liabilities are hedged against changes in the applicable designated
benchmark interest rate. Interest rate swaps are also used to hedge the changes in fair value of certain fixed rate liabilities and fixed
income securities due to changes in the designated benchmark interest rate. In addition, the Company utilizes foreign exchange
contracts to hedge the fair value of certain fixed income securities as well as to hedge certain net investments in foreign operations.
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16. Derivative Instruments (Continued)
(a) Derivative Instruments Designated as Fair Value Hedges (Continued)

On June 7, 2010, the Company settled the interest rate contracts designated as fair value hedges of certain issues of the
Company’s notes payable and debt. The derivative contracts were settled for a gain of $21.6 million. The cumulative increase
recorded to the carrying value of the hedged notes payable and debt, representing the effective portion of the hedging relationship, will
be amortized through interest expense over the remaining term of the debt. From the date of settlement through December 31, 2010,
$3.9 million of the balance was recorded as a reduction of interest expense. The remaining balance of $17.7 million will be amortized
over the weighted average period of 3.2 years remaining to maturity of the debt.

On October 27, 2010, the Company settled three interest rate contracts designated as fair value hedges of certain of the
Company’s deposit liability contracts. The derivative contracts were settled for a gain of $149.5 million. The cumulative increase
recorded to the carrying value of the deposit liability, representing the effective portion of the hedging relationship, will be amortized
through interest expense over the remaining term of the deposit liability contracts. From the date of settlement through December 31,
2010, $1.9 million of the balance was recorded as a reduction of interest expense. The remaining balance of $147.6 million will be
amortized over the weighted average period of 36.3 years remaining on these deposit contracts.

The following table provides the total impact on earnings relating to derivative instruments formally designated as fair value
hedges along with the impacts of the related hedged items for years ended December 31, 2010 and 2009:

Hedged Items — Amount of Gain/(Loss)
Recognized in Income Attributable to Risk

Ineffective
Gain/(Loss) Portion of
Recognized Fixed Notes Hedging
December 31, 2010 in Income on Deposit Maturity Payable and Relationship —
(U.S. dollars in thousands) Derivative Liabilities Investments Debt Gain/(Loss)
Derivatives Designated as Fair
Value Hedges:
Interest rate eXpoSUre.......cccccvevveeunenne. $ 94,068
Foreign exchange exposure................ 19,856
B 1| $ 113,924 $ (84,393) $ (27,266) $ (15,940) $ (13,675)
Hedged Items — Amount of Gain/(Loss)
Recognized in Income Attributable to Risk
Ineffective
Gain/(Loss) Portion of
Recognized Fixed Notes Hedging
December 31, 2009 in Income on Deposit Maturity Payable and Relationship—
(U.S. dollars in thousands) Derivative Liabilities Investments Debt Gain/(Loss)
Derivatives Designated as Fair
Value Hedges:
Interest rate EXPOSUre ........cceveevereenenn. $(212,215)
Foreign exchange exposure................ 7,526
R 1 | O $(204,689) $ 201,398 $ 1,711 $ 1,206 $ (374)

The gains (losses) recorded on both the derivatives instruments and specific items designated as being hedged as part of the
fair value hedging relationships outlined above are recorded through net realized and unrealized gains (losses) on derivative
instruments in the income statement along with any associated ineffectiveness in the relationships. In addition, the periodic coupon
settlements relating to the interest rate swaps are recorded as adjustments to net investment income for the hedges of fixed maturity
investments and as adjustments to interest expense for the hedges of deposit liabilities and notes payable and debt.

The periodic coupon settlements resulted in an increases to net investment income of $2.3 million for year ended December
31, 2010 and increases to net investment income of $22.4 million for year ended December 31, 2009.

The periodic coupon settlements also resulted in decreases to interest expense of $49.8 million and $20.1 million for years
ended December 31, 2010 and 2009, respectively.
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16. Derivative Instruments (Continued)
(b) Derivative Instruments Designated as Hedges of the Net Investment in a Foreign Operation

The Company utilizes foreign exchange contracts to hedge the fair value of certain net investments in foreign operations.
During 2010 and 2009, the Company entered into foreign exchange contracts that were formally designated as hedges of the
investment in foreign subsidiaries with functional currencies of U.K. sterling and the Euro. The weighted average U.S. dollar
equivalent of foreign denominated net assets of approximately $834 million and $425 million was hedged during 2010 and 2009,
respectively, which resulted in a derivative loss of $16.5 million and a derivative gain of $7.5 million being recorded in the cumulative
translation adjustment account within AOCI for each period, respectively. There was no ineffectiveness resulting from these
transactions.

(c) Derivative Instruments Not Formally Designated As Hedging Instruments

The following table provides the total impact on earnings relating to derivative instruments not formally designated as
hedging instruments under authoritative accounting guidance. The impacts are all recorded through Net realized and unrealized gains
(losses) on derivatives in the income statement for years ended December 31, 2010 and 2009:

Amount of Gain (Loss)
Recognized in
Income on Derivative
(U.S. dollars and shares in thousands) 2010 2009
Derivatives not designated as hedging instruments:
Investment Related Derivatives:

INEETESE FALE EXPOSUIE. ....e.veieierrreteterereresee e st ettt bbb e b s e e e et b bt e b et et et ebesese s s s bbb ebebebebererers $ 3511 $ 9,124

FOreign eXChanQge EXPOSUIE ........cueeuirieiterteeteaieeteeeete st sttt be e et e sae e e sbesbesbesbeeneeneeseesbesbesbenes (15,610) 9,497

CrEOIt EXPOSUIE. ....eiiteie ettt ettt sttt ittt e b e b e bbb e bt e b et e s e eeeebeebeebe et e e beaneeseeneesbesbeneas (6,316) (51,579)

Financial Market EXPOSUIE. .........cviiiiieie e se ettt s re e e neeree e et e sresrennas 2,125 3,948
Financial Operations Derivatives:

CrEOIt EXPOSUIE. ... c.viiveiecteeteei ettt te e te et et et et e st e besbesbeebe et e ese e st e see st e seesbeateeneeneeseeneeseesrenrs (7,281) (2,667)
Other Non-Investment Derivatives:

Guaranteed minimum income benefit CONIACt..........ccovriiiiiiirie s 1,719 4,644

Modified coinsurance funds withheld CONIaCt............cccvvvrviieeicrercc e 9,948 (388)
Weather and Energy Derivatives:

Structured weather risk management ProdUCES.........ccuvereiririiriee s - 2,979
Total derivatives not designated as hedging INSEFUMENTS..........cooiiiiriie i (11,904) (24,442)
Amount of gain (loss) recognized in income from ineffective portion of fair value hedges......... (13,675) (374)
Net realized and unrealized gains (losses) on derivative iNStrUMENES..........cocvvveivierieieieieieneneas $(25,579) $(24,816)

The Company’s objectives in using these derivatives are explained in sections (d) and (e) of this note below.
(c)(i) 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 financial futures (foreign exchange, bond and stock index futures), primarily as a means of economically
hedging exposures to interest rate, credit spread, equity price changes and foreign currency risk or in limited instances for investment
purposes. The Company is exposed to credit risk in the event of non-performance by the counterparties under any swap contracts
although the Company generally seeks to use credit support arrangements with counterparties to help manage this risk.

Investment Related Derivatives — Interest Rate Exposure

The Company utilizes risk management and overlay strategies that incorporate the use of derivative financial instruments,
primarily to manage its fixed income portfolio duration and exposure to interest rate risks associated with certain of its assets and
liabilities primarily in relation to certain legacy other financial lines and structured indemnity transactions. The Company uses interest
rate swaps to convert certain liabilities from a fixed rate to a variable rate of interest and may also use them to convert a variable rate
of interest from one basis to another.
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16. Derivative Instruments (Continued)
(c)(i) Investment Related Derivatives (Continued)
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 primarily within its Life operations portfolio. These contracts are not
designated as specific hedges for financial 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.

Investment Related Derivatives — Credit Exposure

Credit derivatives are purchased within the Company’s investment portfolio in the form of single name and basket credit
default swaps, which are used to mitigate credit exposure through a reduction in credit spread duration (i.e. macro credit strategies
rather than single-name credit hedging) or exposure to selected issuers, including issuers that are not held in the underlying bond
portfolio.

Investment Related Derivatives — Financial Market Exposure

Stock index futures may be purchased within the Company’s investment portfolio in order to create synthetic equity exposure
and to add value to the portfolio with overlay strategies where market inefficiencies are believed to exist. The Company previously
wrote a number of resettable strike swaps contracts relating to an absolute return index and diversified baskets of funds. From time to
time, the Company may enter into other financial market exposure derivative contracts on various indices including, but not limited to,
inflation and commodity contracts.

(c)(ii) Financial Operations Derivatives — Credit Exposure

At December 31, 2010 and December 31, 2009, the credit derivative exposures outside of the Company’s investment
portfolio consisted of two contracts written by the Company: one that provides credit protection on the senior tranches of a structured
finance transaction, and the other a European project finance loan participation. The aggregate outstanding exposure for the two
contracts is $246.3 million ($226.4 million principal and $19.9 million interest), and $271.7 million ($244.9 million principal and
$26.8 million interest), weighted average contractual term to maturity of 5.3 years and 6.0 years, a total liability recorded of $25.9
million and $18.4 million, and underlying obligations with an average credit rating of B— and A, respectively.

The credit protection related to the structured finance transaction is a credit default swap that was executed in 2000. The underlying
collateral is predominantly securitized pools of leveraged loans and bonds. The transaction is in compliance with most of the coverage
tests except the overcollateralization tests. As a result, both interest and principal proceeds are currently redirected to amortize the
senior most notes, which reduces the Company’s exposure sooner than originally anticipated. Management continues to monitor its
underlying performance and is comfortable with the collateral coverage. The European project finance loan participation benefits from
an 80% deficiency guarantee from the German state and federal governments.

At December 31, 2010, there were no reported events of default on these obligations. Credit derivatives are recorded at fair
values, which are 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 realize this resultant value.
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16. Derivative Instruments (Continued)
(c)(iii) Other Non-Investment Derivatives

The Company entered into derivatives as part of its contingent capital facility 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 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. 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 losses on derivative instrument.

(c)(iv) Weather and Energy Derivatives

Prior to August 2008, the Company offered weather and energy risk management products in insurance or derivative form to
end-users and managed the risks in the OTC and exchange traded derivative markets or through the use of quota share or excess of
loss arrangements. However, as part of the Company’s strategy to focus on its core lines of business within its Insurance and
Reinsurance segments, the Company closed this unit in August 2008 and ceased writing such weather and energy risk management
products. Weather and energy derivatives are recorded at fair value, which is determined through the use of quoted market prices
where available. Where quoted market prices are unavailable, the fair values are estimated using available market data and internal
pricing models based upon consistent statistical 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, a
third party in settlement of the contracts. The amounts could be materially different from the amounts that might be realized in an
actual 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 majority of existing weather and energy contracts expired at the end of 2008 and the remainder expired
during 2009.

(d) Contingent Credit Features

Certain derivatives agreements entered into by the Company or its subsidiaries contain rating downgrade provisions that
permit early termination of the agreement by the counterparty if collateral is not posted following failure to maintain certain credit
ratings from one or more of the principal credit rating agencies. If the Company were required to early terminate such agreements due
to a rating downgrade, it could potentially be in a net liability position at time of settlement. The aggregate fair value of all derivatives
agreements containing such rating downgrade provisions that were in a liability position on December 31, 2010 and 2009 was $25.9
million and $30.8 million, respectively. The Company has not been required to post collateral under any of these agreements as of
December 31, 2010 or 2009, respectively.

17. Variable Interest Entities
At times, the Company has utilized VIEs both indirectly and directly in the ordinary course of the Company’s business.

The Company invests in CDOs, and other investment vehicles that are issued through variable interest entities as part of the
Company’s investment portfolio. The activities of these VIEs are generally limited to holding the underlying collateral used to service
investments therein. Our involvement in these entities is passive in nature and we are not the arranger of these entities. The Company
has not been involved in establishing these entities. The Company is not the primary beneficiary of these variable interest entities as
contemplated in current authoritative accounting guidance.

The Company has a limited number of remaining outstanding credit enhancement exposures including written financial
guarantee and credit default swap contracts. The obligations related to these transactions are often securitized through variable interest
entities. The Company is not the primary beneficiary of these variable interest entities as contemplated in current authoritative
accounting guidance. For further details on the nature of the obligations and the size of the Company’s maximum exposure see Note
2(q), “Recent Accounting Pronouncements,” and Note 16, “Derivative Instruments.”
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18. Commitments and Contingencies
(a) 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 and 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”) and investments balances.

The Company’s reinsurance assets at December 31, 2010 and 2009 amounted to $3.8 billion and $4.0 billion, respectively,
and resulted from reinsurance arrangements 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 financially sound, and if necessary, the Company may hold collateral in the form of funds, trust accounts and/or irrevocable
letters of credit. This collateral can be drawn on for amounts that remain unpaid beyond specified time periods on an individual
reinsurer basis.

The Company did not have an aggregate direct investment in any single corporate issuer in excess of 5% of shareholder’s
equity at December 31, 2010 or December 31, 2009, which excludes government-backed, government-sponsored enterprises,
government-guaranteed paper, cash and cash equivalents, and asset and mortgage backed securities that were issued, sponsored or
serviced by the parent.

In addition, the Company underwrites a significant amount of its 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 the two years ended December 31, 2010 and 2009,
approximately 21% and 18%, respectively, of the Company’s consolidated gross written premiums from property and casualty
operations were generated from or placed by Marsh & McLennan Companies. During 2010 and 2009, approximately 21% and 20%,
respectively, of the Company’s consolidated gross written premiums from property and casualty operations were generated from or
placed by AON Corporation and its subsidiaries. During 2010 and 2009, approximately 11% and 9%, respectively, of the Company’s
consolidated gross written premiums from property and casualty operations were generated from or placed by The Willis Group and
its subsidiaries. These companies are large, well established companies and there are no indications that any of them are 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 any of the two years ended December 31, 2010 or 2009.

(b) Other Investments

The Company has committed to invest in several limited partnerships and provide liquidity financing to a structured
investment vehicle. As of December 31, 2010, the Company has commitments which include potential additional add-on clauses, to
fund a further $111.3 million.

(c) Investments in Affiliates

The Company owns a minority interest in certain closed-end funds, certain limited partnerships and similar investment
vehicles, including funds managed by those companies. The Company has commitments, which include potential additional add-on
clauses, to invest a further $25.9 million over the next five years.
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18. Commitments and Contingencies (Continued)
(d) Properties

The Company rents space for certain of its offices under leases that expire up to 2031. Total rent expense under operating
leases for the years ended December 31, 2010 and 2009 was approximately $31.8 million and $34.4 million, respectively. Future
minimum rental commitments under existing operating leases are expected to be as follows:

Year Ended December 31,
(U.S. dollars in thousands)

0 $ 317
U 28.1
2 ST 23.9
2 T 17.4
PO ST 15.0
P00 13 TP 55.3
Total MINIMUM FUTUIE FENTAIS ......ecvicie ettt ettt be e ebe s e e s te e e be e ebeebeeabestbesbbesbaesbeesbeestesneesas $ 1714

During 2003, the Company entered into a purchase, sale and leaseback transaction to acquire new office space in London.
The Company has recognized a capital lease asset of $107.4 million and $118.0 million, and deferred a gain of $32.6 million and
$35.9 million related to this lease at December 31, 2010 and 2009, 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 $237.1 million and annually for the
next five years are as follows:

Year Ended December 31,
(U.S. dollars in thousands)

200 ettt L Rt et L et et E R e R R e et E oA et AR AR e Rt R e RO AR e AR R et e e R e Rt b R e et e Ee Rt b Re et e te et ne s $ 109
2002 et LRt R AR Rt AR AR RSt ee R e R e AR AR e R AR e R AR e R e AR Rt e e R e Rt e R R et R Ee Rt R Rt e Ee et ne s 11.3
01 ST 115
2004 ettt E et R et AR AR RSt AR e R e AR R AR e R AR e Rt AR e AR Rt A e R e Rt e R R et R Ee Rt et Re e e r e et ne s 11.8
2005 ettt et eh et R et e e R e e b et oAt eb e bR e e Re e e R e eR e e e R e Re e e Rt R e st eR e R e b oAt Re e eR e R e b oAt eR et R e Re bRt nenrentenen 12.1
2006-2028 ......ecueieeteiteeete ettt h et et st h et oA e b e bRt R et e R e R et R e R et e R e e Re b e Rt R e R oAt eRet oAt R e b eR e et et et e Reebe st nenrenrenen 179.5
Total future MiNIMUM [8ASE PAYMENTS........ccvieieeieiee st se et e e e et e e e e saestestesaeereeseeseesaenseseesresreaneeneeneens $ 237.1

(e) Tax Matters

The Company is incorporated in Bermuda and, except as described below, neither it nor its non-U.S. subsidiaries have paid
U.S. 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 U.S. However, because definitive identification of activities which constitute being
engaged in a trade or business in the U.S. is not provided by the Internal Revenue Code of 1986, regulations or court decisions, there
can be no assurance that the Internal 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 U.S. If the Company or its non-U.S. subsidiaries were considered to be
engaged in a trade or business in the U.S. (and, if the Company or such subsidiaries were to qualify for the benefits under the income
tax treaty between the U.S. and Bermuda and other countries in which the Company operates, such businesses were attributable to a
“permanent establishment” in the U.S.), 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) Letters of Credit

At December 31, 2010 and 2009, $2.4 billion and $3.0 billion of letters of credit were outstanding, of which 21.1% and
21.3%, respectively, were collateralized by the Company’s investment portfolios, primarily supporting U.S. non-admitted business
and the Company’s Lloyd’s syndicates’ capital requirements.
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18. Commitments and Contingencies (Continued)
(g) Claims and 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 typical 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 claims on insurance or reinsurance policies. This category of business litigation typically involves, amongst other
things, allegations of underwriting errors or misconduct, employment claims, regulatory activity, shareholder disputes or disputes
arising from business ventures. The following information highlights ongoing legal proceedings related to the Company.

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 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 and Indian Harbor Insurance Company. In the MDL,
the Class Action plaintiffs asserted various claims purportedly on behalf of a class of commercial insureds against approximately 113
insurance companies and insurance brokers through which the named plaintiffs allegedly purchased insurance. The Amended
Complaint alleged 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 alleging breach of fiduciary duty, aiding and abetting a breach of fiduciary duty and unjust 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 prejudice. The plaintiffs then appealed both Orders to the U.S.
Court of Appeals for the Third Circuit. On August 16, 2010, the Third Circuit affirmed in large part the District Court’s dismissal. The
Third Circuit reversed the dismissal of certain Sherman Act and RICO claims alleged against several defendants including two of the
Company’s subsidiaries but remanded those claims to the District Court for further consideration of their adequacy. In light of its
reversal and remand of certain of the federal claims, the Third Circuit also reversed the District Court’s dismissal (based on the
District Court’s declining to exercise supplemental jurisdiction) of the state-law claims against all defendants. On October 1, 2010 the
remaining defendants including two of the company’s subsidiaries filed motions to dismiss the remanded federal claims and the state-
law claims. The motions have been fully briefed and await the District Court’s decision.

Various XL entities have been named as defendants in three of the many tag-along actions that have been consolidated into
the MDL for pretrial purposes. The complaints in these tag-along actions make allegations similar to those made in 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. District Court for the
Northern District of Georgia on behalf of New Cingular Wireless Headquarters LLC and several other corporations against
approximately 100 defendants, including Greenwich Insurance Company, XL Specialty Insurance Company, XL Insurance America,
Inc., XL Insurance Company Limited and Lloyd’s syndicates 861, 588 and 1209. 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.” On October 12, 2007, a complaint in a third tag-along action was filed
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. against many named defendants including X.L. America, Inc., XL Insurance America, Inc., XL
Specialty Insurance Company and XL Insurance (Bermuda) Ltd. By order entered on or about October 5, 2010, the District Court
ruled that the tag-along actions, including the three in which the XL entities are named defendants, will remain stayed pending the
District Court’s decision on defendants” October 1, 2010 motions to dismiss the remaining claims in the Class Action.

The status of these legal actions is actively monitored by management. If management believed, based on available
information, that an adverse outcome upon resolution of a given legal 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, 2010 and 2009.

Legal actions are subject to inherent uncertainties, and future events could change management’s assessment of the
probability or estimated amount of potential losses from pending 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 individually and in the aggregate, will
not result in losses having a material effect on the Company’s financial position or liquidity at December 31, 2010.
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18. Commitments and Contingencies (Continued)
(h) Financial and Other Guarantee Exposures

As part of the Company’s legacy financial guarantee business, the Company’s outstanding financial guarantee contracts at December
31, 2010 included the reinsurance of 37 financial guarantee contracts with total insured contractual payments outstanding of $204.8
million ($198.7 million of principal and $6.1 million of interest) and having a remaining weighted-average contract period of 13.2
years. These contracts provide credit support for a variety of collateral types. On August 5, 2010, $386.5 million of notional financial
guarantee exposure (including principal and interest) on a Chilean toll road structure was eliminated when the issuer decided to prepay
the debt. Following this elimination, the remaining largest exposures are comprised of (i) $108.3 million notional financial guarantee
on three notes backed by zero coupon bonds and bank perpetual securities; (ii) $47.5 million notional financial guarantee on a
collateralized fund obligation with a collateral cushion in excess of 60% of the Company’s exposure that is currently being wound-up
in an orderly manner and (iii) the remaining $49.0 million of financial guarantees is comprised of 33 separate transactions with
varying forms of underlying collateral, including pre-2000 vintage asset backed securities and municipal government bonds. The
underlying financial guarantees are diversified and not individually significant.

The total gross claim liability and unearned premiums recorded at December 31, 2010 associated with the Company’s legacy
financial guarantee business were $23.5 million and $0.6 million, respectively. Of the contracts noted above, three contracts with total
insured contractual payments outstanding of $9.8 million had experienced an event of default and were considered by the Company to
be non-performing at December 31, 2010, while the remaining were considered to be performing at such date.

During January 2011, management commuted 32 of the financial guarantee transactions noted above, including the three
non-performing transactions. This commutation eliminated $41.9 million of notional financial guarantee exposure (including principal
and interest) for a payment of $22.1 million. This amount was included in the gross claim liability at December 31, 2010.

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.

At December 31, 2009, the Company’s outstanding financial guarantee contracts included the reinsurance of 41 financial
guarantee contracts with total insured contractual payments outstanding of $713.6 million ($568.2 million of principal and $145.4
million of interest) and having a remaining weighted-average contract period of 11.5 years. The total gross claim liability and
unearned premiums recorded at December 31, 2009 were $14.5 million and $1.5 million, respectively. Of the contractual exposure
existing at December 31, 2009, the Company had reinsured $423.8 million with subsidiaries of Syncora, however, at December 31,
2009, there were no gross claims liabilities or recoverables recorded. Of the 41 contracts noted above, three contracts with total
insured contractual payments outstanding of $16.1 million had experienced an event of default and were considered by the Company
to be non-performing at December 31, 2009, while the remaining 38 contracts were considered to be performing at such date.

On June 28, 2010, the Company completed a commutation, termination and release agreement (the “Termination
Agreement”) with European Investment Bank (“EIB”) which fully extinguished and terminated all of the guarantees issued to EIB by
the company in connection with financial guaranty policies between certain subsidiaries of Syncora Holdings Ltd. (formerly Security
Capital Assurance Ltd, “Syncora Holdings”) and EIB. These guarantees were provided for the benefit of EIB relating to project
finance transactions comprised of transportation, school and hospital projects with an average rating of BBB, written between 2001
and 2006 with anticipated maturities ranging between 2027 and 2038. The guarantees had been accounted for under Accounting
Standards Codification (“ASC”) section 460-10, Guarantees (previously FIN 45, “Guarantor’s Accounting and Disclosure
Requirements for Guarantees, Including Indirect Guarantees of Indebtedness of Others.”)

Under the Termination Agreement, the Company paid $38 million to EIB, and all of the Company’s exposures under the EIB
guarantees, with aggregate par outstanding of approximately $900 million, were eliminated. In addition, a further $0.5 million was
paid to EIB for expenses in relation to the termination. Pursuant to the obligations of Syncora Holdings and its affiliates (collectively
“Syncora”) under the Master Commutation, Release and Restructuring Agreement (the “Master Agreement”), dated July 28, 2008, as
amended, among the Company and affiliates, Syncora, and certain of Syncora’s credit default swap counterparties, Syncora paid the
Company $15.0 million. The net cost of this transaction is reflected in the Company’s Consolidated Statement of Income as “Loss on
Termination of Guarantee.” For further historical information regarding the above-mentioned EIB guarantees and the Master
Agreement, see Note 4, “Syncora Holdings Ltd. (“Syncora™).”
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19. Compensation Plans
(a) Stock Plans

The company’s ultimate parent, XL Group PLC, operates stock-based performance incentive programs, which provide for
grants of stock options and restricted stock to employees of the Company. The plans are administered by the Board of Directors and
the Compensation Committee of the Board of Directors of XL Group PLC.

XL Group PLC’s performance incentive programs provide for grants of stock options, restricted stock, restricted stock units
and performance units and stock appreciation rights. Share based compensation granted by the Company generally contains a vesting
period of three or four years, and certain awards also contain performance conditions. The Company records compensation expense
related to each award over its vesting period incorporating the best estimate of the expected outcome of performance conditions where
applicable. Compensation expense is generally recorded on a straight line basis over the vesting period of an award.

In connection with, and effective upon, the completion of the Redomestication of the Company’s ultimate parent, XL-Ireland
assumed the existing liabilities, obligations and duties of XL-Cayman under the NAC Re Corp. 1989 Stock Option Plan (the “1989
Plan”), the XL Group plc Amended and Restated 1991 Performance Incentive Program (the “1991 Program”), the XL Group plc
Amended and Restated 1999 Performance Incentive Program for Employees (the “1999 Program”), the XL Group plc Directors Stock
& Option Plan (the “Directors Plan”), the XL Group plc 2009 Cash Long-Term Incentive Program (the “2009 Program”), the XL
Group plc Supplemental Deferred Compensation Plan (the “DC Plan,” and together with the 1989 Plan, 1991 Program, the 1999
Program, the Directors Plan and the 2009 Program, the “Programs”). Furthermore, in connection with, and effective upon, the
completion of the Redomestication, the Programs were amended by XL-Cayman, among other things to, (i) provide that XL-Ireland
and its Board of Directors will succeed to all powers, authorities and obligations of XL-Cayman and its Board of Directors under each
Program, (ii) provide that the securities to be issued pursuant to each Program will consist of ordinary shares of XL-Ireland and (iii)
otherwise to reflect the completion of the Redomestication.

(c) Options

The fair value of each option grant is estimated on the date of grant using the Black-Scholes option pricing model with the
following weighted average assumptions:

2010 2009
DIVIAEN YIEI.....eviiieeiieiicisee bbbt ae st nnenen 3.25% 3.25%
RISK Tree INTEIESE FALE .....eviieiiiee et e 2.67% 2.38%
VOIALHTIEY 1.ttt b et sttt b et 71.09% 94.27%
EXPECIEA [IVES ...cviieieiie ettt ettt e et e st e besrestesreeneereens 6.0 years 6.0 years

The risk free interest rate is based on U.S. Treasury rates. The expected lives are estimated using the historical exercise
behavior of grant recipients. The expected volatility is determined based upon a combination of the historical volatility of the
Company’s stock and the implied volatility derived from publicly traded options.

During the years ended December 31, 2010 and 2009, the Company granted 455,455 and 534,000 options, respectively, to
purchase its ordinary shares to directors and employees related to incentive compensation plans, with a weighted average grant-date
fair value of $9.29 and $3.13, respectively. During the years ended December 31, 2010 and 2009, the Company recognized $7.2
million and $8.7 million, respectively, of compensation expense, net of tax, related to its stock option plan. Total intrinsic value of
stock options exercised during the years ended December 31, 2010 and 2009 was $0.2 million and nil, respectively.

The following is a summary of stock options as of December 31, 2010, and related activity for the year then ended for the Company:

Weighted
Weighted Average Aggregate
Average Remaining Intrinsic
Number of Exercise Contractual Value
Shares Price Term (000s)
Outstanding — beginning of Year...........cccccoevveviviicsce e 8,546,782 $  50.08 59years $ 7,397
(C] 101 (=T SRS 455,455 18.42
EXEICISEA. .. .cviitiiieieete et (10,000) 19.62
Cancelled/EXPIred.........cooeiiiieirieieisieeeseese s (381,424) 54.67
Outstanding — end OF YEAr .........coiiiiiiiiinere s 8,610,813 $  49.53 5lyears $ 15016
OpPtions EXErCISADIE. ......c.oeviiee et 5527692 $ 65.80 36years $ 3,928
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19. Compensation Plans (Continued)
¢) Options (Continued)

The aggregate intrinsic value in the table above represents the total pre-tax intrinsic value (the difference between the
Company’s closing stock price on the last trading day of the 2010 fiscal year and the exercise price, multiplied by the number of in-
the-money-options) that would have been received by the option holders had all option holders exercised their options on December
31, 2010. Total unrecognized stock based compensation expense related to non-vested stock options was approximately $6.8 million
as of the end of December 31, 2010, related to approximately 3.2 million options, which is expected to be recognized over a weighted-
average period of 1.0 years. No options were exercised during 2009. The exercise price of the Company’s outstanding options granted
is the market price of the Company’s ordinary shares on the grant date, except that during 2004, 295,000 options were granted with an
exercise price of $88.00 when the market price was $77.10.

(d) Restricted Stock, Restricted Stock Units and Performance Units

Restricted stock awards issued under the 1991 Performance Incentive Program vest as set forth in the applicable award
agreements. These shares contained certain restrictions prior to vesting, relating to, among other things, forfeiture in the event of
termination of employment and transferability.

During 2010 and 2009, the Company granted nil and 40,000 shares, respectively, of its restricted common stock to its
directors and employees related to incentive compensation plans, with a weighted average grant date fair value per share of nil and
$14.34, respectively. During the years ended December 31, 2010 and 2009, $13.5 million and $26.4 million, respectively, was charged
to compensation expense related to restricted stock awards. Total unrecognized stock based compensation expense related to non-
vested restricted stock awards was approximately $7.8 million as of the end of December 31, 2010, related to approximately 0.4
million restricted stock awards, which is expected to be recognized over 0.9 years.

Non-vested restricted stock awards as of December 31, 2010 and for the year then ended for the Company were as follows:

Number of Weighted-
Shares Average Grant
(thousands) Date Fair Value
Unvested at December 31, 2009 ......cociiiiiiiiiie ettt 945 % 46.67
LCT 101 (<10 ISR - 8 -
BT (=T SRRSO (440) $ 50.75
T (= =T TSSOSO SRRSO 4 $ 45.09
Unvested at DecemMBDEr 31, 2010 .......ooiiiiriiieeieieee ettt s e et e sttt et enea 501 $ 42.88

During the year ended December 31, 2010, the Company granted approximately 1.2 million restricted stock units to officers
of the Company and its subsidiaries with an aggregate grant date fair value of approximately $22.4 million. During the year ended
December 31, 2010, $7.5 million was charged to compensation expense related to restricted stock units. Each restricted stock unit
represents the Company’s obligation to deliver to the holder one ordinary share upon satisfaction of the three year vesting term.
Restricted stock units are granted at the closing market price on the day of grant and entitle the holder to receive dividends declared
and paid in the form of additional ordinary shares contingent upon vesting.

During the year ended December 31, 2010, the Company granted 1.2 million performance units (representing a potential
maximum share payout of approximately 2.4 million ordinary shares) to certain employees with an aggregate grant date fair value of
approximately $20.6 million. During the year ended December 31, 2010, $5.4 million was charged to compensation expense related to
performance units. The performance units vest after three years and entitle the holder to shares of the Company’s stock. There are no
dividend rights associated with the performance units. Each grant of performance units has a target number of shares, with final
payouts ranging from 0% to 200% of the grant amount depending upon a combination of corporate and business segment performance
along with each employee’s continued service through the vest date. Performance targets are based on relative and absolute financial
performance metrics.
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20. Retirement Plans

The Company provides pension benefits to eligible 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 compensation (base salary and annual bonus) 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 $37.7 million and $36.9 million at December 31, 2010 and 2009, respectively.

Defined benefit plans
The Company maintains defined benefit plans that cover certain employees as follows:
U.S. Plan

A qualified non-contributory defined benefit pension plan exists to cover a number of its U.S. employees. This plan also
includes a non-qualified supplemental defined benefit plan designed to compensate individuals to the extent that 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 annual 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.

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, 2010 and 2009 was $3.0 million and $3.3 million, respectively,
representing the entire unfunded projected benefit obligations.

Several assumptions and statistical variables are used in the models to calculate the expenses and liability related to the plans.
The Company, in consultation with its actuaries, determines assumptions about the discount rate, the expected rate of return on plan
assets and the rate of compensation increase. The table below includes disclosure of these rates on a weighted-average basis,
encompassing all the international plans.

2010 2009
Net Benefit Cost — Weighted-average assumptions for the year ended December 31
DISCOUNE ALE ...tttk ettt ettt bbb s bt bR bt bR R bR b bR b bR e Rt bbb e bbbt e b et e st e b et en e st st ene e 6.00% 6.00%
Expected long-term rate of return 0N PIAN @SSELS .......vivieiieieiere s et 8.00% 8.50%
Benefit Obligation — Weighted-average assumptions as of December 31
[T TTod o0 g1 OSSPSR 5.59% 6.00%

The U.S. Retirement plan assets at December 31, 2010 and 2009 consist of two mutual funds. The first fund employs a core
bond portfolio strategy that seeks maximum current income and price appreciation consistent with the preservation of capital and
prudent risk taking with a focus on investing in intermediate-term high quality bonds from the fastest growing economies in the
Pacific Rim, including Japan.

The second fund seeks long term growth of capital by investing in a diversified group of domestic and international
companies. Using a quantitative approach, portfolio managers identify companies that are expected to outperform in the next six to
twelve months and include them in the fund.

The fair value of the U.S. Plan assets at December 31, 2010 and 2009 was $25.1 million and $22.0 million, respectively. As
both of the retirement plan’s investments are mutual funds, they fall within Level 1 in the fair value hierarchy.
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20. Retirement Plans (Continued)
Defined benefit plans (Continued)
U.K. Plans

A contributory defined benefit pension plan exists in the U.K., but has been closed to new entrants since 1996. The Scheme
has approximately 110 members, of whom approximately 70 are active or deferred members of the Scheme. Benefits are based on
length of service and compensation as defined in the Trust Deed and Rules, and the Plan is subject to triennial funding valuations, the
most recent of which was conducted in 2009 and was reported in 2010. The $2.9 million deficit is being funded over a 10 year period.
Current contribution rates are 24.6% and 3% of pensionable salary for employer and employee, respectively.

The U.K. pension plan assets are held in a separate Trustee administered fund to meet long term liabilities to past and present
employees. The table below shows the composition of the Plan’s assets and the fair value of each major category of plan assets as of
December 31, 2010 and 2009, as well as the potential returns of the different asset classes. The total of the asset values held in various
externally managed portfolios are provided by third party pricing vendors. There is no significant concentration of risk within plan
assets.

Expected Expected
Return on Value at Return on Value at
Assets for December 31, Assets for December 31,
(U.S. dollars in thousands) 2010 2010 2009 2009
The assets in the scheme and the expected rates of return
were as follows:
EQUITIES ..o e 750% $ 5,542 6.70% $ 3,774
GHIES et 4.50% 1,249 3.70% 1,951
Corporate BONS ........ccccveieiieieiieiese st 5.70% 1,187 6.50% 1,501
Other (CaSh).....ccvciiicie e 4.20% 254 2.00% 318
Total market value of aSSets........ccccvveiieieniiiie e $ 8,232 $ 7,544

In addition, during 2003 six members who are still employed by the Company in the U.K. transferred from a defined benefit
plan into a defined contribution plan. These employees have a contractual agreement with the Company that provides a “no worse
than final salary pension” guarantee in the event that they are employed by the Company until retirement, whereby the Company
guarantees to top-up their defined contribution pension to the level of pension that they would have been entitled to receive had they
remained in the defined benefit scheme. The pension liability recorded with respect to these individuals was $3.4 million and $2.9
million at December 31, 2010 and 2009, respectively, representing the entire unfunded projected obligation.

European Plans

Certain contributory defined benefit pension plans exist in several European countries, most notably Germany, which are
closed to new entrants. Benefits are generally based on length of service and compensation defined in the related agreements. Included
in the projected obligation amounts of $66.3 million and $57.0 million at December 31, 2010 and 2009, respectively, in the table
below, are total unfunded projected obligations in relation to the European defined benefit schemes of $16.0 million and $14.3
million, respectively.
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20. Retirement Plans (Continued)

Defined benefit plans (Continued)

As a part of the purchase of GAPS, the Company acquired certain defined benefit pension liabilities. The related balances are

not included in the tables below as the liabilities are insured under an annuity type contract.

The status of the above mentioned plans at December 31, 2010 and 2009 is as follows:

(U.S. dollars in thousands) 2010 2009
Change in projected benefit obligation:
Projected benefit obligation — beginning of YEar ...........cccociv i $ 56998 $ 54,134
SEIVICE COSE (1) 1ttt b bbbt bbbt bbbt b bt eb e nb bt b e s b e st eb e et e b e ebeabe e 737 977
1T (TS o0 ) RO 3,021 2,980
ACTUAITAL (GAINY 7 10SS. ...ttt bbbttt b 8,197 (1,210)
Benefits and eXPENSES PRI .........cui i bbb e e e e (1,419) (1,359)
Foreign CUrrenCy 10SSES / (QAINS) ..eveiueiueeiieieieite ettt ettt sttt bbbt e bt e ne e b e e (1,207) 1,476
Projected benefit obligation — end OF YEAr ..ot e $ 66327 $ 56,998
(1) Service costs include cost of living adjustments on curtailed plans.

2010 2009
Change in plan assets:
Fair value of plan assets — beginning Of YEar.........cccccvv i $ 29548 $ 20,917
ACLUAL TELUIN ON PIAN BSSEES ...viuviiticieii et ettt st e be s beereeneeree e e besresrenrs 3,138 4,928
00T [0) Y= ol 01 ] 10 o] TSRS 1,295 5,600
Benefits and eXPENSES PAI ........cveiiriieieceeeee sttt renre s (995) (994)
FOreign CUrrenCy gainNs (IOSSES)......eiuuereieeieieeriesestesieseesteseessestesaessesseasseseensesseseessesseasseseessensessensessenns (249) 803
ACLUATIAL (I0SSES) 1 JAINS ..cveeeeeieseesteie ettt ettt st e e s e e et et srestesreenee e eneeseenrenes 557 (1,706)
Other transfers to defined contribULION PIAN ..o - -
Fair value of plan assets — €Nd OF YBAN ........coiiiiiiiccce e e $ 33294 $ 29,548
Funded StatUs — N0 OF YEAT .....c.eiiiiiiiciciee ettt $ (33033 $ (27,450)
AcCCrued PENSION HADTILY ....coviieiiiice ettt e e $ 33033 $ 32,250

The components of the net benefit cost for the years ended December 31, 2010 and 2009 are as follows:

(U.S. dollars in thousands) 2010 2009
Components of net benefit cost:
SBIVICE COSE...veveiietiiteieete et et et et ete st e e et e st e e ete st e e ete st e e ebesteseebe st eseebesteseabe st ereebeseeseateseeseateseesesteseetesreeas $ 736 % 977
1T (T o0 ) RO ORI 3,021 2,980
EXpected return 0N PIaN @SSELS .......couiiiiieieiiereie sttt ettt ettt e sb bbbt e b e b b e (1,985) (1,610)
Amortization of NEt ACTUANTAI T0SS .......couiiiiiie e 198 131
INEE DENETIT COSE....viviviiiiiiiicie ettt bbb bbb e ettt st ettt ettt r e sttt bans 3 1970 $ 2,478
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21. Accumulated Other Comprehensive Income (Loss)

The related tax effects allocated to each component of the change in accumulated other comprehensive income (loss) were as

follows:

(U.S. dollars in thousands)
Year Ended December 31, 2010:
Unrealized gains on investments:
Unrealized gains arising during YEar ...........coceeereririeeiienie e e
Less reclassification for (losses) realized in iNCOME .........ccooovieiiiiiienc e,
Net unrealized gains ON INVESIMENTS.........cccceiiiieienire e
Change in net unrealized gain on future policy benefit reserves..........cccooeevvvanae
Change in underfunded pension liability .........ccccccceviiiiiiiiisieece e
Foreign currency translation adjustments ..........ccccccceiereniene s
Change in accumulated other comprehensive iINCOME ..........cccocvvevvivvieeieiereseniens

Year Ended December 31, 2009:
Unrealized gains on investments:
Unrealized gains arising during YEar ..........cccoeoeierinienieieeieee e
Less reclassification for (losses) realized in iNCOME .........cccoovieiiiienencienee,
Net unrealized gains 0N INVESIMENTS.........c.cceiviieienise e
Change in net unrealized gain on future policy benefit reserves............ccoceeveveinene
Change in underfunded pension liability .........cccccoceiiiiiiiiinisieeee e
Foreign currency translation adjustments ..........cccoccvvveiieieeieie s
Change in accumulated other comprehensive iINCOME ..........cccocvvevvvviviieeieicneneens

Before Tax Tax (Benefit) Net of Tax

Amount Expense Amount
$ 767001 $ (46,859) $ 813,860
(142,779) (5,369) (137,410)
909,780 (41,490) 951,270
(3,714) - (3,714)
(2,619) - (2,619)
47,351 (3,600) 50,951
$ 950,798 $ (45,090) $ 995,888
$ 1,250,328 $ 97,942 $ 1,152,386
(1,255,770) (32,050) (1,223,720)
2,506,098 129,992 2,376,106
5,382 - 5,382
(2,255) - (2,255)
169,263 (11,627) 180,890
$ 2678488 $ 118365 $ 2,560,123

The December 31 balance of each component of accumulated other comprehensive income (loss) for 2010 and 2009 are as

follows:

Year Ended December 31
(U.S. dollars in thousands)

Accumulated unrealized gains (losses) on investments, net of taxX ............cccceevene.
OTTI losses recognized in other comprehensive income, net of tax ....................
Accumulated foreign currency translation ...
Accumulated underfunded pension lability ..........cccooeiiiiiiiiiii e

22. Dividends

2010 2009
$ 72066 $ (804,888)
(144,906) (219,222)
104,439 53,488
(14,899) (8,566)
$ 16700 $ (979,188)

The company paid a dividend of $833.3 million in 2010, $487.2 million was cash, $312.8 million was investments and
$33.3 million was reduction of inter company balances. The company paid a dividend of $2,071.5 million in 2009, $394 million was

cash, $1,046.6 million was investments and $630.9 million was reduction of inter company balances.
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23. Taxation

The Company and it’s 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 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 until
March 31, 2011 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.

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, 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 certain 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. During 2010, the Company revised its capital strategy such that it is no longer able to positively assert that all earnings
arising in the U.S. will be permanently reinvested in that jurisdiction and accordingly, a provision for withholding taxes arising in
respect of U.S. earnings has been made. No withholding taxes are accrued with respect to the earnings of the Company’s subsidiaries
arising outside the U.S. as it is the intention that all such earnings will remain reinvested indefinitely.

The Company adopted the provisions of the final authoritative guidance on 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 its implementation and has
not recognized any liabilities in subsequent accounting periods.

The Company has open examinations by tax authorities in Ireland, the U.K., the U.S. and France. The years under review are 2006 to
2009, 2007 and 2008, 2006 to 2009, and 2008 and 2009, respectively. The Company believes that these examinations will be
concluded within the next 24 months; however, it is not currently possible to estimate the outcome of these examinations.

The Company has open tax years, that are potentially subject to examinations by local tax authorities, in the following major
tax jurisdictions, the U.S. 2010, the U.K. 2009 to 2010, Switzerland 2007 to 2010; Ireland 2005 to 2010, Germany 2006 to 2010 and
France 2007 to 2010.

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. At December 31, 2010 and 2009, the Company has no accrued liabilities relating to interest
and penalties.

The income tax provisions for the years ended December 31, 2010 and 2009 are as follows:
Year Ended December 31

(U.S. dollars in thousands) 2010 2009
Current expense:
L6 S OO OSSOSO U RSO URTORUUORPO $ 40413 $ 29,112
NON ULS bbb bbbttt n et n e 41,262 90,079
TOAl CUFTENT EXPEINSE ...ttt sttt sttt bbbttt $ 81675 $ 119,191
Deferred expense (benefit):
U S R Rt R bR b et n e $ 18225 $ (4,604)
NON ULS bbbt bbb bt e bbb bt e b 63,037 (62)
Total deferred expense (DENETIL) ...cocovciiiiiicie i e $ 81262 $ (4,666)
TOtAl TAX EXPENSE ....vcviviiiieiictciesc ettt sttt be b s $ 162,937 $ 114,525

The weighted average expected tax provision has been calculated using the pre-tax accounting income (loss) in each
jurisdiction multiplied by that jurisdiction’s applicable statutory tax rate. The applicable statutory tax rates of the most significant
jurisdictions contributing to the overall taxation of the Company are, Ireland 12.5% and 25%, Bermuda 0%, the U.S. 35%, the U.K.
28%, Switzerland 7.83% and 21.2%, Germany 15%, and France 34.43%. Reconciliation of the difference between the provision for
income taxes and the expected tax provision at the weighted average tax rate for the years ended December 31, 2010 and 2009 is
provided below:
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23. Taxation (Continued)

(U.S. dollars in thousands) 2010 2009

Expected tax provision at weighted average rate.........ccoooeereiiencineneese e $ 88,822 $ 123,354

Permanent differences:

Non-taxable INVESIMENT INCOME.......coiiiiiiiieiree s (10,176) (5,715)
NON-TAXADIE INCOME.......ouiiiiiiie e e 3,838 (91,968)
Prior Year 0JUSTMENTS .........oiiiiiieieeiee ettt ettt e b e bbb e e e 16,594 (15,360)
State, local and fOreign tAXES.......ccvcveiiieie e ere s 44,120 59,835
Valuation allOWANCE ........cceiiiiiiici ettt st besresreens (7,251) 11,439
Allocated INVESIMENT INCOME ......ccviiieieiee et 12,386 20,045
S 0101 ] o] [0 4P SRSSSRS 3,323 6,222
NON-AEAUCLIDIE EXPENSES.....ecviiieceieeeie e ee e nnens 11,281 6,673

TOLAl TAX BXPEINSE. ... cviviietere sttt ettt e et s e st et e bt e s b et e e b re e b s s $ 162,937 $ 114525

Significant components of the Company’s deferred tax assets and liabilities as of December 31, 2010 and 2009 were as

follows:

(U.S. dollars in thousands) 2010 2009

Deferred Tax Asset:
Net UNPaid 10SS FESEIVE QISCOUNT ......c.iiuiitiiiiitiiieeeee ettt et bbbt be st be b b ene s $105,313  $ 102,657
NEL UNEAINEH PIEMIUMS ......tiitiitiitieieetie ettt sttt e et e b et e b e bt eb e b e st e s e e s e besbeebesbeabe et e e e eneeneenbesbesnenrens 57,289 45,786
CompPenSation HADTHLIES ..........cc.iiiiiie et sb e b b e 42,347 48,904
INEL OPEIALING OSSES....uveiiitiiieite ettt ettt et et e st e e teese e s e et et e eesbesteeaeeteeseeneesaenbeseesnenrens 274,278 314,026
INVESTMENE AAJUSTMENTS .....ecviiieieicie ettt st e b e e te et et e s te st e s besaeeteeneenbeseestentesneens 8,941 18,300
PEISION ...ttt ettt ettt b e bt E e Rt E e bt e R b e R e bt e Ee Rt e R bt be bbbt b e 6,290 6,356
Bad EIDE FESEIVE ... bbbttt ettt 10,502 1,483
Guarantee fUNM FECOUPMENT .......eiuiieieeieie ettt et e e et e seesaesreeneenee e enseseesrenreanes - 4,346
UNEaXed LIOYA S FESUIL .....c.veieieecieeiecieese sttt e et et te e neere e e e s e seenreseennenrens - 12,772
Net unrealized depreciation 0N INVESIMENTS .........ciiiiiiiee e erens 6,004 18,972
3 010t ] 0] [0 43PPSR 11,097 12,519
(DT o (T P LA o AU RURRRUTTTU PR 7,131 16,680
Net UNrealized CaPItal I0SSES. ... ..c.iiiiiiiiiee et bbb e bbb e - 32,289
Net realized CAPITAl IOSSES ......eouiiiieieie et bbbttt e bbb e 117,358 86,440
Deferred intercompany Capital I0SSES.......ccviiieiiiieieiese e reere s 142,300 168,700
(@1 1= OSSPSR 9,527 23,325
Deferred tax asset, gross of valuation alloWanCe............cccccoieiiieiiii i, $798,377  $ 913,555
ValUBLEION BHOWENCE ... .ot bbbt b ettt ne et b se et e 506,542 517,582
Deferred tax asset, net of valuation allOWaNCE ...........ccooeriiiiiicie i $291,835  $ 395,973

Deferred Tax Liability:
Net unrealized appreciation 0N INVESIMENTS .........vcveiiiere e snenre s 52,972 51,764
UNFEMIEEA BAIMINGS .vovverveieie sttt ettt st e e e e et e stesteese e s e e e e s e seestesteaneareeneeneeseenreneennenrens - 1,015
(=) (=T =T I Toto (U1 o] 0 1) £ 19,601 14,651
Currency translation AdJUSTMENTS .........oovieiiiieiieieiee ettt e e e e steseesresreanes 11,115 9,407
Deferred gain 0N INVESIMENTS ........oviie ettt e et ste b tesreete e e e e e neesbeseesnenrens - 1,613
REGUIALOIY FESEIVES ...ttt sttt e sttt sttt s e e et e nte bt s te st e s e e e benteebesbeeseereeneeneenaenbesbeanenrens 149,650 127,186
UNEAXEA LIOYU S FESUIL ...ttt bbb bbb bttt et e nne b e sbe b e 16,028 -
(@] 1 1) OSSPSR 8,565 221
Deferred taX ADIILY........c.cvevevcvccieccee ettt bbbt nen bt bns $257,931  §$ 205,857

INEL DEFEITEA TAX ASSEL ..t iereeie ettt e ettt s e s e e e e e e s et beb b e b b e s e e e s s s s s eserene s $ 33,904 $ 190,116
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23. Taxation (Continued)

The valuation allowance at December 31, 2010 and December 31, 2009 of $506.5 million and $517.6 million, respectively,
related primarily to net operating loss carry forwards in Switzerland and net unrealized capital losses and realized capital loss carry
forwards in the U.S. that may not be realized within a reasonable period. As of December 31, 2010, the Company had realized capital
loss carry forwards of approximately $745.7 million in the U.S. ($261.0 million tax effected), against which a valuation allowance of
approximately $261.0 million had been established. Included within the capitalized realized losses are $406.6 million of losses arising
from the sale of investments to a group company ($142.3 million tax effected), against which a valuation allowance of $142.3 million
has been established. These losses cannot be utilized to offset any future U.S. realized capital 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, 2010, net operating loss carry forwards in the U.K. were approximately $152.4 million and have no
expiration. As of December 31, 2010, net operating loss carry forwards in Switzerland were approximately $1.1 billion and will expire
in future years through 2017.

Management has reviewed historical taxable income and future taxable income projections for its U.K. group and has
determined that in its judgment, the net operating losses will more likely than not be realized 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 relief) will be sufficient to utilize the net operating losses of approximately $152.4
million. Management will continue to evaluate income generated in future periods by the U.K. 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 valuation allowance would be required for the U.K. portion of the
net deferred tax asset, in the amount of $41.5 million.

Shareholder’s equity at December 31, 2010 and 2009 reflected tax benefits of nil and nil, respectively, related to
compensation expense deductions for stock options exercised by the Company’s U.S. subsidiaries.

24, 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 in which
the Company operates, including Bermuda, the U.S., Ireland and the U.K., among others. Statutory capital and surplus for the
principal operating subsidiaries of the Company for the years ended December 31, 2010 and 2009 are summarized below. 2010
information is preliminary as many regulatory returns are due later in 2011 for many jurisdictions in which the Company does
business, and accordingly, 2010 information summarized below is subject to revision.

Bermuda (1) U.S. (2 U.K., Europe and Other
(U.S. dollars in thousands) 2010 2009 2010 2009 2010 2009
Required statutory capital and
SUFPIUS .o $4,623,084 $4,714422 $ 640,834 $ 641,160 $1,128,062 $1,275211
Actual statutory capital
and surplus (3) ...ccooeeereeeenenenenn $9,159,019 $ 8,541,341 $ 2,273,711 $ 2,191,298 $3,195809  $3,091,259

(1) Required statutory capital and surplus represents 100% BSCR level for principal Bermuda operating subsidiaries.
(2) Required statutory capital and surplus represents 100% RBC level for principal U.S. operating subsidiaries.
(3) Statutory assets in Bermuda include investments in other U.S. and international subsidiaries reported separately herein.

The difference between statutory financial statements and statements prepared in accordance with GAAP varies 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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24, Statutory Financial Data (Continued)

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 so. 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 capital and liquidity around the group as and when needed.

Bermuda Operations

In early July 2008, 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
Requirement (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. Insurers and reinsurers may adopt the BSCR model or, where an insurer or reinsurer believes
that its own internal model better reflects the inherent risk of its business, an in-house model approved by the BMA. Class 4
(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, 2009. The Company’s capital requirements under the BSCR are highlighted in the table
above. In addition to the BSCR based requirements, the BMA also prescribes minimum liquidity standards which must be met.

Under the Insurance Act 1978, amendments thereto and related regulations of Bermuda, the Company and one of its
Bermuda subsidiaries, XL Re Ltd, are prohibited from declaring or paying dividends of more than 25% of each of their prior year’s
statutory capital and surplus unless the Company filed with the Bermuda Monetary Authority a signed affidavit by at least two
members of the Company’s Board of Directors and the Company’s Principal Representative 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, 2010 and 2009, the maximum
dividend that the Bermuda operating entities could pay, without a signed affidavit, having met minimum levels of statutory capital and
surplus and liquidity requirements, was approximately $1.3 billion and $1.3 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 in an aggregate amount in any twelve month period that exceeds 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 also provides that any distribution that is a dividend may only be paid out of statutory earned
surplus. At December 31, 2010, and 2009, XLRA had statutory earned surplus of $184.3 million and $126.0 million, respectively. At
December 31, 2010, XLRA’s statutory policyholders’ surplus was $2.3 billion, and accordingly, the maximum amount of dividends
XLRA can declare and pay in 2011, without prior regulatory approval, is $184.3 million. At December 31, 2010, none of the seven
property and casualty subsidiaries of XLRA had a statutory earned deficit, while at December 31, 2009 one had a statutory earned
deficit of $3.4 million.

International Operations

The Company’s international subsidiaries prepare statutory financial statements based on local laws and regulations. Some
jurisdictions impose complex regulatory requirements on insurance companies while other jurisdictions impose fewer requirements. In
some 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 majority of the actual statutory capital outside of the U.S. and
Bermuda is held in Ireland ($1.6 billion at December 31, 2010) and the U.K. ($1.1 billion at December 31, 2010). Dividends from the
U.K. and Ireland are limited to the equivalent 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 capital levels below $1.5 billion in Ireland.
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25. Related Party Transactions
For detailed information regarding the Company’s transactions with Syncora see Note 4, “Syncora Holdings Ltd.”

At December 31, 2010, the Company owned minority stakes in seven independent investment management companies
(“Investment Manager Affiliates”). At December 31, 2009, the Company owned minority stakes in nine independent investment
management companies. The Company sought to develop relationships with specialty 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 Manager Affiliates.

In the normal course of business, the Company enters into certain quota share reinsurance contracts with a subsidiary of one
of its other strategic affiliates, ARX Holding Corporation. During the year ended December 31, 2010, these contracts resulted in
reported net premiums written of $71.1 million, net losses incurred of $33.1 million and reported acquisition costs of $32.8 million.
During the year ended December 31, 2009, these contracts resulted in reported net premiums written of $44.1 million, net losses
incurred of $20.1 million and reported acquisition costs of $19.1 million. Management believes that these transactions are conducted
at market rates consistent with negotiated arms-length contracts.

In addition, the Company had entered into a reinsurance contract with another strategic affiliate, ITAU. The reinsurance
contract resulted in reported net premiums of approximately $3.1 million, loss reserves of $1.2 million, and reported acquisition costs
of $1.4 million during the year ended December 31, 2009.

In the normal 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.

As at December 31, 2010 the Company and its subsidiaries had balances due from related parties of $425.0 million. These
amounts are all due from XL Group Limited or companies directly controlled by them. XL Group Ltd is the immediate subsidiary of
XL Group Plc, a Company domiciled in Ireland and listed on the New York Stock Exchange. XL Group Ltd has a Long Term Debt
Rating of BBB+ (Stable) and the Company considers there is no recoverability issue with regard to this asset.

26. Subsequent Events

During December 2010, the Company recorded preliminary loss estimates of the total loss exposure in 2010 to the
Queensland floods, net of reinsurance and reinstatement premium, of approximately $23.3 million, of which $18.3 million is
attributable to the Insurance segment and $5.0 million to the Reinsurance segment. The Australian flooding events continued in 2011
so additional losses in the range of $75-95 million are expected in the first quarter of 2011.

On March 9, 2011, the Company announced preliminary net loss estimates, pretax and net of reinsurance and reinstatement
premium, ranging from approximately $70 million to $85 million, for the earthquake that struck Christchurch, New Zealand on
February 22, 2011. The majority of this loss estimate is attributable to the reinsurance segment.

On April 4, 2011, the Company announced preliminary net loss estimates for the March 11, 2011 earthquake and tsunami in
Japan, pretax and net of reinsurance and reinstatement premiums, ranging from approximately $190 million to $290 million, with
approximately 70 percent attributable to the reinsurance segment. The wide range reflects the continued uncertainty regarding the
event, including whether coverage levels will be reached under certain policies.

The Company’s loss estimates are based on combinations of its review of individual treaties and policies expected to be
impacted, commercial model outputs, client data received to the date the estimates are made, and consideration of expectations of total
insured market loss estimates if available, both from published sources and the Company’s internal analysis. The Company’s loss
estimates involve the exercise of considerable judgment due to the complexity and scale of the insured events, and are accordingly
subject to revision as additional information becomes available. Important factors that could cause actual losses may differ materially
from these preliminary estimates, include the preliminary nature of reports and estimates of loss and damage to date.
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