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Marcel Abegg
XLIGR/Switzerland
Underwriting/Property

Andrew Vigar
XLIGR/Austria
Customer Relationship
Management

“When we talk about
clients and the valus
XL brings te them,

t think about our

“Wa ars working in a
time of great change
and XL is welt
positioned to meet
the challenge.”

professionalism,
solutions-driven

behavior, financial
strength and ethics.”

Laura Wagner
XL Environmental
Risk Controf -
Professional and
Pollution Services

“Being part of XL is
about tapping into
the potential for
personal growth and
about being part of
something great.”

John Beauchamp Susan Cross
XL Environmental XLRe
Underwriting Actuarial Management

“Being part of an “XL's relatively flat management
insurance and financia! structure allows ideas to
services organization be shared and decisions to be
that will set the made on a timely basis. This
standard in the 21st makes employees feel that
century makes me they can get things done and
proud.” make a difference.”

Henk Bakker
XL Professional/Netheriands
Underwriting

Mark Silverstein
XLCw
investments

“XL encourages
entrepreneurial behavior,
rewards its employees
for their technical

skills, and stimulates

its employees to think
outside of the box."

“QOur fundamental strength
is about people and capital.
XL has people with diverse
backgrounds driven

to provide the highest
quality products, and value
to clients and the company.”

Donal Kelly
XLIGR/UK
Client Relationship Management

“Our solid reputation is linked
1o our financial strength,
innovation, entrepreneurial
spirit, and quality people.
This, combined with strong
leaders, and a desire to
succeed and never accept the
status quo, contributes to our
marketplace success.”




Patrick Rufener
XLIGR/Switzerland
Underwriting/Property

Dominique Penisson
XLIGR
Human Resources

“Financial security,
paired with strong
technical know-how
helps power our
solutions.”

“XL is truly an
international company
with a wide range of
career opportunities. We
value our people, their
diversity and expertise.”

Mary Jane Constant
XLCA
Financial Services

“XL is a dynarnic and
growing company

with a diverse group
of people.”

Jennifer Williams
XL Insurance

Heather Goodhew

XLRe/UK k )
Property Facultative Actuarial and
Management Financial Analysis

»} can sum up XL Capital
in a few words.
Dedicated management
and employees providing
quality products and
services.”

“Qur abundance of capital,
both intellectual and financial,
allows us to provide our
clients with exceptional

loss expertise and swift,
consistent service, combined ..
with a real understanding of
their business needs.”

Chris Coelho
XL Insurance
Corporate Finance

Trevor Brookes
XL Capital

Internal Audit
“Our clients can

be assured of our
commitment to our
shared values of
gthics, teamwork
and excellence that
combined, enable us
1o provide them with

“Ungquestionably, our
strength lies in our financial
and human capital. As

an employee | am proud

of the company we hava
become and of the value
we bring to our customers.”

a level of service
second to none.”

Jacqueline Jones
XLIGR/Switzertand
Strategic Planning

“XL_is a successful
company genuinely
committed to developing
the energy, talents and
ideas of it employees
and turning this input

into benefits for -
customers, shareholders

and employees.” ) W‘TAL
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Legend:
XLCA XL Capital Assurance

XLCIP XL Capital Investment
Partners

XLIGR XL Insurance Global Risk
XLLM XL tondon Market




LETTER TO SHAREHOLDERS

HE YEAR 2002 was one of solid performance for XL Capital Ltd (XL) during a difficut transition

period for our industry, characterized by both substantially improved current year fundamentals and sig-

nificant prior year adverse development. The accelerated market hardening set the stage for re-establish-

ing our superior record of earnings and book value growth after the tragic and catastrophic losses in 2001.

As we enter 2008, the insurance and rein-
surance industry is beset with myriad challenges.
The continuing emergence of pre-1986 asbestos
and the 1997 through 2000 casualty and profes-
sional liability losses, along with major write-
downs of investment portfolios have reduced
or eliminated earnings and weakened balance
sheets on a widespread basis. Credit down-
grades by the rat-
ing agencies are
the order of the day
and the list of dis-
tressed companies
continues to grow.
While not unscathed, XL's culture of maintaining
a strong balance sheet and disciplined under-
writing compares very favorably to the industry.
These virtues have helped us maintain our top
tier credit ratings, which differentiate us from
most of our competitors and are of increasing
value to our customers and brokers. XL is now
among a shrinking short list of significant market
participants. With stable, highly rated coverage
capacity and rare reliability for claims satisfaction,
we are in prime positicn to operate in markets
of our choice where returns have the potential to
be superior.

Since going public in July 1991, our annual
compounded total return to shareholders has
averaged 17% compared with the Standard &
Poor's 500 Index of 9% over the same period.
From 1891 to the end of 2000 our book value
grew at an average of 15.4% annually. However,
the impact of losses from September 11th
reflected in 2001 and 2002, reduced our annual
book value growth rate to 12.6% through the end
of 2002. The completion of our strategic build-

out and the progressive improverment of under-
writing conditions provided us with momentum in
revenue and earnings in 2002, which saw book
value grow by 10%. Over the next few years, we
expect growth in book value per share to contin-

ue to improve.

2002 Financial Achievements
° A record level of $9.0 billion gross premiums

written from both general and life operations.

An underwriting profit of $280.0 million for gen-
eral operations and a combined ratio of 97%,

despite adverse loss development of prior years,

°

Net operating income of $700.8 million,
excluding net realized investment and realized

and unrealized derivative instrument losses.

Shareholders’ equity is at the highest it has
ever been at $6.8 billion, delivering an operat-
ing return on common equity of 12% for the
year and 17% in the fourth quarter, exceeding
our overall target of 15%.

©

Increased book value per share of $44.48
versus $40.35 a year ago.

o

Cash flow from operations of $3.0 billion for the
year, including life and financial solutions struc-

tured product business.

Total assets of $35.6 bilion at December 31,
2002.

Total cash and investments at $21.5 billion at
December 31, 2002.

Increased total capitalization by $1.1 billion

°

®

through senior note and preferred share offer-

ings.

@

Maintained our double-A and triple-A ratings
of our property and casualty businesses and
financial guarantee companies, respectively, in

an environment characterized by downgrades.



Industry Outiook

Property and casualty insurance and reinsurance
industry rates, which had begun to improve in
2001, accelerated after the tragic events of
September 11th and continued to harden
throughout 2002 in most lines of business.
Indeed, there is reason to anticipate that overal!
rates will continue to increase throughout 2003.
Industry factors supporting this trend include
continuing adverse loss reserve development,
low investment returns, the overhang of asbestos
losses, an overall constraint in industry capacity,
scrutiny of credit ratings and a flight to quality. In
Europe, a number of reinsurance and insurance
companies were challenged financially due to
declining equity markets, the continued emer-
gence of poor prior period underwriting results

and a higher level of regional catastrophes.

At XL

The improved contract terms and conditions
have enhanced the risk profile and quality of our
book of business. We benefited significantly from
a flight to quality as our financial strength ratings
place us among an elite number of large com-
panies with top tier ratings. Even with the new
Bermuda insurance and reinsurance company
start-ups, there remains a shortage of highly
rated capacity in the marketplace. However, as
a result of the significant re-underwriting of the
former Winterthur Internationai book, we man-
aged to avoid large losses in the European floods
and are well positioned for organic business
growth in this region.

During the year 2002, we added to net
reserves for September 11th event losses as well
as for our U.S. casualty reinsurance business.
Also, although we have only minimat asbestos
and environmental exposure, we almost doubled
our net reserves for potential losses to $66.1
million, which is less than 1% of our total net

reserves.

These incremental reserves, totaling $380
million after tax, were in large part offset by favor-
able prior year developments in other areas of
the company coupled with a low leve! of losses

for the year.

A Global Organization with a Specialized
Focus

The close of 2002 marks the beginning of a
new phase of our development as a consolidated
global organization. Having successfully complet-
ed our recent pericd of acquisitions, we are now
in all of our markets of choice and are focused
on organic growth. We have more than 3,000
employees in 90 locations in some 30 countries.

Notably, in 2002, we acquired majority ownership

of Le Mans Ré, and completed the integration
of the former Winterthur International operations
- now re-branded as XL Insurance Global Risk —
acquired in July 2001. As part of this process, we
became more focused in our operations, taking
the opportunity to re-underwrite the Winterthur
International portfolio and to exit non-core lines
of business at XL London Market, our Lloyd's
platform. This is consistent with our core strate-

gic objective to be a risk specialist.

ZELCAPITAL
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XL CAPITAL LTD

Highlights from the

Operating Segments

Insurance

° Insurance operations bene-
fited from the flight to
quality, and the effective
integration of our recently
acquired operating units.

To this end, we achieved

underwriting profits of $294
million and a combined
ratio of 92.9%.

o Net premiums written

GROSS PREMIUMS WRITTEN reached $3.2 billion, up
Financial Products & Services 2% 81% from 2001 and net
Life 12% ) .
Reinsurance 35% premiums eamned increased
Insurance 51%

©

100% by 67% primarily due to
price increases in all lines,
organic growth, increased
net retentions and a full year
of Winterthur International
results,

In February 2002, Clive Tobin, President

and Chief Executive of XL Insurance Ltd,

({Bermuda) was appointed President and Chief

Executive  Officer

of XL Winterthur

International  (now

XL Insurance Global

Risk). Clive has done

an excellent job run-

ning this business.

e The integration of Winterthur International,

involved re-underwriting the entire XL
Winterthur International book to XL standards,
and was completed with less interruption to
business than originally anticipated. This effort
restored XL Winterthur International to profitable
operations for the year 2002 on an underwrit-
ing basis. In 2003, XL Winterthur International

will be known as XL Insurance Global Risk.

* In January 2002, we merged our Lloyd's
syndicates 1209 and 990, renaming them
XL London Market. We have now assumed
100% ownership of this underwriting opera-
tion and it is fully integrated into our insurance
segment.

* We achieved an Aa2 Moody’s rating for two
of the former Winterthur International sub-

sidiaries.

Reinsurance

= General and life reinsurance operations saw
$4.2 billion in gross premiums written, up
66% from 2001.

¢ The combined ratio for the year was 102.6%
improving significantly from 175.6% a year ago.

o We became the majority shareholder of Le
Mans Ré early in 2002 and agreed to the price
for the remaining interest enabling us to con-
solidate 100% of their results. Gross premi-
ums written by Le Mans Ré in 2002 were
$345 million.

e Life reinsurance business experienced good
development with a large contract being writ-
ten in the third quarter.

e Henry Keeling, Chief Executive of XL's reinsur-
ance operations, moved to London to further
develop the XL Re London operations and the
increasingly important continental European
operations of Le Mans Ré.

e We strengthened the management structure
of XL Re Ltd with Jamie Veghte moving to
Bermuda to become President, Chief Operat-
ing Officer and Chief Underwriting Officer of
XL Re Ltd.

Financial Products and Services

o Our Financial Products and Services segment
continued to grow. Our participation in this
area is key to developing a revenue stream
that is counter-cyclical to the earnings of

our property and casualty segments. Looking




ahead, we expect continued significant growth

in our financial guarantee business.

As part of XL Capital Assurance Inc.'s (XLCA)
plan to expand its licensing platform, it estab-
lished a triple-A rated London-based financial
guarantee subsidiary, XL Capital Assurance
(U.K.) Limited. Later in the year, XLCA received
a California license and opened offices in San
Francisco and Los Angeles.

XL Financial Assurance Lid (XLFA), our major-
ity-owned joint venture with FSA International,
had another successful year. XLFA is the
only remaining triple-A financial guarantee
reinsurer.

XL Life Insurance & Annuity Company (XLLA)
purchased a shell company and became
licensed in 45 states and issued its first
contracts in 2002.

We invested in Primus Guaranty Ltd., taking
a minority stake in this new provider of credit

risk protection.

Investments

Total net investment income increased to
$734.5 million in 2002 from $610.5 million in
2001.

While we experienced reduced returns due
to fower interest rates, reflecting unfavorable
market conditions, substantial new cash flow
from operations helped increase total invest-
ments.

Velatile markets impacted returns from our
equity in investment affiliates. Several new
investment affiliates were added this year,
including FrontPoint Partners, Stanfield Capital
Partners and SphinX — a new fund index
launched by Standard & Poor’s. Investment in

affiliates at year end were $1.3 billion.

Capital Management

We raised $1.1 billion of new capital through
debt and preference share issues.

We implemented a number of strategic initia-
tives to focus on risk management, capital
allocation, processes and financial reporting
and control.

We maintained
strong financiat
ratings, with all
ratings reaffrmed
by Standard &
Poor’s Ratings
Services, Moody's Investors Service, Fitch
Ratings and AM. Best.

Our corporate culture embracing ethics,

teamwork, excellence, development and respect,

is well suited to the current regulatory environ-

ment. This environment, while requiring the

allocation of management attention and

resources to compliance, will not impede
XUs renowned entrepreneurial spirit
which has contributed to the

success of XL. We will
continue to operate
according to best prac-
tices. Mike Esposito,
our Chairman since
1994, has always been
an advocate of strong
corporate governance
and has taken the lead
to maintain our best
practices - see his letter
addressing the subject
on page 29 of this
annual report.

I would also like to
mention the retirement
of Sir Brian Corby and
the resignation of

Michae! Butt from our

XL CAPITAL LTD BUSINESS MIX
(based on Net Premiums Earned)

Financial Products & Services
Accident & Health

Other

Marine, Energy, Aviation & Satellite
Life

Property

Casualty

1%
2%
9%
12%
17%
23%
36%
100%

JL cAPITAL

ANNUAL REPORT 2002







Board. Sir Brian has been instrumental in the
development of our U.K. based operations and
| am pleased that he will continue to serve on our
subsidiary boards in the U.K. Michael Butt has
served both as a director and as a member of
our executive management board since our
acquisition of Mid Ocean Ltd in 1998. Michael
has assumed the chairmanship of a Bermuda-
based insurer and remains extremely active in
our industry.

I am confident we will maintain profitable
growth in 2003 through the continuation of the
hard market conditions we experienced in 2002,
A firm foundation for my optimistic outiook is our
ability to grow while maintaining underwriting
discipline. In addition, our abundant resources
of capital and people, exemplified by our ever-
growing expertise in development of market
opportunities, provide the fundamental strength
necessary for continued success.

Finally, and recognized by XL's management
as an overriding responsibility, our commitment
to best practices in transparency and accounta-
bility, such as our decision to expense stock
options in 2003, along with best practices in
underwriting, risk management and financial
capital management should continue to distin-
guish XL Capital in 2003 and beyond. ! believe
our best days are with us now and will continue

well into the future.

Brian M. O'Hara
President and Chief Executive Officer

XL CAPITAL LTD INVESTMENT MIX

Asset Backed 4%
Non-U.S. Other 10%
U.S. Government 12%
Non-U.8. Government 13%
U.S. Corporate 18%
Cash & Equivalents 20%
Mortgage Backed 23%

100%

HLcapritaL
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OPERATIONS REVIEW

operations.

INSURANCE OPERATIONS
The insurance segment’s operations, led by
Nick Brown, encompass the Company’s proper-
ty and casualty insurance business throughout
the world. Branded as XL Insurance, the insur-
ance segment offers specialty commercial prop-
erty and casualty insurance products to a world-
wide customer base through operations primarily
bin Europe, North America and Bermuda, The
insurance segment’s vision is to be the market
leader in its selected specialty commercial
insurance markets.

i The business strategy of XL Insurance

£ focuses on niche markets with core underwriting

strengths in spe-

cialty lines, particu-
larly for large, cor-
porate customers.
Globally, the insur-
ance business is
aligned on product
expertise. The global product practices, which
carry the XL brand, include Global Risk (property
and casualty insurance for large multi-national
corporations), Professional Liability (D&0O and
E&O), Aerospace, Environmental, London Market
(marine and offshore energy, fine art and specie,
equine and political risk}, Programs and Surety.
Each global practice group strives to approach
their market with underwriting discipline, capaci-
ty and innovation, building on the foundation of
XUs financial strength and quality reputation.
Following a long period of soft pricing and
broad policy terms in the market, contract terms
and conditions tightened considerably in 2002,

HIS REPORT should be read in conjunction with Management’s Discussion and Analysis of Financial
Condition and Results of Operations and the Consolidated Financial Statements and the Notes thereto
which are presented on pages F1 through F116 of this Annual Report.

The Company is organized into three underwriting segments - Insurance, Reinsurance and Financial

Products and Services - in addition to a corporate segment that includes investment and financing

with increased pricing achieved in all lines of
business. These favorable market conditions,
coupled with XL's expertise and focused under-
writing, have resulted in attaining a strong
position in our targeted markets over the last
several years and excellent overall financial
performance for the insurance segment in 2002.

Net premiums earned grew 67% to $2.8
billion in 2002 from $1.7 billion in 2001, reflect-
ing the inclusion of the former Winterthur
International operations, the impact of higher
rates, increased net retentions, and new busi-
ness written in 2002. The combined ratio for
insurance operations was 92.9% in 2002, com-
pared with 117.9% in 2001. {Excluding the
effects of the losses of September 11th, the
insurance segment’s combined ratio for 2002
would have been 90.3% compared to 98.2% in
2001.) The 2002 combined ratio reflects signifi-
cant price increases across all lines, a substantial
prior year net reserve release in the fourth quar-
ter of 2002, business mix changes, a strong year
for property and professional lines, and a refative

lack of large losses across all lines.

Operational and strategic highlights from the

major insurance businesses

A major achievement for 2002 was the inte-
gration of the former Winterthur International
operations, acquired in July 2001. This involved
organizational restructuring, integration of finan-
cial and underwriting policies and a complete
re-underwriting of the acquired book of business.

The Global Risk operation, which focuses on




Fortune 1000 accounts, encompasses the former
Winterthur International business as well as our
original global risk management business in
Bermuda, Dublin and the U.S. It is now branded
as XL Insurance Global Risk, and is headquar-
tered in Europe.

In London, following the acquisition of 100%
of the underwriting capacity of our Lloyd’s opera-
tions, they were merged into one syndicate,
under the leadership of Nick Metcalf. Nick
assumed responsibility for certain core global
product practices — Marine and Offshore Energy,
Fine Art and Specie, Equine, and Political Risk.

Our insurance segment's aviation and
satellite businesses are led by Chuck Rudd.
Both aerospace operations have been able to
capitalize on market opportunities, particularly in
major airline risks. XL is now a major underwriter
of both general aviation and trunk lines, in North
America and internationally, and is a leader in
satellite insurance coverage.

XL's environmental operation is one of the
largest providers of environmental liability insur-
ance in the U.S. XL Environmental is positioned
to grow internationally, especially in Europe,
leveraging our expanded presence through XL
Giobal Risk.

Our professional liability group has unified its
European platform and operates now from the
U.S. and European centers, with separate opera-
tions in Bermuda. Our directors and officers
liability insurance line is a leader in targeted
markets in the U.S., through a disciplined under-
writing approach, and careful risk selection
coupled with high quality available capacity.

Our nascent surety operation is positioned
to take advantage of market opportunities creat-
ed by a changing competitive landscape in the
U.S. surety markets.

After careful evaluation, the insurance
segment also exited several lines of business,

primarily accident & health and certain workers

compensation programs, which did not meet the

Company’s performance targets or strategic goals.

Key executive appointments made during the

past year were:

+ Clive Tobin assumed leadership of XL Insurance
Global Risk operations in February 2002, suc-
ceeding Willi Suter who was appointed Executive
Vice President of XL Capital Ltd, with respons-
ibility for international strategic development. Willi
was largely responsible for building the former
Winterthur International into a worldwide pres-
ence. Clive was for-
merly head of XUs
Bermuda-based
Global Risk opera-
tion and has moved
to Switzerland for
this new role.

» Bill Kronenberg, founder and CEO of ECS, Inc.
{now XL Environmental Inc.), retired in 2002. XL is
fortunate to have Rich Banas as his successor.
Rich now oversees environmental, programs and
surety operations.

¢ Lee Bennett was appointed to the position of
Executive Vice President of Operations for the
insurance segment, replacing Rich Banas.

All of the Company’s underwriting groups
have access to XL Insurance’s expanded global
platforms, XL Insurance is well positioned for
lasting success, with continuing focus on our
core areas of expertise and a positive climate

in the insurance market.

2L CAPITAL
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REINSURANCE OPERATIONS

HE REINSURANCE OPERATIONS, branded as XL Re, are organized on a geographic basis,

reflecting the locations of the insurance and reinsurance companies that purchase property, casualty and

life reinsurance coverage from the Company. Led by Henry Keeling, XL Re operates in six major under-

writing centers and employs over 500 people in 23 offices in 13 countries.

XL Re’s vision is to ensure its position among the world's top reinsurers, to be the reinsurer of choice

in its selected markets and to achieve the highest return on revenue from among the top-ranked global

reinsurers.

For the year ended December 31st 2002, XL's

reinsurance segment had net premiums earned

from general and life operations of $3.0 billion

compared to $1.7

billion for the same
period in 2001,
including $980.4
million and $695.6
milion in life rein-
surance premiums
in 2002 and 2001,
respectively. The combined ratio significantly
decreased from 175.6% in 2001 to 102.6% in
2002, primarily reflecting a significantly improved
loss ratio, though the fourth quarter was again
impacted by adverse loss development on the
U.S. Casualty book. (Excluding the impact of
the September 11th losses, and the adverse
loss development during 2002 and 2001, the
combined ratio would have been 86.1% and
103.1%, respectively.)

The year 2002 was a defining year for the
reinsurance segment. In a continued effort to
streamline and to integrate the business units
comprising the segment, a number of manage-
ment changes were made and milestones
achieved. The segment’s Chief Executive, Henry
Keeling, relocated to London from Bermuda to
concentrate on the overall strategic operations
of XL Re.

Bermuda:

Jamie Veghte was appointed President, Chief
Operating Officer and Chief Underwriting Officer
of XL Re Ltd and relocated to Bermuda from
London. Jamie is a highly experienced under-
writer whose appointment marks the completion
of XLs longer-term objective to install operating
heads in each of the principal reinsurance
units. Bob Nason was appointed as Group
and Underwriting Officer for XL Re. Bob’s key
responsibilities include coordinating underwriting
policy and practice within the group, spearhead-
ing global underwriting and premium audit
activities, evaluating new products and services
and developing marketing strategies for the

reinsurance segment.

London:

David Watson was promoted to General Manager
of XL Re Ltd’s London branch. With David and
his team in place, XL Re is positioned as one of
the top casualty reinsurers in the London market,
and continues to be a lead player in its other
London practices, particularly Marine and

Aviation Excess of Loss.

North America:

The XL Re brand is already very well recognized,
particularly in North America. XL Reinsurance
America Inc. (XLRA), led by President and Chief
Underwriting Officer Fred Madsen, was rated in
an independent survey as one of the top broker
market reinsurers in the U.S. The Company con-

tinues to refine the XLRA portfolic, which makes



up approximately 50% of our overall reinsurance

business, 1o achieve rate and term improve-
ments, and to benefit from the concurrent flight

to quality by clients. John Welch was appointed

Strategic Business Pianning Officer and has-

primary responsibility to develop the reinsurance
segment’s strategic plan and focus, which
includes consideration of industry environment,

competitors, markets, regulations and society.

Europe:

As of January 1, 2002 XL acquired majority own-
ership (67%) of Le Mans Ré from Mutuelles du
Mans Assurances (MMA) and agreed to the price
of the remaining interest, enabling us to consoli-
date 100% of their results. This majority control
has given the reinsurance segment an increased
presence in the European reinsurance market.
With its good client connections and mature
book of business, Le Mans Ré has become
the primary vehicle for the expansion of XL Re's
position in continental Europe. Charles Werner
Skrzynski, formerly Chairman of the company,
accepted the position of Chief Executive Officer
of Le Mans Ré. Charles is an experienced execu-
tive who has a long relationship with Le Mans Ré
and the European insurance and reinsurance
market. Le Mans Ré’s professional resources,
energy, and expert management are key to imple-

menting our strategy in this important market.

Latin America:

XL Re Latin America, headed by President and
Chief Underwriting Officer Keith Shroyer, is well
established in Latin America with five offices
throughout the region. It is the largest internation-
al reinsurer in Brazil. During 2002, Le Mans Ré’s
Latin American business, written out of Miami,

was transferred to XL Re Latin America.

Asia Pacific:

In an effort to further streamline operations, the
Singapore offices of Le Mans Ré and XL Re have
been merged into a single branch. The combined
operation writes all classes of treaty and property
facultative business. This combination creates a
regional hub for the development of XUs reinsur-
ance business in Asia and Australia. Scott Ryrie
has been appointed General Manager of the
Singapore and Sydney branches of XL Re Ltd.

XL Re has also focused on growing its non-
correlated areas of business, notably the life
operations led by Bob Douglas, Chief Executive
of XL Life Ltd, who is based in Bermuda. Typically
characterized by large reinsurance contracts,
which include annuity and life insurance portfolio
transfers, the life reinsurance business has
grown significantly over the past few years. This
business is large, complex in nature and requires
analysis and negotiation over an extended time-
frame. However, the contracts have long devel-
opment patterns, whereby the earnings emerge
over a period of years.

Pricing and terms during 2002 continued
to impraove for property and casualty reinsurance.
The January 2003
renewal  season
reflected a healthy
market with casu-
alty and specialty
lines continuing to
increase faster than the property lines, which
appear to have stabilized at adequate rate levels,
thus reversing the trend of the last several years.
Barring unforeseen events, our solid financial
standing allows XL Re 1o provide clients with
quality reinsurance products, which shouid bode

well for future performance.
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FINANCIAL PRCDUCTS AND SERVICES OPERATICNS

HE FINANCIAL PRODUCTS AND SERVICES segment (XL Financial), led by Robert Lusardi,

comprises financial guarantee insurance and reinsurance, weather and energy risk management, and

institutional life products. XL Financial's goal is to provide a diversified stream of earnings not correlated

to XLU's property and casualty businesses to offer solutions to clients’ risk management needs.

XL Financial’s net earned premiums for the year increased 198% to $110.4 million from last year’s

$37.1 million. The financial guarantee insurance and reinsurance operations accounted for the majority of

this growth. Included in the’ premium growth are $42.6 million of premiums from the new institutiona! life

insurance contracts written in 2002.

Financial Guarantee
The financial guarantee segment consists of two
triple-A rated monoline financial guarantee com-
panies. XL Capital Assurance Inc. (XLCA), head-
quartered in New York, serves the primary mar-
ket. Headed by David Stevens, President and
Chief Operating Officer, XLCA also has offices in
San Francisco, Los Angeles, Pasadena, London,
Madrid, and Singapore. XL Financial Assurance
Ltd (XLFA), located in Bermuda and headed by
Jim McNichols, Executive Vice President and
Chief Operating Officer, provides reinsurance to
financial guarantors, including XLCA. XLCA and
XLFA each have triple-A ratings from Moody's
Investors Service, Standard & Poor’s Ratings
Services, and Fitch Ratings.

XLCA provides unconditional and irrevoca-
ble guarantees, for bond issuers, of the payment

of principal and

interest payments.

Each transaction is

underwritten and
structured to with-
stand depression-
era stress scenarios. Expert teams conduct sur-
veillance throughout the life of insured transac-
tions, and provide remediation if warranted.

To mitigate exposure to event risk, XLCA
generally avoids U.S. hospital credits, commer-
cial real estate, residual value insurance, single
corporate risk or single risk credit default swaps.
Due to the early start-up nature of this business,

XL has initially established reserves at 25% of

earned premiums, more than twice the financial
guarantee industry’s historical average for net
incurred losses.

The collateralized debt obligation and credit
derivative markets underperformed in 2002, par-
ticularly those securities issued in 1999 and prior
years. XL, as a relatively new entrant 1o this busi-
ness, has typically insured only the most senior

tranches of these securities.

XL Weather & Energy

Formerly known as Element Re Capital Products
Inc., XL Weather & Energy (XLWE) is under the
leadership of Jeffrey Bortniker, CGEO and Lynda
Clemmons, President and COQ. XLWE has seen
increased interest from utilities and other energy
end users seeking temperature-related weather
risk management protection. This business, orig-
inally focused on North American risks, grew
internationally in 2002 with approximately 20%
of its transactions now being executed in respect
of weather in Europe, Australia and Japan.
Throughout the year, XLWE has continued to
enhance its risk control, hedging and trading
systems and has laid the foundation for its next

generation of products.

XL Life and Annuity

In 2002 XL Life Insurance and Annuity Company
(XLLA) completed the build out of its licensed
platforms in 45 U.S. states. Capital allocation and
risk management processes have been develop-

ed for the Company’s institutional fife insurance




business. The first contract was issued in
September. Strategic relationships have been
forged in the business owned life insurance area
and XLLA works with XLCA on credit enhance-

ment for certain closed blocks of fife business.

INVESTMENT ACTIVITIES

The Company conducts its investment strategy,
under the direction of Chris Greetham, Chief
Investment Officer, by appointing external invest-
ment professionals to manage the Company's
asset portfolios and by taking ownership stakes
in afternative investment managers. This strategy
provides access to superior investment manage-
ment capabilities and should allow the Company
to maximize, over time, risk-adjusted value from
the assets held.

XL Capital’'s total investment portfolio
exceeded $18 billion at the end of 2002. Net
investment income in 2002 for general and life
operations was $734.5 milion, including $91.5
million from life operations, compared with
$610.5 million in 2001. There was no investment

income from life insurance operations in 2001,

XL Capital Investment Partners, Inc.
One of the Company’s strategic objectives is to
build its presence in the asset management sec-
tor. XL Capital Investment Partners, inc. (XLCIP)
coordinates this strategic partnership program.
Its mandate is to build a portfolio of minority
stakes in management companies of top tier
managers and seek synergies for the rest of XL's
businesses. XLCIP consists of an eight-member
team headed by Sarah Street, CEO. XLCIP is an
integrated component of the XL investment team.
Historically, XL has relied exclusively on
third-party asset managers to invest its assets.
The substantial increase in the Company’s port-
folio -~ driven by organic growth, acquisition activ-

ity and new business initiatives — presents an

opportunity not only to access the best invest-
ment talent, but also to participate strategically in
the businesses that these investment profession-
ats are building.

The Company seeks to align itself with
strong and proven knowledge across the capital
markets and believes that preferred access to a
pool of diversified talent and knowledge wift help
XL achieve the Company’s broader financial
objectives.

XL continues 1o see a trend of high-quality
investment expertise migrating from farge tradi-
tional managers to set up their own firms, often
reflecting the principals’ desire to operate within
an entrepreneurial environment. Our strategy of
using third-party asset managers to invest the
Company’s assets allows XL Capital to capitalize
on this trend through the allocation of portfolio
assets to smaller, more specialized managers.

Combined with such allocations, the
Company builds partnerships with alternative
investment managers, which typically inciudes
taking a minerity equity position in them. As a
business partner and part owner of these busi-
nesses, XL is not only assured investment capac-
ity with these talented managers, but also access
to the intellectual capital of the principals.

In addition, by owning stakes in these firms,
XL is enhancing its investment management
capabilities and embracing opportunities to par-
ticipate in what should be considerable growth
within the managers’ specialized franchises.

At December 31, 2002, XL had $1.3 bilion
of assets managed by affiliated investment man-
agement firms.

The Company continues to seek opportuni-
ties to expand its strategic partnership program
and believes that the firms that it aligns itself with

are poised for significant future growth in assets.
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Jarn Kristensen
XLIGR/Far East
Regional Manager

“XL is an entreprencurial,

quickly to a rapidly
changing environment.”

financially strong Ronaldo Dias Gomes
organization that has XL Re/Latin America
the ability to respond Underwriting

“XL values its employees
and the expertise they

bring to their clients and
fellow colleagues.”

Dawn Waish
XLiM
Secretary/Compliance

“Ethical standards
and good corporate
governance are part
of the value we bring
to our clients.”

Richard Leone

Susan Newman
XLIGR/Switzerland XL Capitat

Administration Corporate Finance

“Unlike other insurance
companies, XL lives
customer service,

And it has the ability

to understand global
programs and to
deliver superior, efficient
products and services.”

"Our wark in the finance
area is both interesting
and challenging. We
have great teams across
the whole Company
who help ensure that
tasks get completed on
time and to the highest
possible standards.”

Donna Watson
XL Capital
Project Management

“As a company we
are always one step
ahead. | attribute this
to strong leadership
from the executive
and a shared vision.”

Thomas Stamm
XLIGR/Switzerfand
Underwriting/Casualty

“XLis truty a global
company. With a wide
array of products and
services, its strong
brand stands for financial
strength and integrity.”

Tim Jones
XLIGR/Australia
Underwriting/Property

"What makes XL stand
out is its collective
commitment to all of

its stakehoiders:
shareholders, employees,
and clients *



Jennifer Johnson

Sharon Bailie

XLIGR XL Capital
Accounting Program
Management

“When we talk about
providing value to clients
we mean it. My clients
are mainly internal but

! try 10 bring the same
values as those who

work with the external
clients - honesty, integrity,
respect, and teamwork.”

“At XL, we pride
ourselves on the
ability to recognize
that change needs

to happen before

it must happen.” +

Claus Bache
XUGR/Denmark
Country Operations

Tim Farrelt
XL Environmental
Regionat Marketing

“Simply put. we're
about stability in a
constantly changing
world.”

“What makes
XL a company
that employees
want 1o work for
is its dedication
to doing business
the right way.”

Anne Vetiorazzo

David Wright

Le Mans Ré XLLM
Communications Underwriting/Political
and Marketing Risk

“XL is a company
YOu can rely on

for excelience,
professionalism, and
financial soungness.”

“At XL we are committed

1o our clients. This is . . -
reflected everyday in
our underwriting
expertise, breadth of
vision, integrity and
service orientation.”

Davina Dickinson Monika Wesson

XL Re XLIGR/Austria
Administration Accounting
“As good as we are, our “One of the

leadership is determined to see
us do better and to motivate

us to reach higher goals. To be
the best means that a company’s
leaders have 1o believe the goal
is achievable. Ours do and }
take pride and comfort in this.”

company's strengths
is its corporate
cufture and its core
‘valups that are the
drivers to becoming
one great company
without borders.”

Anders Ekelund
XLIGR/UK
Underwriting/Casualty

“What makes XL stand
out is its combination of
financial strength, talent
and global reach.”

Legend:
XLIGR XL Insurance Gfobal Risk
XLLM XL London Market
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SELECTED FINANCIAL DATA

The selected consolidated financial data below is based upon the Company’s fiscal year end of
December 31, The selected consolidated financial data should be read in conjunction with the Consolidated
Financial Statements and the Notes thereto presented on pages F1-F116 in this Annual Report.

2002 (1) 2001 (1) 2000 1999 (2) 1998 (2)
{U.S. dollars in thousands, except share and per share amounts and ratios)

income Statement Data:
Net premiums eamed—general operations .................. $4,966,818 $2,767,533 $2,035,240 $1,750,006 $1,324,201
1,022,992 695,595 - - -

Net premiums eamed—life operations

Net investment INCOMEe........c.ccvrrinrr e e 734,535 610,528 580,946 525,318 417,290
Net realized (losses) gains on investments.................... (214,160) 93,237) 45,090 66,800 212,910
Net realized and unrealized (losses)

gains on derivative instruments........cc.coovcnvnncnicnne (51,761) 11,768 21,405 27,566 (1,706)
Equity in net income of investment affiliates................... 64,662 80,580 70,032 43,865 811
Fee income and OthEN .......cccv v 54,963 18,247 (1,131) 100,400 22,325
Net losses and loss expenses incurred-—general
OPEIALONS 1e.vvvviierrerrrsen e rreerens e vneraes b ceres sbe e nes 3,327,315 2,905,231 1,432,559 1,304,304 841,517

Claims and policy benefits— life operations 1,069,456 698,675 - - -

Acquisition costs, operating expenses

and exchange gains and losses.... . 1,549,440 1,073,903 743,067 689,005 436,598
INTErESt BXPENSE....oeiieerieeirv ettt e ns 168,086 113,272 70,593 37,378 33,444
Amortization of intangible assets ...........cccrin s 6,187 58,569 58,597 49,141 26,881

Income (loss) before minority interests,
equity in net income of insurance and operating

affiliates and income tax expense 457,565 (758,636) 446,766 434,117 637,481

Preference share dvidends .......c..ccooeeveervcniincenneene, 9,620 - - - -
Net income {loss) available to ordinary shareholders...... 395,951 (576,135) 506,352 470,509 656,330
Per Share Data:
Net income (loss) per ordinary share—basic (3)............. $ 292 § @55 % 407 § 369 % 5.86
Net income (loss) per ordinary share—diluted (3)........... $ 288 $ (455 % 403 $ 362 $ 5.68
Weighted average ordinary shares

Outstanding—diuted (3).....oovivveereevrieece e 137,388 126,676 125,697 130,304 116,206
Cash dividends per ordinary share (4).....c...couevvireennnns $ .88 $ 184 $ 180 $ 176§ 1.64

See Notes on next page.
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2002 (1) 2001 (1) 2000 1999 (2) 1998 (2)
(U.S. dollars in thousands, except per share amounts and ratios)

Balance Sheet Data:

Total investments available for sale $16,059,733 $§ 12,429,845 § 9,501,548 $9,122,591 $ 9,057,892

Cash and cash equivalents...........cccceeiveiiccennnne 3,557,815 1,863,861 930,469 557,749 480,874
Investments in affifiates.......c..ccovvnicnecccvciines 1,750,005 1,037,344 792,723 479,911 154,668
Unpaid losses and loss expenses recoverable...... 5,012,655 4,633,693 1,339,767 831,864 593,960
Premiums receivable ........vcovcerievricrenricenecne 3,592,713 2,182,348 1,119,723 1,126,397 904,203
Total @SSetS ..l 35,647,369 27,963,016 16,941,952 15,090,912 13,581,140
Unpaid losses and I0SS EXPENSES.......ooevverernennne 13,202,736 11,806,745 5,667,833 5,369,402 4,896,643
Unearned Premitms. ... co e eernrcereeenreenseernnneenna 4,028,299 2,636,428 1,741,393 1,497,376 1,337,277
Notes payable and debt........c.coooveicnncicin 1,877,957 1,604,877 450,032 410,726 613,873
Shareholders’ equity . 6,569,589 5,437,184 5573668 5,577,078 5,612,603
Book value per ordinary Share ........cceeeerniueenee $ 4448 $ 4035 $ 4458 $ 4364 $ 43.59
Fully diluted book value per ordinary share (5) ...... $ 4448 § 4035 § 4458 $ 4313 $ 43.20
Operating Ratios:
Loss and loss expense ratio (6 ......cco.oceeveeerecennn, 68.0% 105.8% 70.9% 75.1% 63.5%
Underwriting expense ratio (7) ... . 29.0% 33.9% 35.3% 33.6% 30.3%
Combined ratio (8)......ccveerrrrrerreemriinrerierererenrenens 97.0% 139.7% 106.2% 108.7% 93.8%

(1) Results for all periods subsequent to July 1, 2001 include the results of Winterthur Intemational, which was acquired with effect
from this date. The results also include the consolidation of Le Mans Ré&, which is accounted for as a subsidiary with effect from
January 1, 2002. In the years ended December 31, 2001, 2000 and 1989, the Company’s share of net income of Le Mans Ré
was included in equity in net income of insurance and operating affiliates. The Company’s net income for the years ended
December 31, 2002 and 2001 was reduced significantly by the September 11 event. See Note 4 to the Consolidated Financial
Statements. The effect of ali of these items should be considered when making period to period comparisons of the Company's
results of operations and financial condition and liquidity. See “Management’s Discussion and Analysis of Financial Condition and
Results of Operations” for further discussion and analysis.

{2) Information includes the results of NAC as though it had always been a part of the Company.

(3} Net income per ordinary share is based on the basic and diluted weighted average number of ordinary shares and crdinary
share equivalents outstanding for each period. Net loss per ordinary share is based on the basic weighted average number of
ordinary shares outstanding.

Cash dividends per ordinary share for 1999 and prior years have not been adjusted for the pooling effect of NAC.

Fully diluted book value per ordinary share is a non-GAAP measure. It is calculated by adding to Shareholders’ equity the
exercise proceeds of all vested “in the money” Company stock options and dividing the balance by the sum of total Class A
ordlinary shares outstanding and total vested “in the money” stock options.

(6) The loss and loss expense ratio is calculated by dividing the losses and loss expenses incurred by the net premiums eamed for
general insurance and reinsurance operations.

o~ o~
a &

(7) The underwriting expense ratio is the sum of acquisition expenses and operating expenses for general insurance and
reinsurance operations divided by net premiums earned for general insurance and reinsurance operations. See Note 3 to the
Consolidated Financial Statements for further information.

{8) The combined ratio is the sum of the loss and loss expense ratio and the underwriting expense ratio. A combined ratio under
100% represents an underwriting profit and over 100% represents an underwriting loss.

(9) Certain reclassifications to prior period information have been made to conform to current year presentation.




MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF
OPERATIONS

General

The following is a discussion of the Company’s financial condition and results of operations. Certain
aspects of the Company’s business have loss experience characterized as low frequency and high severity.
This may result in volatility in both the Company's results of operations and financial condition.

The Company’s results for all periods subsequent fo July 1, 2001 include the results of Winterthur
Intemational. See “Critical Accounting Policies” and Note 6 (c) to the Consclidated Financial Statements for
futher information.

The Company’s results for 2002 and 2001 also include the effects of 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”). This should be considered when making period to period
comparisons. See Note 4 10 the Consolidated Financial Statements for further information.

This “Management’s Discussion and Analysis of Financial Condition and Results of Operations”
contains forward-looking statements which involve inherent risks and uncertainties. Statements that are not
historical facts, including statements about the Company’s beliefs and expectations, are forward
“loocking-statements. These statements are based upon current plans, estimates and expectations. Actual
results may differ materially from those projected in such forward-looking statements, and therefore undue
reliance should not be placed on them. See “—Cautionary Note Regarding Forward-Looking Statements” for
a list of additional factors that could cause actual results to differ materially from those contained in any
forward-looking statement.

This discussion and analysis should be read in conjunction with the audited Consolidated Financial
Statements and Notes thereto presented on pages F1-F116 in this Annual Report.

Critical Accounting Policies

The following are considered to be the Company’s critical accounting policies and estimates due to the
judgments and uncertainties affecting the application of these policies and/or the likelihood that materially
different amounts would be reported under different conditions or using different assumptions. If actual
events differ significantly from the underlying assumptions or estimates applied for any or all of the
accounting policies (either individually or in the aggregate}, there could be a material adverse effect on the
Company’s results of operations and financial condition and liquidity. These critical accounting policies have
been discussed by management with the Company’s Audit Committee of the Board of Directors.

Other significant accounting policies are nevertheless important to an understanding of the Company’s
Consoclidated Financial Statements. Policies such as those related to revenue recognition, financial
instruments and consolidation require difficult judgments on complex matters that are often subject to
multiple sources of authoritative guidance. See Note 2 to the Consolidated Financial Statements.

1} Unpaid Losses and Loss Expenses and Unpaid Loss and Loss Expenses
Recoverable

Unpaid losses and loss expenses includes reserves for unpaid reported losses and loss expenses and
for losses incurred but not reported (“IBNR”). The reserve for unpaid reported losses and loss expenses for
the Company’s general operations is established by management based on amounts reported from insureds
or ceding companies and consultation with legal counsel, and represents the estimated ultimate cost of
events or conditions that have been reported to or specifically identified by the Company.

The method of establishing case reserves for reported claims differs among the Company’s
operations.
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With respect to the Company’s insurance operations, the Company is notified of insured losses and
claims personnel record a case reserve for the estimated amount of the settlement, if any. The estimate
reflects the judgment of claims personnel based on general reserving practices, the experience and
knowledge of such personnel regarding the nature of the specific claim and, where appropriate, advice of
counsel. Reserves are also established to provide for the estimated expense of settling claims, including legal
and other fees and the general expenses of administering the claims adjustment process. In the Company’s
Lloyd’s operations within the insurance segment, where the Company is not a lead underwriter, claim
reserves are established based upon notifications from a central market bureau.

With respect to the Company’s reinsurance general operations, case reserves for reported claims are
generally established based on reports received from ceding companies.

With respect to the Company’s financial products and services general operations, financial guaranty
claims written on an insurance basis are established consistent with the Company’s insurance operations
and financial guaranty claims written on a reinsurance basis are established consistent with the Company’s
reinsurance operations.

At December 31, 2002, the Company’s total gross reserves for unpaid losses and loss expenses was
$13.2 billion, of which $7.7 billion related to reserves for reported claims and $5.5 billion for IBNR reserves.
Most of the Company’s IBNR loss reserves are established with respect to its insurance and reinsurance
casualty business. Casualty business generally has a longer tail (meaning a longer period of time between
receipt of the premium and the ultimate settlement of the claim) than the Company’s other lines of business.
IBNR reserves are calculated by the Company’s actuaries using several standard actuarial methodologies
including paid and incurred loss development, the Bomhuetter-Ferguson incurred loss method and
frequency and severity approaches.

Loss and loss expenses are charged to income as they are incurred. This includes loss and loss
expense payments and any changes in reported and IBNR reserves. During the loss settlement period,
additional facts regarding claims are reported. As these additional facts are reported, it may be necessary to
increase or decrease the unpaid losses and loss expense reserves. The actual final liability may be
significantly different than prior estimates.

Claims relating to property catastrophe and property risk excess treaties are generally reported within
approximately twenty-four months from the date of occurrence.

The Company’s net unpaid loss and loss expense reserves broken down by operating segment at
December 31, 2002 was as follows:

(U.S. dollars in millions)

INSUFANCE.....vvvivrierreereeree e er e vt st srees $ 4,771
ReiNSUrance ..o 3,588
Financial products and services...................... 36

Net unpaid loss and loss expense reserves.... $ 8,395



The following table shows the net unpaid loss and loss expense reserves for the Company at
December 31, 2002 by line of business:

{U.S. dollars in millions)

Casualty INSUrANCE ....ccvveiieiess e $3,169
Casualty reinsurance ..o, 1,611
Property iInSUrance ....c.ocoeeeeveeve e e 903
Property catastrophe reinsurance .........cccooveevene. 257
Other property reinsurance..........coeveeeeeeeeeene. 658
Marine and aviation reinsurance and insurance .. 996
OFher (1) et 801
TO ettt s $8,395

(1) Consists of several products, including accident and health, financial guarantee, political risk, surety and bonding.

The total net unpaid loss and loss expense reserves includes both reported and IBNR reserves. IBNR
reserves are calculated by the Company’s actuaries using standard actuarial methodologies as discussed
above. The outcomes of the Company’s actuarial reviews, consistent with historical practice, will either
provide (i} a single point estimate that is management’s best estimate or (i) a range of reserve estimates. The
Company considers a ‘best estimate’ to be one that has an equal likelhood of developing a redundancy or
deficiency as the loss experience matures. For the majority of the Company’s actuarial reviews, a single point
reserve representing management’s best estimate is recorded. The Company’s actuaries utilize one set of
assumptions in determining its single point estimate. These assumptions include loss development factors,
loss ratios, reported claim frequency and severity. These reviews and documentation are completed in
accordance with professional actuarial standards appropriate to the jurisdictions where the business is
written. The selected assumptions reflect the actuary’s judgment based on historical data and experience. In
all other instances, a range of reserve estimates is calculated. At December 31, 2002, in those instances in
which a range was calculated, the Company’s loss reserve estimates were at the mid-point of those ranges.

The following table shows the recorded estimate and the high and low ends of the range of reserves
for each of the lines of business noted above for which a range of estimates was provided at December 31,
2002, as well as the recorded estimate of reserves for those lines of business for which a point estimate was
established:

(U.S. dollars in millions)

Recorded High Low

Casualty INSUFANCE ....c.ccevveeve et $ 1,125 § 1,223 $ 1,027
Propenty iNSUranCe ..c.co..covcirerceneneerectr e 140 150 130
Property catastrophe reinsurance.........ccoceeveeeen. 218 235 201
Other property reinsurance........cceecovrivnrienveeereeenns 234 254 214
Marine and aviation reinsurance and insurance ...... 110 121 99
OFNET e 216 256 176
Total utilizing range estimates..........cocvcevvernirenenn, $ 2,043

Lines utilizing single point estimates ...........c.ccooee.e. $ 6,352

Ottt $ 8,395
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As at December 31, 2002, the Company’s total net unpaid loss and loss expense reserve was the sum
of the single point estimates and the mid-point of the range for those lines in which a range was provided.
The Company does not have a range for its total net unpaid loss and Joss expense reserves. Moreover, it
would not be appropriate to add the ranges for each line of business to obtain a range around the
Company’s total reserves because this would not reflect the diversification effects across the Company’s
various lines of business. The diversification effects result from the fact that losses across the Company’s
different lines of business are not completely correlated.

Certain aspects of the Company’s casualty operations complicate the actuarial process for
establishing reserves. Casualty business written by the Company’s insurance operations is high layer excess
casualty business, meaning that the Company’s liability is after large deductibles including self insurance or
insurance from sources other than the Company. The Company commenced writing this type of business in
1986 and issued policies in forms that were different from traditional policies used by the industry at that
time. Initially, there was a lack of industry data available for this type of business. Consequently, the basis for
establishing loss reserves by the Company for this type of business was largely judgmental and based upon
the Company’s own reported loss experience which was used as basis for determining ultimate losses, and
therefore IBNR reserves. Over time, the amount of available historical loss experience data of the Company
has increased. As a result, the Company has obtained a larger statistical base to assist in establishing
reserves for these excess casualty insurance claims.

Reinsurance operations by their nature add further complications to the reserving process in that there
is an inherent fag in the timing and reporting of a loss event from an insured or ceding company to the
reinsurer. This reporting lag creates an even longer period of time between the policy inception and when a
claim is finally settled. This period can be as long as thirty years for casualty reinsurance business written. As
a result, more judgment is used to establish reserves for ultimate claims in the Company’s reinsurance
operations.

See further discussion within the Company’s operating segments for prior year development of loss
reserves.

The Company’s three types of reserve exposure with the longest tails are;
(1) high layer excess casualty insurance;

(2)  casualty reinsurance; and

(8)  discontinued asbestos and long-tail environmental business.

High layer excess casualty claims typically involve claims relating to () a “shock loss” such as an
explosion or transportation accident causing severe damage to persons and/or property over a short period
of time, (i) @ “non-shock” loss where a large number of claimants are exposed to injurious conditions over a
longer period of time, such as exposure to chemicals or pharmaceuticals or {iii) a professional liability loss. In
each case, these claims are ultimately settled following extensive negotiations and legal proceedings. This
process can typically take 5 to 15 years following the date of loss.

Set forth below is information regarding the numbers and amounts of claims for high layer excess
casualty insurance for December 31, 1999 through December 31, 2002:

Number of claims reported as of December 31, 1999 80
Number of claims reported during 2000 24
Number of claims reported during 2001 19
Number of claims reported during 2002 22

Number of claims reported as of December 31, 2002 145




{U.S. dollars in millions)

Cumulative claims paid as of December 31, 1999 $ 1,711
Amount of claims paid during 2000 $ 475
Cumulative claims paid as of December 31, 2000 $ 2,186
Amount of claims paid during 2001 3 126
Cumulative claims paid as of December 31, 2001 $ 2,312
Amount of claims paid during 2002 $ 539
Cumulative claims paid as of December 31, 2002 $ 2,851

As at December 31, 2002, the Company’s reported claims for its high layer excess casualty business
were 32 shock losses, 50 non-shock losses and 63 professional liability losses.

With respect to casualty reinsurance, the reserving methods generally include historical aggregated
claim information as reported by ceding companies, combined with the results of claims and underwriting
reviews of a sample of the ceding company’s claims and underwriting files. Therefore, detailed claim
information for this line of business is not available.

With respect to discontinued asbestos and long-tail environment business, see Note 10 to the
Consolidated Financial Statements. This business had been previously written by NAC prior to its acquisition
by the Company.

Except for certain workers’ compensation and long-term disability liabilities, the Company does not
discount its unpaid losses and loss expenses. The Company utilizes tabular reserving for workers’
compensation and long-term disability unpaid losses that are considered fixed and determinable, and
discounts such losses using an interest rate of 7%. The interest rate approximates the average yield to
maturity on specific fixed income investments that support these liabilities. A 1% reduction in the interest rate
would increase unpaid loss and loss expense reserves and net incurred loss and loss expenses by
approximately $22.0 million based on the current estimated amount and payout of the liabilities. See Note 10
to the Consolidated Financial Statements.

The establishment of unpaid loss and loss expense reserves also includes the estimation of related
reinsurance recoverables. Due to the size of the gross losses arising from the September 11 event and the
effect on the reinsurance industry, the Company, in addition to its normal review process, further analyzed
the recoverability of these assets. In addition to the potential effect of the non recoverability of these assets
from reinsurers disputing claims, the reinsurance market in general has experienced significant capital
erosion as a result of underwriting and investment losses. Accordingly, there is greater uncertainty regarding
recoverability due to the reinsurers’ ability to pay. See “Financial Condition and Liguidity” and Note 11 to the
Consolidated Financial Statements for further information.

2) Future Policy Benefit Reserves

Future policy benefit reserves relate to the Company’s life operations and are estimated using
assumptions for investment yields, mortality, expenses and provisions for adverse loss deviation.
Uncertainties such as interest rate volatility and the accuracy of mortality tables make it difficult to estimate
the ultimate benefit payments.

Most of the Company’s future paolicy benefit reserves relate to annuity portfolio reinsurance contracts
under which the Company makes annuity payments throughout the term of the contract for a specified
portfolio of policies. For certain of these contracts, a single premium is paid at inception of the contract by
way of a transfer of cash and investments to the Company.
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The reserving methodology for these annuity portfolio reinsurance contracts is described in Financial
Accounting Standard (“FAS”) 60 as amended by FAS 97. These contracts subject the Company to risks
arising from policyholder mortality over a period that extends beyond the periods in which premiums are
collected. Liabilities for future policy benefit reserves are established in accordance with the provisions of
FAS 60.

Claims and expenses for individual policies within these annuity reinsurance contracts are projected
over the lifetime of the contract to calculate a net present value of future cash flows. Assumptions for each
element of the basis (mortality, expenses and interest) are determined at the issue of the contract and these
assumptions are locked-in throughout the term of the contract unless a premium deficiency exists. The
assumptions are best estimate assumptions plus provisions for adverse deviations on the key risk elements
(i.e. mortality and interest). Provisions for adverse deviation are sufficient o cover reasonable deviations from
the best estimated outcome of the contract. As the experience on the contracts emerges, the assumptions
are reviewed. This occurs at least annually and includes both.an analysis of experience and review of likely
future experience. if such review would produce reserves in excess of those currently held then lock-in
assumptions will be revised and a loss recognized. During the years ended December 31, 2002, 2001 and
2000, there were no adjustments to the locked-in assumptions for any of these contracts.

The future policy benefit reserves for these annuity portfolio reinsurance contracts amounted to $2.1
billion at December 31, 2002. The Company holds the investment assets backing these liabilities. These
investments are primarily fixed income securities with maturities that closely match the expected claims
settlement profile.

As stated above, the future policy benefit reserves include provisions for adverse deviation in excess of
best estimate assumptions that amounted to approximately $60.0 million at December 31, 2002. The future
policy benefit reserves would only be increased if these provisions for adverse deviation became insufficient
in the light of emerging claims experience. The present value of future claims would increase by
approximately 0.3%-0.4% if mortality rates were to decrease by 1% in all future vears, relative to the
reserving assumptions.

3) Deposit Liabilities

The Company has entered into certain contracts with cedents that transfer insufficient risk to be
accounted for as insurance or reinsurance transactions. The Company uses a conservative portfolio rate of
retum of equivalent duration to the liabilities in determining risk transfer. For these contracts, the initial
deposit liability equals the cash received at inception. 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
estimated ultimate liability. The Company establishes an initial accretion rate at inception of the contract. The
deposit accretion rate is the rate of retum required to fund expected future payment obligations (this is
equivalent to the ‘best estimates’ of future cash flows), which are determined actuarially based upon the
nature of the underlying indemnifiable losses. This is a function of the ultimate size of such losses, the impact
of the contractual limits upon indemnification of such losses, and the underlying loss settlement process
which determines the timing of payments. An increase in the uftimate claims cost or accelerated claims
settlement would potentially lead to an increase in the deposit liability accretion rate or lead to incurred losses
if significant. The Company has not had any significant change in these assumptions during the last three
years ended December 31, 2002.

Interest expense of $65.9 million, $47.9 million and $38.4 million was recorded related to the accretion
of the deposit liabilities for the years ended December 31, 2002, 2001 and 2000, respectively. For some of
the Company’s deposit liabilities the accretion rate is recorded at its contractual limit. For all other contracts,
a 1% increase in the average accretion rate would result in an increase in deposit liabilities and interest
expense by $8.5 million on an annualized basis.



4) Derivative Instruments and Weather and Energy Derivatives

The Company records all derivative instruments and weather derivatives at fair value. Changes in fair
value of derivatives may Create volatility in the Company’s results of operations from period to period.

For further information regarding sensitivity analysis see "Quantitative and Qualitative Disclosure About
Market Risk” .

The Company amended the presentation of its derivative transactions in the consolidated statement of
income in 2002 to include the change in fair value of all of its derivative transactions in one line item under
“net realized and unrealized gains and losses on derivative instruments”. Previously, certain components of
the change in fair value were reported in net premiums earned, net losses and loss expenses incurred, fee
and other income and net realized and unrealized gains and losses on derivative instruments. There was no
effect on net income for this change and prior period results have been reclassified to reflect this change.

The Company conducts activities in three main types of derivative instruments: credit default swaps,
weather and energy derivatives and investment related derivative instruments. The estimate of fair value for
credit default swaps and weather and energy derivatives requires management’s judgment. These are
discussed below:

a) Credit default swaps

The Company enters into credit default swaps in connection with its financial guaranty business and
the Company intends to hold these contracts to maturity. In determining fair value, management
differentiates between investment and non investment grade exposures and models them separately.
Management estimates fair value for investment grade exposures by monitoring changes in credit quality and
selecting appropriate market indices to determine credit spread movements over the life of the contracts.
The determination of the credit spread movements is the basis for calculating the fair value. Instaliment
premiums are also considered in the determination of discounted net cash flows. For credit default swaps
that are non investment grade, the Company uses an alternative fair value methodology. The fair value is
determined using a model developed by the Company and is dependent upon a number of factors, including
changes in interest rates, future default rates, credit spreads, changes in credit quality, future expected
recovery rates and other market factors. Other elements of the change in fair value are based upon pricing
established at the inception of the contract. The change in this fair value resulting from movements in credit
spreads is unrealized as the credit default swaps are not traded to realize this value. See “Quantitative and
Qualitative Disclosure About Market Risk” for sensitivity analysis.

b) Weather and Energy Derivatives

Weather and energy derivatives are recorded at fair value with the changes in fair value included in “net
realized and unrealized (losses) gains on derivative instruments.” Fair value 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 intemal pricing models using consistent statistical methodologies.
Estimating fair value of instruments which do not have quoted market prices requires management judgment
in determining amounts which 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 interest rates and other market factors. See "Quantitative and Qualitative
Disclosure About Market Risk” for sensitivity analysis.

5) Other Than Temporary Declines in Investments

The Company’s process for identifying declines in the fair value of investments that are other than
temporary involves consideration of several factors. These factors include (j) the time period during which
there has been a significant decline in value, (i) an analysis of the liquidity, business prospects and overall
financial condition of the issuer, (i) the significance of the decline, {iv) an analysis of the collateral structure
and other credit support, as applicable, of the securities in guestion and (v) the Company’s intent and ability
1o hold the investment for a sufficient period of time for the value to recover. Where the Company’s analysis
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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 fair value and the previously unrealized loss is therefore
realized in the period such determination is made.

With respect to securities where the decline in value is determined to be temporary and the security’s
value is not written down, a subsequent decision may be made to sell that security and realize 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 managers.
While these investment managers 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.

As mentioned above, the Company considers its intent and ability to hold a security until the value
recovers in the process of evaluating whether a security with an unrealized loss represents an other than
temporary decline. However, this factor on its own does not dictate whether or not the Company recognizes
an impairment charge. The Company believes its ability to hold such securities is supported by positive cash
flow from its operations where it can generate sufficient cash flow in order to meet its claims payment
obligations arising from its underwriting operations without selling such investments. In this regard, cash from
operating activities was $3.0 billion and $1.4 billion for 2002 and 2001, respectively.

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, subjective assessment of
issue-speciiic factors (seniority of claims, collateral value, etc.), future financial market effects, stability of
foreign govemments and economies, future rating agency actions and significant disclosure, accounting,
fraud or corporate govermnance 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 not other than temporary and hence a security’s value
is not written down at that time, there are potential effects upon the Company’s future eamings 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. See “—Investment Activities—Unrealized Losses on
Investments” for further information.

The Company’s investments in hon-traded securities consist of investments over which the Company
has significant influence over the operations and which investments are accounted for under the equity
method of accounting in accordance with the guidance provided in Accounting Pronouncement Bulletin
(“APB") 18, “Equity Method of Accounting for Investments in Common Stock”. These investments consist of
closed end investment funds, limited partnerships and similar investment vehicles and strategic insurance
and other operating affiliates. The Company also has other investments in non-traded securities for which the
Company does not have significant influence over the operations. Fair values of non-traded securities are
estimated by management based upon financial information received and the application of management’s
judgment.

See further information under “Investment Activities” .

6) 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 Company has capitalized net operating tax losses of $296.0 million against which a valuation
allowance of $50.6 milion has been established. 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. The Company has exceeded its previous




forecast for tax purposes for these entities in 2002 and currently anticipates exceeding these forecasts in
2003. A valuation allowance may have to be established for any portion of a deferred tax asset that
management believes will not be realized. Should the taxable income of these entities fall below
expectations, a further valuation allowance would have to be established, which could be significant. In
addition, if any further losses are generated by these entities, these losses may not be tax effected. See
further information under “—Other Revenues and Expenses” and Note 24 to the Consolidated Financial
Statements.

7) Intangible Assets

Intangible assets are carried at or below estimated fair value. There are many assumptions and
estimates underlying the fair value calculation. Principally, the Company identifies the business entity that the
intangible asset is attributed to, reviews historical and forecasted performance and other underlying factors
affecting such analysis, including market conditions, premium rates and loss trends. Other assumptions used
could produce a significantly different result which may result in a change in the value of the intangibles asset
and amortization charge in the Consolidated Statement of Income. Based on the current expectations of
profitability an impairment charge would only be recognized in the event of a significant decline in the
expected profitability of those operations where such intangible assets are applicable. At December 31,
2002, intangible assets were $1.7 billion of which approximately $1.4 billion and $300.0 million related to the
Company’s reinsurance and insurance segments, respectively.

See “—Other Revenue and Expenses” for further information.

8) Winterthur International Acquisition

In connection with its acquisition of Winterthur Intemational in July 2001 in an all cash transaction, the
Company has recorded a total recoverable from Winterthur Swiss Insurance Company (the “Seller”) of
$645.7 milion at December 31, 2002 based on provisions of the sale and purchase agreement between the
parties (“SPA”").

The Company paid to the Seller $405.6 million at closing for Winterthur International based on the
audited U.S. GAAP financial statements of the acquired Winterthur Intemational operations as at December
31, 2000 and the price is subject to final determination based on the audited U.S. GAAP financial statements
of the acquired Winterthur Intemational operations as at June 30, 2001 (the “Completion Financials”). By the
terms of the SPA, the Seller is required to deliver the Completion Financials to the Company but has not
done so to date. The Company expects the Seller to deliver the Completion Financials later in 2003 or to
agree with the Seller to an altemative method for determining the final purchase price. See Note 6 (c) to the
Consolidated Financial Statements for further information.

The SPA provides the Company with post-closing protection with respect to adverse development of
loss and uneamed premium reserves relating to the acquired Winterthur International operations. This
protection is based upon actual net loss experience and development over a three year post-closing
seasoning period based on loss development experience, collectible reinsurance, reinsurance recoveries and
certain other factors set forth in the SPA. See “Financial Condition and Liquidity” for further information. The
SPA provides for arbitration should the Seller and the Company disagree on the final amounts due
thereunder. In the event such arbitration is commenced in the future, the Company may recognize an
impairment if the amount determined to be due to the Company in such arbitration was less than the
carrying value of the SPA recovery balance deemed due from the Seller. An impairment also may result in the
event that the Company and the Seller agree on an amount that is less than the amount shown as a
recovery in the Company’s financial statements or to the extent that any amount proves to be uncoliectible
from the Seller for any reason.
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Results of Operations

The following table presents an after-tax analysis of the Company’s net income (loss) available to
ordinary shareholders and a reconciliation of net income (loss) available to ordinary shareholders to net
operating income (loss) for the years ended December 31, 2002, 2001 and 2000:

(U.S. dollars in thousands, except per share amounts)

2002 2001 2000

Net income (loss) available to ordinary shareholders................. $ 395951 $(576,135) $ 506,352
Eamings (loss) per ordinary share —basiC......c.ccevveeveieeienierens $ 292 $§ (455 $ 4.07
Eamings (loss) per ordinary share—diluted (1) ....c.oooonerinnenns $ 288 § @55 $ 4.03
Weighted average number of ordinary shares and ordinary

share equivalentS—basiC........ccccviiiceeriiee e 135,636 126,676 124,503
Weighted average number of ordinary shares and ordinary

share equivalents—diluted {(1).......ccccoevininciimrrencc e 137,388 126,676 125,697
Reconciliation of net income (loss) to net operating income

(loss):
Net income (loss) available to ordinary shareholders................. $ 395951 $ (576,135 $ 506,352
Net realized losses (gains) on iNvestments.......ccccvvveeevcenneenne 214,160 93,237 {45,080)
Tax effect on net realized gains and losses on investments...... 22,335 5,636 (12,849)
Net realized and unrealized losses (gains) on

derivative iINStrumEntS......c.coveiiene e 51,761 (11,768) (21,405)
Net realized and unrealized gains on weather and energy risk

management dervativVeS. ..o 16,607 16,556 -
Net operating income (I08S) {2} ...ovvovvveercieee e $ 700,814 $ (472,574) $ 427,008

(1} Average stock options outstanding have been excluded where anti-dilutive to earnings per ordinary share.
(2) Net operating income (loss) is a non-GAAP measure. Net operating income (loss) is net income (oss) available to ordinary

shareholders, excluding net realized gains and losses on investments and net realized and unrealized gains and losses on ail
derivatives (except for gains and losses on weather risk management derivatives). These items are excluded because they are
not considered by management to be relevant indicators of the trends in the Company’s core business operations, but rather of
the investrent and credit markets in general. Management believes that the presentation of net operating income (loss) provides
useful information regarding the Company’s results of operations because it follows industry practice and enables investors and
analysts to make performance comparisons with the Company's peers in the insurance industry. This measure may not however
be comparable to simifarty titled measures used by companies outside of the insurance industry. Investors are cautioned not to
place undue reliance on this item in assessing the Company’s overall financial performance. For 2002 and 2001, the Company
had net realized losses on investments and derivative instruments, of $265.9 million and $81.5 million, respectively, as a result of
the significant declines in the investment and credit markets and these losses are not included in the calcutation of net operating
income or loss.

Net income increased significantly in 2002 as compared to 2001 primarily due to net losses arising

from the September 11 event which reduced net income in 2002 by $200.0 million and in 2001 by $796.0
million. Losses were mainly incurred on the property, aviation, personal accident and business interruption
lines. Both the insurance and reinsurance segments were affected by this event. In the second quarter of
2002, the Company increased loss reserves by $200.0 million following the receipt of updated loss
information. Due principally to the complexity of the claims and inherent lag in reporting from insureds and
cedents, management believed it was necessary to increase the estimate for ultimate losses related to this
event. This increase included $127.0 million related to the reinsurance segment, primarily due to higher

business interruption losses and exposure to potential claims by the Lloyd’s Central Guaranty Fund in the



reinsurance segment. The remaining $73.0 million primarily comprised a loss in the accident and health book
of the Company's Lioyd’s operations in the insurance segment.

In addition, net losses incurred in the year ended December 31, 2002 and 2001 included net adverse
prior year loss development of $400.0 million (including $200.0 million related to the September 11 event
discussed above) in 2002 and $175.0 million in 2001. in the year ended December 31, 2000, the Company
had net favorable prior year loss development of $385.0 million. In addition, there were relatively fewer
catastrophic loss events in 2002 and 2000 as compared to 2001. These are discussed within each of the
Company’s operating segments below.

In 2000, the Company incurred after-tax charges of $124.6 million, which included certain reserve
adjustments together with employee severance charges and other costs associated with the realignment of
the Company’s operations and the discontinuation of certain business fines. These charges affected the
underwriting results across the Company’s insurance and reinsurance segments.

Net income in 2002 and 2001 was reduced by net realized losses on investments of $214.2 million
and $93.2 million, respectively. The net realized losses in 2002 and 2001 included a loss of $251.5 milfion
and $115.5 million, respectively, relating to certain fixed income, equity securities and other investments
where the Company determined that there was an other than temporary decline in the value of those
investments. The total amount of an other than temporary decline in value in 2002 related to $144.3 million
on fixed income investments, $77.8 miflion on equity securities and $239.4 million on other investments. Of
the decline in value of fixed income and equity securities considered to be other than temporary in 2002,
approximately 44% was due to investments in the communications sector. The total amount of an other than
temporary decline in value in 2001 related to $66.5 million on fixed income and equity investments and $49.1
million on other investments. The significant circumstances that contributed to these realized losses in 2002
and 2001 included the high level of distress and default in the telecommunications sector, the Enron Corp.
bankruptey, the alleged fraud related to WorldCom Inc. and Adelphia Communication Corp. and a general
rise in corporate defaults across other sectors in response to the general decline in the United States and
elsewhere. In 2000, the Company had net realized investment gains of $45 million. This is discussed further
under “—Investment Activities”.

The Company issued 9.2 million ordinary shares on November 7, 2001, which did not significantly
dilute the weighted average ordinary shares outstanding for 2001. During 2002, the weighted average
ordinary shares increased significantly as a result of these shares being in issue for the full year.

In 20083, the Company plans to record stock option expense for options granted subsequent to
January 1, 20083 in accordance with Financial Accounting Standard (“FAS”) 123, as amended by FAS 148.
The Company expects that the effect of the adoption of this statement will be to reduce net income.
However, the final determination of this cost is dependent upon a number of factors including, but not limited
to, the number of options granted and the volatility of the Company’s share price and their related effect on
the Black-Scholes valuation. The cost will be amortized over the vesting period. (Cumrently, the Company’s
options have a four year vesting period.) The stock option expense could increase in 2004, 2005 and 2006 if
new options are granted in those years, due to the cumulative effect of inclusion of options granted in the
preceding four years, as applicable.

Segments

The Company is organized into three underwriting segments—insurance, reinsurance, and financial
products and services—and a corporate segment, which includes the investment operations of the
Company. See Note 3 to the Consolidated Financial Statements for further information.
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Insurance Operations

The following table summarizes the underwriting profit for this segment (U.S. dollars in thousands):

% Change % Change
2002 02 vs 01 2001 01 vs 00 2000

General:

Net premiums earmed........coecveevennen. $ 2,832,298 66.5% $ 1,700,802 56.9% $ 1,084,330
Feeincome and other.......cccoevveennnnn. 36,717 100.0% 18,358 NM 1,066
Net losses and loss expenses .............. 1,771,982 21.3% 1,461,304 91.5% 763,270
Acquisition COStS...ccveeviieieeeee 478,548 39.4% 343,247 44.8% 237,121
Operating exXpPenses .....ccoveerveererreerenes 380,901 89.7% 200,745 63.4% 122,856
Exchange (gains) l0SSEeS ......ovvevneenvvennns (58,515 NM 8,122 NM (8,330
Underwriting profit (108s) .....covvvereveeenenee. 3 294,089 NM  $ {294,258) NM $ (29,521)
Net (loss) gain on credit default swaps.. $ (16,241) NM $ 8,109 NM $ —

NM=Not Meaningful

Effective July 1, 2001, the insurance segment included the results of Winterthur Intemational and the
effects thereof should be considered when making period to period comparisons.

Net premiums eamed by Winterthur Intemational operations were $779.5 million in 2002 as compared
to $353.1 million in 2001. This increase is due to a full year of net eamed premiums included in 2002, an
increase in premium rates and the renewal of some business previously written by the Company's other
insurance operations. Excluding the effect of Winterthur Intemational, net premiums eamed increased in the
year ended December 31, 2002 over 2001 primarily due to significant price increases, new business written
and an increase in net retention of business written. The increase in net premiums eamed was across all
lines of business, particularly in the aviation and professional fiability lines. Pricing began to increase in 2001
due to a market tumaround following five years of poor underwriting performance throughout the property
and casualty industry and these price increases were further compounded by the September 11 event.
Partially offsetting this increase in net premiums eamed is the effect of the Company exiting program
business at its Lloyd’s operations and specialty workers’ compensation business in the U.S. with effect from
January 1, 2002. Net premiums earned are expected to increase on all lines in 2003 mainly due to the
growth in net premiums written during 2002.

Excluding the effect of Wintherthur intemational, net premiums earned increased in 2001 as compared
to 2000 also due to new business written and price increases. This was partially offset by certain business
discontinued in 2000. Net premiums eamed by Winterthur International in 2001 were approximately $353.1
million.

Fee income and other increased in 2002 as compared to 2001 due primarily to approximately $21.0
million of contingent income received in the fourth quarter of 2002 that related to the sale in 1999 of the
motor business written by the Company's Lloyd's syndicates. This was partially offset by a decrease in the
amount of fee income received in 2002 related to Winterthur Intermational for the provision of consuiting and
administration services for employee benefit plans of unrelated companies. Fee income and other increased
in 2001 over 2000 due to Winterthur Intemational for these services that generated $9.1 million of income in
2001. Due to the one-off nature of the contingent income discussed above, fee income and other is
expected to decline in 2003.

The Company began to write structured credit default swaps at primary layers in this segment in 2001.
Credit default swaps are derivative transactions and the change in the fair value is included in net realized
and unrealized gains and losses on derivatives. The change in fair value was a loss of $16.2 million and a
gain of $8.1 million in 2002 and 2001, respectively. The loss in 2002 relates primarily to an increase in credit
events reported in the year, in line with a deterioration of the credit markets in general. The Company has
amended the presentation of the results of operations for its credit default swap transactions. The change in
fair value of these credit default swap transactions is now included in net realized and unrealized gains and




losses on derivative instruments. Previously the change in fair value was reported in net premiums eamed,
net losses and loss expenses incurred and net realized gains and losses on derivatives. Prior period amounts
have been reclassified to conform with the current year presentation.

The increase in the underwriting profit in 2002 over 2001 and reduction in 2001 over 2000 is reflective
of the loss and loss expense ratios as shown below. The following table presents the ratios for this segment
for each of the three years ended December 31:

2002 2001 2000
Loss and 108s eXpense ratio ......covvevereeiiieere e 62.6% 85.9% 70.4%
Underwriting expense ratio...........coveeeveeeenrnnis e sreeneeve s 30.3% 32.0% 33.2%
CombiNed ratio. ....ccviiivveeiri e 92.9% 117.9% 103.6%

The loss and loss expense ratio includes net losses incurred for both the current year and any adverse
or favorable prior year development of loss and loss reserves held at the beginning of the year.

The loss ratio was lower in the year ended December 31, 2002 as compared to 2001 due primarily to
a relatively lower level of current year loss activity, a change in the mix of business where growth in premium
eamed has occurred for certain lines that had a relatively lower loss ratio as compared to other lines written
‘in the segment, and the positive effect of pricing increases across most lines written. Current year loss
activity in 2001 included $317.9 million of net losses incurred relating to the September 11 event. The lower
current year loss activity in 2002 as compared to 2001 was partially offset by adverse net prior year loss
development in 2002 as opposed to favorable prior year loss development in 2001. The foliowing tables
present the prior year adverse or favorable development of the Company’s gross and net loss and loss
expense reserves for its insurance operations:

(U.S. dollars in millions)

Gross 2002 2001 2000
Unpaid losses and loss expense reserves at

the beginning of the year..........coceeeveervnens $ 7,834 $ 3046 $ 2,980
Net adverse (favorable} development of those

reserves duringthe year......ccovvvenieenne, 54 69 (409)

Unpaid losses and loss expense reserves
re-estimated one year later ........ccccoevvenen, $ 7,888 $ 3,115 $ 2,571

Net 2002 2001 2000
Unpaid losses and loss expense reserves at

the beginning of the year........cccovvvereeee $ 4680 $ 2,457 % 2,386
Net adverse (favorable) development of those

reserves during the year........coovceviiineees 28 (78} {456)
Unpaid losses and loss expense reserves

re-estimated one year later ..........ocooeeeens $ 4,708 $ 2379 § 1,930

During 2002, the Company’s net adverse prior year development of $28 million was comprised of an
increase in toss reserves of $73 million relating to the September 11 event that was partially offset by a net
decrease in the other reserves of $45 million.

The increase in 2002 in the estimate of the ultimate losses relating to the September 11 event of $73
million related primarily to the accident and health business written in the Company’s Lloyd’s operations. The
Company had originally recorded ultimate losses for the September 11 event in the insurance segment of
$318 milfion in 2001 based on management’s best estimate at that time. This best estimate was based on
an analysis which had been performed to attempt to identify ali possible claims and to analyze the magnitude
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of the potential loss. However, the September 11 event was estimated to have caused the largest
man-made insured event in the history of the insurance industry, which made such estimation inherently
difficult. In addition, because the timing of the event was relatively close to the end of the year, much of the
information received by the Company at that date was preliminary. The increase in the loss reserves
occurred in the second guarter of 2002 after the Company received additional information from policyholders
with regard to claims relating to their insured employee casualties, including estimates of benefits payable
under U.S. workers’ compensation statutes. Following receipt of this new information, the Company
completed an additional review of the reserves for this line of business. As a result of this review,
management increased the ultimate loss reserves for this loss event.

The net unpaid loss and loss expense reserves for the other insurance reserves at the beginning of
2002 was $4.4 billion. During 2002, the Company decreased the estimate of these reserves by a net amount
of $45 million, consisting of a decrease in reserves relating to the excess casualty insurance business of
$114 million partially offset by increases in prior year reserves for satellite lines of $30 million and other
casualty insurance lines of $39 million. Estimated ultimate loss reserves were reduced for excess casualty
insurance based upon lower than expected actual reported loss experience for business written in years
1997 and prior. A lack of available industry data resulted in more actuarial judgment being involved in
establishing IBNR loss reserves for this line of business in the earlier years. Estimated loss reserves are then
regularly updated to take into account actual claims reported. The adverse development experienced in the
satellite lines was due to several satellite malfunctions that caused an increase in actual reported loss activity
that was greater than expected. The adverse development for the other casualty lines was for business
written in 1999 through 2001. In these years, premium rates for casualty business had declined due to
competitive market pressures and in 2002, there was an increase in the size of claims reported that was
higher than expected.

The Company did not change its methodology or key assumptions used in 2002 to determine ultimate
loss reserves for this or any other line of insurance business written.

During 2001 and 2000, the net favorable prior year loss development of $78 million and $456 million,
respectively, related principally to the Company’s excess casualty insurance business. 2001 favorable
development related to business written in 1994 through 1997. Favorable development in 2000 related to
business written in 1993 through 1998. Similar to 2002, favorable development was due primarily to
judgment required in establishing reserves for this line of business due to the lack of industry data available
as described above. The Company did not change its methodology or key assumptions for this business in
either 2001 or 2000.

While the Company has experienced favorable development in the high layer excess casualty lines for the
last several years, 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.

Excluding the effect of September 11, 2001, the loss ratio in 2001 was 66.7% as compared to 70.4%
in 2000. In 2000, net incurred losses included $33.5 million relating to an intercompany stop loss
arrangemenit with a subsidiary in the reinsurance segment. There was no such arrangement in place in 2002
or 2001. Partially offsetting this decrease were other significant current year loss events in 2001 including the
Toulouse, France petrochemical plant explosion and the airport loss event in Sri Lanka, totaling
approximately $19.0 million. There were no significant catastrophic loss events for this segment in the year
ended December 31, 2000.

Business written by Winterthur International in force at June 30, 2001 carries a maximum exposure to
a combined ratio of 105% under the Sale and Purchase agreement with the seller. See Note 8(c) to the
Consolidated Financial Statements.

The decrease in the underwriting expense ratio in 2002 over 2001 is due to a reduction in the
acquisition expense ratio that has been partially offset by an increase in the operating expense ratio. The
acquisition expense ratio has decreased due to a change in the mix of business eamed where there has
been an increase in certain lines which typically carry a lower commission and brokerage cost. In addition,



2001 net premiums earned were reduced by $25.3 million related to the September 11 event that
contributed to higher ratios in 2001. Operating expenses include $181.6 million and $69.8 million in 2002
and 2001, respectively, relating to the operations of Winterthur International. This increase reflects a full year
of Winterthur Intemational’s resufts in 2002 as well as costs associated with the building and integration of
their infrastructure. In addition, 2002 was also affected by an increase in operating expenses at the
Company's Lioyd's operations, where the Company now owns 100% of the syndicate capacity.

The underwriting expense ratio decreased slightly in 2001 as compared to 2000 due primarily to the
effect of purchase accounting treatment on the acquisition costs of Winterthur Intemational which reduced
acquisition expenses in 2001 by $19.3 million. Had an historical level of deferred acquisition costs been
amortized, the expense ratio for the segment would have been 33.2% in 2001, which is the same as the
ratio in 2000.

Exchange gains of $56.5 million in 2002 were primarily due to a decline in the value of the U.S. dollar
against U.K. sterling and Swiss franc in those operations that have monetary assets and liabilities
denominated in these foreign currencies. With the acquisition of Winterthur International, the Company now
has a substantial European platform and therefore is further exposed to foreign currency exchange rate
movements. The Company is currently reviewing altemative strategies to mitigate its currency risk.

Reinsurance Operations

Reinsurance — General Operations
The following table summarizes the underwriting results for the general operations of this segment:

(U.S. dollars in thousands)

% Change % Change
2002 02 vs 01 2001 01 vs 00 2000
Net premiums eamed................... $ 2,066,775 100.7% $1,029,618 11.0 % $ 927,195
Fee income and other .................. 11,201 256.0% (7,180) (226.8)% (2,197)
Net losses and loss expenses ...... 1,657,065 9.0% 1,428,772 1154 % 663,173
Acquisition CostS........covvvinneirinenn. 454,300 55.5% 292,069 18.1% 247,352
Operating expenses .......ccvvveeenne 109,796 26.0% 87,169 (14.7% 102,132
Exchange (gains) losses ............... (23,787) NM 4,062 5.0% 3,868
Underwriting 10SS......covevvvcennnnene, $ (19,398 NM  $(789,634) NM  $ (91,527)

Underwriting results for the year ended December 31, 2001 were significantly affected by the
September 11 event. Net premiums eamed increased in 2002 as compared to 2001 due primarily to new
business growth and significant price increases across most lines of business written in 2002 and 2001,
notably casuaity and property lines. In addition, 2002 includes net premiums eamed of $241.5 million relating
to Le Mans Ré where the Company acquired a majority ownership and was therefore consolidated with the
Company’s financial results, with effect from January 1, 2002. Significant pricing increases were due to a
market tumaround following five years of poor underwriting performance throughout the property and
casualty industry. These pricing increases were further compounded by the September 11 event. Also, net
premiums eamed in 2001 were negatively impacted by $120.4 million of net reinstatement premiums related
to the September 11 event. See Note 4 to the Consolidated Financial Statements for further information. Net
premiums eamed are expected to increase on all lines in 2003 mainly due to the growth in net premiums
written during 2002,

Net premiums eamed in 2001 increased over 2000 due to additional premiums earned, primarily on
property lines, from increased premium rates and new business written. This was partially offset by the net
reinstatement premiums resulting from the September 11 event, mentioned above.

Fee income and cother in 2002 relates primarily to the earning of fees on twobdeposit liability contracts
that were commuted in the second and third quarters of 2002, Fee income and other in 2001 and 2000 was
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negative due to non-underwriting costs for an outward reinsurance contract. Due to the one-off nature of the
income discussed above, fee income and other is expected to decline in 2003.

The following table presents the underwriting ratios for this segment:

2002 2001 2000
Loss and 108S eXPense ratio ....ccceivveevuveeereeenervresnesenean 75.3% 138.8% 71.5%
Underwriting expense ratio........cc.coovvvveevinrecviie e 27.3% 36.8% 37.7%
Combined ratio......vvvvverrerrreee e 102.6% 175.6% 109.2%

The loss and loss expense ratio includes net losses incurred for both the current year and any adverse
or favorable prior year development of loss and loss reserves held at the beginning of the year.

The loss ratio was lower in the year ended December 31, 2002 as compared to 2001 due primarily to
a relatively lower level of current year loss activity and the positive effect of pricing increases across most
lines written. Current year loss activity in 2001 included $442.1 million of net losses incurred relating to the
September 11 event.

The following tables present the adverse prior year development of the Company’s gross and net loss
and loss expense reserves for its reinsurance general operations:

(U.S. doliars in millions)

Gross 2002 2001 2000
Unpaid losses and loss expense reserves at

the beginning of the year.......coovevevcvncencnnn $ 3,947 % 2614 $ 2,382
Net adverse {favorable) development of those

reserves during the year ........ceeeeee e 504 381 306
Unpaid losses and loss expense reserves

re-estimated one year 1ater.........c.oecvvveevvenne. $ 4451 $ 2995 $ 2,688

Net 2002 2001 2000

Unpaid losses and loss expense reserves at

the beginning of the year........cccovvvviieiiiene $ 2,467 $ 1863 $ 2,145
Net adverse (favorable) development of those

reserves during the year ...cccooovevereviee e 385 253 61

Unpaid losses and loss expense reserves
re-estimated one year fater........oco.oovvvrivveeennn, $ 2852 § 2116 §$ 2,206

During 2002, the Company’s prior year estimate of the year-end 2001 net reserve increased by $385
million. This increase was comprised of an increase of $127 million related to the September 11 event and
an increase of $258 million for all other reinsurance reserves.

The increase in estimate for the September 11 event of $127 million related primarily to higher than
originally estimated business interruption losses and exposure to potential claims by the Lloyd’s Central
Guaranty Fund. The increase in estimate was recorded in the second quarter of 2002 following an analysis of
additional new information received from the Company’s ceding companies with regard to their increased
estimates cf claims relating to their exposures to the September 11 event. During 2001, the Company had
recorded incurred losses for the September 11 event for its reinsurance operations of $442 milion. Due to
the size and complexity of the loss and the time lag in ceding companies reporting the information to the
Company, establishing reserves for this loss within a short time period was difficult.

The increase in estimate for all other reinsurance reserves in 2002 of $258 million related principally to
losses on business written in 1997 through (and including) 2000 in the Company’s U.S. casualty reinsurance
business and for asbestos losses in years prior to 1985. This increase was partially offset by decreases in
estimates for losses related to business written in 1985 through 1996 in these same lines of business. The




reporting and settlement period for reinsurance casualty business is relatively long and, in some cases, can
be up to 30 years or more from the inception date. Moreover, reporting and settlement pattems can vary
significantly from year to year. During the years 1998 through 2000, competitive market pressures on pricing
caused premium rates for excess casualty business to decline industry wide. For these calendar years, there
has been an increase in the number and size of claims reported in 2002 as a result of recent increases in
court filings and settlements. This increase has caused the Company to increase its estimated ultimate
reserves for this business. The Company did not change its methodology or key assumptions for
determining ultimate loss reserves in 2002.

The Company updated its assumptions for asbestos loss reserves in 2002 to take account of an
increase in 2002 in the number and size of the ultimate asbestos claims that the Company anticipates on the
policies underwritten during the years 1972 through 1985. These changes were based on recent increases in
court filings and settlements on behalf of asbestos claimants and bankruptcies of asbestos defendants
which tend to shift liabilities to other parties. The Company’s increase of $30 million in 2002 increased its
total net reserves for asbestos and environmental exposures to $66 million, which was below 1% of the
Company’s total unpaid loss and loss expenses at December 31, 2002.

The Company utilizes industry standard asbestos and environmental claims models to estimate its
ultimate liability for these exposures.

As of December 31, 2002, the Company had approximately 537 open claim files for potential asbestos
exposures and 515 open claim files for potential environmental exposures on business written prior to 1986.
Approximately 44% of the open claim files for both 2002 and 2001 and 45% for 2000 are due to
precautionary claim notices. 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 Environmenta
Claims Claims
Total number of claims outstanding at December 31, 2000 374 613
New claims reported in 2001 122 33
Claims resolved in 2001 43 103
Total number of claims outstanding at December 31, 2001 453 543
New claims reported in 2002 117 42
Claims resolved in 2002 33 70
Total number of claims outstanding at December 31, 2002 537 515

The Company’s exposure to asbestos and environmental claims arises from policies written, both on a
proportional and excess basis, after 1972. The Company discontinued writing policies with these exposures
in 1985. Business written was across many different policies, each with a relatively small contract fimit. The
Company’s recently reported asbestos claims related to both traditional products and premises and
operations coverage.

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; (i) the lack of reliability of available historical claims data as an indicator of
future claims development; (i) 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, 2002,
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further adverse development is not expected to be material to the Company’s overall net loss reserves. See
Note 10 to the Consolidated Financial Statements for further information.

The Company believes it has made reasonable provision for its asbestos and environmental exposures
and is unaware of any specific issues that would significantly affect its estimate for loss and loss expenses.

During 2001 and 2000, the Company’s prior estimate of the year-end net reserves increased by $253
million and $61 million, respectively. The increase in 2001 related principally to loss estimates for losses
occurring in 1998 through (and including) 2000. The increase in 2000 related principally to loss estimates for
losses occurring in 1997 through (and including) 1999. Both years’ increases related to the Company’s
casualty reinsurance business. The reasons were the same as those explained above. The Company did not
change its methodology or key assumptions in 2001 or 2000. This adverse development was due to an
increase in the size and frequency of the reported claims for these lines that was greater than previously
expected in the underlying loss reporting pattems used to estimate ultimate losses.

The Company has experienced adverse development in the casualty reinsurance business for the last
several years and there can be no assurance that conditions and trends that have affected the development
of liabilities in the past will not continue.

The loss and loss expense ratio in 2001 was also affected by the negative impact of the reinstatement
premiums cn net premiums eamed related to the September 11 event as noted above. In 2002, current year
net losses incurred included $30.0 million for the European Floods while in 2001 other current year loss
events, excluding the September 11 event, totaled approximately $93.0 million. This included the Sri Lanka
airport loss, Tropical Storm Allison, the Petrobras oil rig loss in Brazil and the Toulouse, France petrochemical
plant explosion. Property catastrophe business has loss experience that is generally categorized as low
frequency but high severity in nature. This may result in volatility in the Company’s financial results for any
fiscal year or quarter.

The 2001 loss ratio excluding the September 11 event would have been 85.8% as compared to the
loss ratio in 2000 of 71.5%. The higher loss ratio was mainly due to net adverse development described
above. Current year loss events in 2000 totaled approximately $95.0 million, which included an oil refinery
loss in Kuwait, several satellite losses and the Singapore Airlines loss.

The underwriting expense ratio in 2001 was also affected by the negative impact of the September 11
event reinstatement premiums on net premiums eamed. Excluding the effect of the reinstatement premiums
the underwriting expense ratio would have been 33.0% in 2001 as compared to 27.3% in 2002. The
reduction in the underwriting expense ratio is due primarily to a change in the mix of business in net
premiums eamed where certain lines have a lower commission rate and also due to the growth in net
premiums eamed being greater than the growth in operating expenses. Operating expenses generally do not
change in direct proportion to changes in net premiums eamed, particularly where they are due to price
changes. Partially offsetting this is a reduction in 2001 of approximately $7.0 milion related to certain
compensation expenses accrued in previous years. This is the main reason for the decrease in the
underwriting expense ratio, excluding the September 11 event in 2001 as compared to 2000.

Exchange gains in 2002 of $23.8 million were mainly attributable to a decline in the value of the U.S.
dollar against U.K. sterling and the Euro in those operations that write business globally. The Company’s
European operations have expanded due to the consolidation of the results of Le Mans Ré. The Company is
currently reviewing altemative strategies to mitigate its currency risk.



Reinsurance - Life Operations

The following table summarizes the net income (loss) from life operations of this segment (U.S. dollars

in thousands):

% Change % Change
2002 02 vs 01 2001 01 vs 00 2000
Net premiums eamed............ovcevnen. $ 980,387 40.9% $ 695,595 NM —
Fee income and other ......cocveevennns 2 NM - - -
Claims and policy benefits................ 1,027,981 471% 698,675 NM —
Acquisition COSES ....vvviivviiier e 12,839 NM — — —
Operating expenses .......cccovveevenee. 5,844 NM — — —
Net investment income.........ccooce. 91,451 NM — — —
Net inCOme (1088}, vvivvereereerieeeenias $ 25176 NM $ (3,080 NM —

Life premiums eamed in 2002 included a large contract written in the third quarter of 2002 consisting
of a U.K. portfolio of annuities. This contract increased net premiums eamed and claims and policy benefits
by $762.7 milion and $776.8 million, respectively. In the fourth quarter of 2001, the Company wrote another
large contract of European annuities for $549.3 milion of net premium eamed and policy benefits. The
Company acquired cash and investment assets related to the future policy benefit reserves assumed at
inception of these large contracts. While the Company expects to write more of these contracts, the
frequency of these transactions will likely be irregutar.

Excluding these large contracts, net premiums eamned in life reinsurance increased in 2002 over 2001
as the Company has expanded its life reinsurance operations and also due to life reinsurance business
written by Le Mans Ré. The fife operations included $32.3 milion of net premiums eamed on life business
from Le Mans Ré, which was included as a consolidated subsidiary with effect from January 1, 2002.

Net investment income is included in the calculation of net income from life operations as it relates to
income earned ¢n portfolios of separately identified and managed life investment assets and other allocated
assets. The accretion of the related future policy benefit reserves is included in claims and policy benefits.

Financial Products and Services Operations

Financial Products and Services - General Operations

The following table summarizes the underwriting resutts for this segment (U.S. dollars in thousands):

% Change % Change

General: 2002 02 vs 01 2001 01 vs 00 2000
Net premiums eamed...........cccceevnee $ 67,745 825% $ 37,113 56.5% $23,715
Feeincomeand other .........ovvvvvveens 7,043 NM 7,069 NM —
Net losses and loss expenses .......... (1,732) (111.4)% 15,155 147.8% 6,116
AcquISIHioN COSES c.evvverireeieeee e, 9,644 158.6% 3,730 181.9% 1,323
Operating expenses.......ccccvvvvevneenn 61,543 451% 42,404 41.5% 29,969
Exchange l0SSes ....ccccveevvevevennieenns 8 NM — - —
Underwriting profit (10S8)......ccceeeveve.. 3 5,325 NM $ (17,107) (24.9)% $(13,693
Net (losses) gains on credit default

SWADS 1veviveieeceieree et $  (29,896) 8.6% $ (27,535) NM  $15,924
Net gains (losses) oh weather and

energy risk management contracts..  $ 16,607 NM $ 16,558 NM  § —
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Net premiums eamed in 2002 increased compared to 2001 and 2000 due to an increase in net
premiums written in 2002 and 2001 related to an expansion of the financial guaranty business. In 2002 and
2001, finarcial guaranty business included primary and secondary municipal portfolios, asset-backed
securities, structured finance transactions and reinsurance assumed. In 2000, most of the business was
treaty business assumed from one financial guaranty company. Net premiums earned in 2002 also included
$5.1 miltion refated to weather risk management products written in insurance form as compared to $4.5
million in 2001.

Fee income and other in 2002 and 2001 related primarily to liquidity facility fees eamed from one of the
Company’s financial guaranty contracts. Fee income and other is expected to decrease in 2003.

As with the Company’s property and casualty insurance and reinsurance operations, net losses and
loss expenses include current year net losses incurred and adverse or favorable devliopment of prior year net
loss and loss expenses reserves. In 2002, net losses incurred were negative due to favorable development of
prior year loss and loss expense reserves. The following tables present the favorable development of the
Company's gross and net loss and loss expense reserves for its general financial products and services
operations:

(U.S. doliars in millions)

Gross and Net 2002 2001 2000
Unpaid losses and loss expense reserves at

the beginning of the year.......cocccvcvevevienne $ 26 $ 12 % 6
Net adverse (favorable) development of those

reserves during the year........cocceevervieieennnns (13) — -
Unpaid losses and loss expense reserves

re-estimated one year later..........c..coeevvenen. $ 13 $ 12 8 6

During 2002 the Company'’s prior estimate of the year-end 2001 net reserve of $26 million decreased
by $13 milion to $13 million as at December 31, 2002. This change in estimate was due entirely to the
financial guaranty business written within this segment for losses related to business written in 1998 through
and including 2001.

The Company commenced writing financial guaranty business in 1998 and had relied entirely upon
industry data to establish reserves until the end of 2001. In 2002, the Company refined its assumptions to
take into account its actual historical loss experience and revised its estimated claim reporting pattem for the
IBNR losses that the Company records during each loss year. The Company uses this expected loss
reporting pattem, combined with changes in reported losses, to determine the prior year development
amount. Since reported losses for this business have been less than expected, the refinement in
assumptions resulted in a decrease in the estimate of reserves for prior years.

In 2001 and 2000, the Company did not change its prior year loss reserves because it did not have
sufficient Company-specific loss experience data available to justify amending the Company’s initial
assumptions.

Acquiisition costs as a percentage of net premiums eamed increased in 2002 as compared to 2001
and 2000. This increase is due to an increase in reinsurance assumed from third parties which carries an
acquisition commission cost of approximately 30%. In addition, in 2002 there were less offsetting
commissions eamed due to lower reinsurance purchased and an increased cost associated with the
amortization of certain deferred acquisition costs.

Operating expenses increased in 2002 as compared to 2001 and 2000 primarily due to compensation
costs of new staff as a result of the continued expansions of these operations, which includes the
guaranteed municipal reinvestment contract business.

The Company also insures payment obligations to counterparties under Institutional Swaps and
Derivatives Association (“ISDA”) documentation or swap form, which are swap derivative transactions. The




vast majority of financial guaranty coverage that is written in swap form pertains to tranches of collateralized
debt obligations and asset-backed securities, particularly the higher rated tranches. See Notes 15 and 17 to
the Consolidated Financial Statements. The Company has amended the presentation of the results of
operations for its credit default swap transactions in 2002. The change in fair value of these credit default
swap transactions is included in “net realized and unrealized gains and losses on derivative instruments.”
Previously the change in fair value had been reported in net premiums earned, net losses and loss expenses
incurred and net realized and unrealized gains and losses on derivatives. Prior period results have been
reclassified to conform with the current year's presentation. Since most of these credit default swap
transactions tend to be unigue and there is no traded market or any intention to sell such exposures, the
Company fair values such instruments by creating models which track similar markets which may have some
trading or market activity. The Company creates indicies by using proxies of credit spreads and monitors
changes in those spreads as well as changes in the credit quality for investment grade exposures. Non
investment grade exposures are modeled based on statistical and probabilistic assumptions regarding
interest rates, historical default rates and expected recovery rates. The model requires significant judgments
to be made by management in determining the ultimate loss and is sensitive to changes in market
conditions, particularly credit spreads. The Company recorded a loss on credit default swaps of $29.9 million
and $27.5 million in 2002 and 2001, respectively. The reduction in value in 2002 was due to a significant
widening of credit spreads, widespread ratings downgrades of corporate obligors, and certain specific credit
events reported in the year on a small number of transactions. The Company continues to monitor its credit
exposures and establish reserves as required.

In 2001, the Company commenced trading in weather and energy risk management derivatives in this
segment. These derivative contracts are also recorded at fair value. In 2002, the Company changed the
presentation of the change in fair value which is now included in the net realized and unrealized (losses) gains
on derivative instruments. In 2001 the change in fair value was included in fee income and other. Prior period
results have been reclassified to conform with the current year’'s presentation. Net realized and unrealized
gains on these derivatives were $16.6 million in 2002 and 2001.

Financial Products and Services - Life Operations
The following table summarizes the net income from life operations of this segment:

(U.S. dollars in thousands)

% Change % Change
2002 02vs 01 2001 01 vs 00 2000
Net premiums eamed..........c.o.ooeeeae. $ 42,605 NM — — —
Fee income and other .........c.ccconeee. - - — — —_
Claims and policy benefits................ 41,475 7 - NM — - —
ACQUISTION COSES ..oviviiiiien e — - —_ - —
Operating expenses ......ccceceveeverenees 404 NM — - -
Fee and otherincome .........c..ocoeee - — — — -
Net investment income..................... — — — — —
NEt iNCOME....vivvviceiiieeiecr s 3 726 NM — — —

The Company commenced writing life business in this segment in 2002. Net premiums eamed related
to certain blocks of U.S. based term life mortality reinsurance business novated to the Company on
December 31, 2002 from one of its insurance affiliates. The Company acguired a portfolio of future policy
benefit reserves and cash in this transaction which resulted in $41.5 million in net premiums eamed and
claims and policy benefits. See “Financial Condition and Liquidity” for further information and Note 27 to the
Consolidated Financial Statements for further information.

Investment Activities

The foliowing table illustrates the change in net investment income, net realized gains and losses on
investments and net realized and unrealized gains and losses on investment derivatives for each of the three
years ended December 31, 2002.
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(U.S. dollars in thousands)

% Change % Change
2002 02 vs 01 2001 01 vs 00 2000

Net investmant income........cooeeeeeeee. $ 734,535 20.3% $ 610,528 51% $ 580,946
Net realized (losses) gains on

INVEStMENtS......cooverveeeerie e $ (214,160) 129.7% $ (93,237) NM  § 45,090
Net realized and unrealized (losses)

gains on investment derivative

INStruments (1)...ovvevveee e, $ (22,231) NM $§ 14,638 167.1% $ 5,481

(1} For a summary of realized and unrealized gains and losses on all derivative instruments, see Note 15 to the Consolidated
Financial Statements.

Net Investment Income

The following table shows the average investments, the aggregate investment income and the
annualized effective yield for each of the years ended December 31:

(U.S. dollars in thousands)

Average Net Pre-Tax Annualized
Year Ended December 31 Investments (1) investment Income (2) Effective Yield
2002 $17,162,445 $734,535 4.28%
2001 11,053,110 610,528 5.52%
2000 9,058,811 580,946 6.41%

(1) Average of the beginning and ending amounts of total investments and cash and cash equivalents net of pending trades for the
pericd. Investment securities are carried at market value.

(2) After applicable investment expenses, excluding net realized gains and losses on investments and net realized and unrealized
gains and losses on derivative instruments.

(8) Certain prior period results have been amended to conform to the cument year’s presentation.

Net irvestment income increased in the year ended December 31, 2002 compared to 2001 primarily
due to growth in the investment base. Investments available for sale and cash and cash equivalents less net
pending payable for investments purchased was $18.1 billion at December 31, 2002 as compared to $13.0
billion at December 31, 2001. This increase of $5.1 billion includes (i) the issue of preference shares in the
third and fourth quarters of 2002 generating net proceeds of $222.8 million and $278.4 million, respectively;
(i) $250.0 million of net proceeds relating to the issue of $600.0 million 6.5% Guaranteed Senior Notes due
January 2012, after debt repayment of $350.0 mitlion; (i) cash flow from operations of $3.0 billion; and (i)
investment assets of approximately $653.3 million relating to the consolidation of Le Mans Ré as a subsidiary
with effect from January 1, 2002. The increase in investment income was partially offset by a 1.24%
reduction in the annualized effective yield of the investment portfolio (4.28% for 2002 as compared to 5.52%
for 2001). The reduction in the effective yield of the investment portfolio was due to a general decline in
interest rates in the U.S. and Europe, with the reduction in rates attributed to markets discounting a
slowdown in economic activity. For example, during 2002 the yield on 5-Year U.S. Treasury securities
declined by approximately 1.60%, the yield on the 5-Year Euro-denominated government securities declined
by approximately 1.00% and the vyield on 5-Year U.K. Govemment securities declined by approximately
0.90%. Net investment income- also increased in 2001 as compared to 2000 due primarily to a higher
investment base. The investment base in 2001 included the receipt of net funds of $1.1 billion related to new
debt issued by the Company during the second and third quarters of 2001. As previously noted, the
Company also acquired the net assets of Winterthur International from July 1, 2001, increasing the
Company’s investment assets by $1.4 billion. In addition, in November 2001, the Company issued 9.2 million
shares for net proceeds of $787.7 million. The effect of the higher investment base was offset by decreases
in the general interest rate levels as a resuft of the lowering of rates by the Federal Reserve Bank through
2001,



It is expected that investment income in 2003 will be affected by the low level of investment rates. This
is expected to be offset to some degree by positive cperating cash flow, assuming no large unusuat loss
events. See further discussion in “Financial Condition and Liquidity”.

Assets related to insurance and reinsurance deposit liabilities are included in investments available for
sale. The accretion charge on these deposit liabilities is included in interest expense. The Company has
amended the presentation of this accretion charge in 2002 where previously it was shown as a deduction
from net investment income. Prior periods’ information has been amended to conform with the current year's
presentation. In addition, assets related to guaranteed investment contracts are also included in investments
available for sale. See further discussion in Note 7 and Note 12 to the Consolidated Financial Statements.

Investment Performance

Measurement of investment performance is a function of the investment strategy and business
purpose for each of the components of the investment portfolio. Investment perfomance is based upon total
return of the portfolio that includes net investment income, net realized gains and losses on investments, net
realized and unrealized gains and losses on investment derivatives and the change in the net unrealized
gains and losses on investments.

Within the actively managed portion of the asset/liabifity portfolio, the objective is to maximize total
investment retums at a risk level that is managed relative to applicable public market fixed income indices.
However, the deposit and regulatory holdings portion of the asset/liability portfolio is subject to investment
restrictions that limit the effectiveness of active discretionary management. As a result, comparisons of the
deposit and regulatory holdings portion of the Company's asset/liability portfolio with public market indices
are not meaningful. Due to the unique nature of the underlying liabilities in the Company’s structured product
portfolio (i.e. deposit liabilities and future policy benefit reserves), customized benchmarks are used to
measure performance. Finally, certain of the Company’s business investments are private market
transactions that cannot be meaningfully compared to certain public indicies. Accordingly, only
approximately 40% of the Company’s total investment portfolio could be meaningfully compared to public
market indicies.
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The table below summarizes investment performance for those portions of the asset/liability and risk
asset portfolios that could be meaningfully compared to public market indices for each of the years ending

December 31 presented below:

Asset/Liability Portfolios

U.S. Investment Grade, Moderate
Duration

Lehman Aggregate Bond Index
Relative Performance

U.S. Investment Grade, Low Duration
Salomon 1-3 Year Treasury Index
Relative Performance

Euro Aggregate, Unhedged
Lehman Euro Aggregate Index
Relative Performance

Pan European, Hedged

Merrill U.K. / Merrill Pan Europe
Composite

Relative Performance

U.K. Sterling, Unhedged
Merrill U.K. Sterling Broad Index, 1-10
Years

Relative Performance

Risk Asset Portfolios —Fixed Income

U.S. Moderate Grade
Investment Grade / High Yield Composite
Relative Performance

U.S. High Yield
CS First Boston High Yield Index
Relative Performance

Year ended Year ended Year ended
December 31, December 31, December 31,
2002 2001 2000
9.0% 9.2% 10.6%
10.3% 8.4% 11.6%
(1.3)% 0.8% (1.0)%
3.8% 10.1% 6.1%
5.8% 8.3% 8.0%
(2.00% 1.8% (1.9)%
8.1% n/a n/a
9.5% n/a n/a
(1.4% n/a n/a
23.1% n/a n/a
25.2% n/a n/a
2.0)% n/a n/a
8.5% n/a n/a
8.8% na n/a
0.3% n/a n/a
1.0% 7.5% 4.7%
7.9% 9.7% 7.1%
(6.9)% (2.2)%  2.4%
4.3)% 3.4% 0.1%
3.1% 5.8% - (5.2%
 (74% (2.4)% 5.3%




Year ended Year ended Year ended

December 31, December 31, December 31,
2002 2001 2000
Risk Asset Portfolios — Equities
U.S. Large Cap Growth Equity (30.1)% (29.6)% 9.4)%
Russell 1000 Growth Index (28.0)% {20.5% (22.5)%
Relative Performance 2.1)% ©O.1)% 13.1%
U.S. Large Cap Value Equity (12.5% 3.8% na
Russell 1000 Value Index (15.8)% (5.9)% n/a
Relative Performance 3.3% 9.7% n/a
U.S. Small Cap Equity (15.9)% 5.2% n‘a
Russell 2000 Index (20.6)% 2.3% n/a
Relative Performance 4.7% 2.9% n/a
Non-U.S. Equity (16.1)% (18.5)% (4.4)%
MSC! EAFE Index (15.9% (21.4)% (11.5)%
Relative Performance 0.2)% 2.9% 7.1%
Risk Asset Porifolios — Alternative
Investments
Altemative Investments 6.7% 14.3% 15.6%
Standard and Poor’s 500 Index _(22.1)% _(11.9% (9.2)%
Relative Performance 28.8% 26.2% 24.8%

“n/a” indicates that portfolios comparable to this benchmark have been in existence for less than the
period indicated. Retums are time-weighted and have been annualized for periods in excess of one year.
U.S. equity indices are shown net of withholding taxes.

Realized loss on investments and other than temporary declines in the value of investments

The Company’s investment portfolic is classified as available for sale. Realized investment gains and
losses are incurred through the normal tumover of the Company’s investment portfolio. Realized investment
losses include impairment charges relating to declines in value of securities that are considered to be other
than temporary.

See “—Critical Accounting Policies” for further information.

During the year ended December 31, 2002, the Company had net realized losses on investments of
$214.2 million. This included gross realized losses on fixed income and equity securities of $526.3 million
and $160.1 million, respectively. Gross and net realized losses included $251.5 million of provisions for
declines in fair value considered to be other than temporary. Of the total provisions, $144.3 million related to
fixed income securities, $77.8 million to equity securities and $29.4 milion to other investments.
Approximately 44% of the declines in fair value of fixed income and equity securities considered to be other
than temporary refated to the communications sector, including Worldcom Inc. and Adelphia Communication
Corp. in the second quarter of 2002 where the decline in the value of such securities was due to alleged
fraud. In addition, approximatety $41.0 million of gross realized losses related to sales of Worldcom Inc. and
Adelphia Communication Corp.
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During the year ended December 31, 2001, the Company had net realized losses on investments of
$53.2 million. This included gross realized losses on fixed income and equity securities of $373.6 million and
$140.9 milion, respectively. Gross and net realized losses on investments included $115.5 milion of
provisions for declines in fair value considered to be other than temporary, $66.4 milion of which related to
fixed income and equity securities and $49.1 miflion of which related to the Company’s other investments.

The significant circumstances that contributed to these realized losses in 2002 and 2001 included the
high level of distress and default in the telecommunications sector, the Enron Corp. bankruptey and a
general rise in corporate defaults across other sectors in response to the general economic decline in the
United States and elsewhere. For the securities that were sold at a loss during the year ended December 31,
2002, the fair market value of the fixed income securities and equity securities at the sales dates was
approximately $8.5 billion and $306.0 milion, respectively. For the securities that were sold at a loss during
the year ended December 31, 2001, the fair market value of the fixed income securities and equity securities
at the sales dates was approximately $8.8 billion and $350.0 million, respectively.

With respect to those securities that were sold at a loss during the year ended December 31, 2002 the
following is an analysis of the period of time that those securities had been in an unrealized loss position, the
amount of the realized loss recorded in the Company’s results of operations as of the sale date and the
amount of the impairment charge taken in the year:

(U.S. dollars in thousands)

Length of time in a continual unrealized loss

position Fixed Income Securities Equity Securities

Less than € MOmtNS.......cc.oeceveeeineceeee e $ 284,259 $ 60,925
At least 6 months but less than 12 months ..... 59,350 14,128
At least 12 months but less than 2 years......... 19,429 6,830
At least 2 years but less than 3 years.............. 18,983 411
Total gross realized loss from sales.................. 382,021 82,294
Impairment charges for declines in value

considered to be other than temporary ........... 144,255 : 77,832
Total gross realized 108S .......coveveeeevrveeirrerenn, $ 526,276 $ 160,126

With respect to those securities that were sold at a loss during the year ended December 31, 2001 the
following is an analysis of the period of time that those securities had been in an unrealized loss position, the
amount of the realized loss recorded in the Company’s results of operations as of the sale date and the
amount of the impairment charge taken in the year:

(U.S. dollars in thousands)

Length of time in a continual unrealized loss

position Fixed Income Securities Equity Securities

Less than 6 MONthS.......c.oveececeeivieeeeeeennns $ 109658 & 79,119
At least 6 months but less than 12 months ..... 27,429 27,399
At least 12 months but less than 2 years........ 106,244 5,602
At least 2 years but less than 3 years.............. 2,101 597
Total gross realized loss from sales................. 335,432 112,717
Impairment charges for declines in value

considered to be other than temporary ........... 38,219 28,147
Total gross realized l0SS .......oceeveveevreeeeiin $ 373651 $ 140,864

The Company’s process for identifying declines in the fair value of investments that are other than
temporary involves consideration of several factors. These factors include (i) the time period during which
there has been a significant decline in value, (i) an analysis of the liquidity, business prospects and overall




financial condition of the issuer, (i) the significance of the decline, (iv) an analysis of the collateral structure
and other credit support, as applicable, of the securities in question and {v) the Company’s intent and ability
to hold the investment for a sufficient period of time for the value to recover. 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 fair value and the previously unrealized loss is therefore
realized.

With respect to securities where the decline in value is determined to be temporary and the security’s
value is not written down, a subsequent decision may be made to sell that security and realize a loss. As
mentioned above, the Company considers its intent and ability to hold a security until the value recovers in
the process of evaluating whether a security with an unrealized loss represents an other than temporary
decline. However, this factor, on its own, does not dictate whether or not the Company recognizes an
impairment charge. The Company believes its ability to hold such securities is supported by its positive cash
flow from operations where it can generate sufficient cash flow in order to meet its claims payment
obligations arising from its underwriting operations without selling such investments. Cash from operating
activities was $3.0 billion and $1.4 billion for 2002 and 2001, respectively. However, subsequent decisions
on security sales are made within the context of overall risk monitoring, changing information and assessing
value relative to other comparable securities. While the Company’s external investment managers may, at a
given point in time, believe the preferred course of action is to hold securities 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. The Company believes these subsequent
decisions are consistent with the classification of its investment portfolio as available for sale.

During the year ended December 31, 2002, the Company realized a loss of $38.4 million and $7.2
million upon the sale of fixed income securities and equity securities, respectively, that had been in an
unrealized loss position for greater than twelve months. During the year ended December 31, 2001, the
Company realized a loss of $108.3 milion and $6.2 million upon the sale of fixed income securities and
equity securities, respectively, that had been in an unrealized loss position for greater than twelve months.
The decisions to sell these securities were made by the Company’s investment managers based upon a
change in market conditions and other factors (which decisions were independent of the Company’'s
previously stated intent and ability to hold such securities).

The significant circumstances that contributed to the realized losses on the Company’s fixed income
and equity securities during the years ended December 31, 2002 and 2001 also affected the Company's
other investments. Of the total impairment charge taken in 2002 and 2001 of $251.5 milion and $115.5
milion, respectfully, $29.4 million and $49.1 million related to the Company's other investments. The
Company's other investments include investments in private equity limited partnerships which also
experienced significant market-wide declines. In 2002, the Company wrote down the carrying value of its
investment in Mutual Risk Management Ltd by $20.0 million. In 2001, declines in value of the Company’s
other investments were greatest in the technology sector and write-downs in the portfolio were mainly a
result of re-evaluations of technology and financial services investments, reflecting the reduced business
prospects of these companies.

Net realized and unrealized gains on investment derivatives result from the Company’s investment
strategy to economically hedge against interest and foreign exchange risk within the investment portfolio.
See “Quantitative and Qualitative Disclosure About Market Risk,” and “— Financial Condition and Liquidity”
for a more detailed analysis.

Unrealized losses on investments

At December 31, 2002, there was $141.9 milion of gross unrealized losses on fixed income and
short-term investments and $86.9 million of gross unrealized losses on equity securities. At December 31,
2001, there were $283.9 million of gross unrealized losses on fixed income and short-term investments and
$70.0 million of gross unrealized losses on equity securities. These losses include securities below
investment grade as discussed above.
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The information shiown below about the unrealized losses on the Company’s investments at December
31, 2002 concems the potential affect upon future earnings and financial position should management later
conclude that some of the current declines in the fair value of these investments are other than temporary
declines.

The following is an analysis of how long each of those securities at December 31, 2002 and 2001 had
been in a continual unrealized loss position:

(U.S. dollars in thousands)

Amount of Amount of
Type of Length of time in a continual unrealized loss at unrealized loss at
Securities unrealized loss position December 31, 2002 December 31, 2001
Fixed Income and
Short-Term ... Less than six months 3 48,188 $ 132,599
At least 6 months but less than 12
months 47,502 33,412
At least 12 months but less than 2
years 44,879 48,421
At least 2 years but less than 3 years 610 55,062
At least 3 years but less than 4 years 656 13,946
At least 4 years but less than & years 109 -
At least 5 years but less than 6 years — 437
Total $ 141,944 $ 283,877
Equities ......cvn... Less than six months $ 20,972 $ 35,342
At least 6 months but less than 12
months 62,859 25,180
At least 12 months but less than 2
years 2,672 8,853
At least 2 years but less than 3 years 367 461
At least 3 years but less than 4 years — 14
At least 4 years but less than 5 years - 93
At least 6 years but less than 7 years — 21
Total $ 86,870 $ 69,964

The total gross unrealized losses represented approximately 1,250 fixed income securities out of a
total of approximately 10,100 fixed income securities and 1,120 equity securities out of a total of
approximately 2,000 equity securities at December 31, 2002. The total gross unrealized losses represented
approximately 4,500 fixed income securities out of a total of approximately 6,900 and 930 equity securities
out of a total ¢f approximately 1,900 at December 31, 2001.

As discussed under “—Investment Structure and Strategy”, the Company operates a risk asset
portfolio that includes high yield (below investment grade) fixed income securities. These securities have a
higher volatilty to changes in fair values than investment grade securities. At December 31, 2002,
approximately 5.3% of the Company’s fixed income investment portfolio was invested in securities which
were below investment grade. Approximately 38% of the unrealized losses in the Company’s fixed income
securities portiolio at December 31, 2002 related to securities that were below investment grade and there
were no securities in an unrealized loss position that were not rated. At December 31, 2001, approximately
5.0% of the Company’s fixed income investment portfolic was invested in securities that were below




investment grade. Approximately 57% of the unrealized losses in the Company’s fixed income investment
portfolio at December 31, 2001 related to securities that were below investment grade and 4% related to
securities that were not rated.

The following is an analysis of how long each of these below investment grade and unrated securities
had been in a continual unrealized loss position at the date indicated.

(U.S. dollars in thousands)

Length of time in a continual unreatized loss Amount of unrealized loss at Amount of unrealized loss at
position December 31, 2002 December 31, 2001

Less than siX Momths .....c..eceveeicreeeciians $ 12,689 $ 27,746
At least 6 months but less than 12 months . 31,498 06,233
Atleast 12 months but less than 2 years..... 25,977 30,831
At least 2 years but less than 3 years ......... 924 7,658
Total....cooii $ 71,088 $ 162,468

Of the gross unrealized investment losses on the fixed income portfolio at December 31, 2002 of
$138.9 million, approximately $120.1 milion related to corporate fixed income securities. Within the
corporate fixed income securities, approximately 26% was in the communications sector, 21% in the energy
sector, 20% in the utilities sector, 8% in the financial sector and 7% in the consumer cyclical sector. No other
sector was greater than 5%. Approximately 80 equity securities held by the Company with total unrealized
losses of approximately $3.0 million at December 31, 2002 were in a continual unrealized loss position for at
least 12 months. The largest unrealized loss in the fixed income portfolio was $8.0 million. All other individual
fixed income security unrealized losses were less than $5.0 million. The largest individual unrealized loss in
the equity portfolic was $1.4 million.

Of the gross unrealized investment losses on the fixed income portfolio at December 31, 2001 of
$280.7 milion, approximately $212.4 million related to corporate fixed income securities. Within the
comporate fixed income securities, approximately 47% was in the communications sector, 10% in the
consumer cyclical sector, 10% in the financial sector and 5% in the basic materials sector. No other sector
was greater than 5%. Approximately 120 equity securities held by the Company with total unrealized losses
of approximately $9.4 million at December 31, 2001 were in a continual unrealized loss position for at least
12 months. The two largest unrealized losses in the fixed income portfolio were individually between $5.0
milion and $10.0 million. All other individual fixed income security unrealized losses were less than $5.0
miliion. The largest individual unrealized loss in our equity portfolio was $3.2 million. All other individual equity
security losses were less than $1.0 million.

At December 31, 2002 and 2001, the following was the maturity profile of the fixed income securities
that were in a gross unreafized loss position:

(U.S. dollars in thousands)
Maturity profile in years of fixed

income securities in a continual Amount of unrealized loss at Amount of unrealized loss at
unrealized loss position December 31, 2002 December 31, 2001
More than 1 and less than 5 years

FEMAINING ..vvverveievevireeeesesaeerr e ren e seenennes $ 22,344 $ 56,080
More than 5 and less than 10 years ,

FEMAINING v.vveevvierir ettt eeinees 56,250 117,494
More than 10 and less than 20 years

TEMAINING «ovrerreeirreerenrrre e rers e 14,969 36,058
20 years or more remaining.....c.ccoeevvereneneres 34,419 61,358
Mortgage backed securities .........ccocevvnunnnnn 10,855 9,733
Total.......occeee e $ 138,867 $ 280,723

L cAPITAL

ANNUAL REPORT 2002




Other Revenues and Expenses

The following table sets forth other revenues and expenses of the Company for each of the three years
ended December 31, 2002

(U.S. dollars in thousands):

% Change % Change
2002 02vs 01 2001 01 vs 00 2000

Equity in net income of investment affliates... $ 64,662 (19.85% $ 80,580 15.1% $70,032
Equity in net (loss) income of insurance and

operating affiliates ......ccocovveavn e (15,976 (201.4)% {5,300) {222.8)% 4,323
Other foreign exchange gains...........ccoveeen. — NM - NM 55,159
Amortization of intangible assets ......c...c........ 6,187 89.4)% 58,569 NM 58,597
Corporate operating expenses......c.ocoveeveeen. 115,915 25.5% 92,355 49.1% 61,935
Interest exXpense......ccccoeveeniiiee e, 168,086 48.4% 113,272 60.5% 70,593
Minority interest......cooce i, 13,371 NM 2,113 93.3% 1,093
Income tax expense (benefit}...........ccceennnn. 22,647 NM (189,814) NM  (56,356)

Equity in net income of investment affiliates includes retums from the Company’s investments in
closed-end investment funds, certain limited partnerships and similar investment vehicles. The decrease in
2002 as compared to 2001 is due primarily to lower overall retums in the second and third quarter of 2002
on certain of the Company’s investment funds as compared to strong performance of the funds in 2001, The
increase in 2001 compared to 2000 is primarily due to increased retumns and additional investment in these
funds.

Equity in net income of insurance and other operating affiliates in 2002 included a loss of
approximately $22.7 million relating to the Company’s investment in Annuity and Life Ré Holdings Ltd.
(“Annuity and Life Re”). This loss includes a write down of the goodwill component of the Company’s
investment of $13.3 million in the fourth quarter of 2002 due to a significant decline in the book value of
Annuity and Life Ré. While the market value of Annuity and Life Ré’s ordinary shares is lower than its book
value, the Company believes its carrying value is appropriate at December 31, 2002, as supported by a
discounted cashflow analysis of its underlying contracts performed in conjunction with the U.S. term life
contracts novated to the Company from Annuity and Life Ré. The Company believes the discounted cash
flow analysis is more reliable than the market value as the Company currently has no plans to sell its
investment. However, future losses by Annuity and Life Re and the continued depression of its quoted
market value may cause the Company o recognize additional losses. Partially offsetting this ioss in 2002 is
income of $3.5 miliion relating to FSA intemational and $1.7 million refating to a new investment made in
2002 in Primus Guaranty, Ltd, which specializes in providing credit risk protection through credit default
swaps. In 2001, the equity in net income of insurance and operating affiliates included a loss of $10.9 million
related to the Company’s share of the loss in Le Mans Ré, mainly related to the September 11 event in 2001,
and $1.6 million in Annuity & Life Re. This loss was partially offset by income related to the Company’s share
of income from FSA Intemational of $6.7 million.

Other foreign exchange gains in 2000 related to the revaluation of a policy benefit reserve denominated
in UK. sterling. The exchange rate movement on the assets matching this policy benefit reserve was
included in accumulated other comprehensive loss as those assets are designated as available for sale, and
in net realized gains on sales of investments. Effective January 1, 2001, the Company reorganized its
corporate and operational structure for its U.K. sterling asset accumulation business such that exchange
translation adjustments of this nature were largely matched against corresponding investment portfolio
movements with minimal exchange rate effect on net income.

Amortization of intangible assets decreased in 2002 as compared to 2001 due to the adoption of FAS
142, where the Company is no longer required to amortize goodwil. Had FAS 142 been effective on
January 1, 2000, the amortization expense would have been approximately $1.1 milion and $1.0 million in




2001 and 2000, respectively. The increase in the amortization of intangible assets in 2002 related to the
intangible assets acquired in the consolidation of Le Mans Ré. The Company assessed the carrying value of
goodwill as of June 30, 2002 in accordance with FAS 142 and at that time, determined that goodwill assets
were unimpaired. The Company continues to review the carrying value related to all of its investments and as
further information becomes available, the Company will adjust the carrying value of goodwill as appropriate.

Corporate operating expenses increased by 25.5% in 2002 as compared to 2001 due primarily to the
continued integration of the Company’s global operations and increased costs for Directors and Officers’
insurance in line with the market in general. In addition, the Company is developing a network of shared
service organizations to support operations in certain locations on a centralized basis to improve efficiency
over the longer term. This build up of infrastructure, along with the continued integration of the acquired
Winterthur Intemational operations, is expected to increase corporate operating expenses in 2003.

Cormporate operating expenses in 2001 included a charge of $14.0 million related to Winterthur
Intemational integration costs and increased infrastructure costs necessary to support the growing
worldwide operations of the Company. Corporate operating expenses in 2000 included $5.7 million relating
1o charges for employee severance and other costs relating to the realignment of Company’s operations.

The increase in minority interest in 2002 is primarily attributable to the increased profitability of XL
Financial Assurance Ltd, for which 15% ownership is held by a third party.

The increase in interest expense in 2002 over 2001 primarily reflected an increase in the level of
indebtedness. Notes payable and debt were $1.9 billion and $1.6 billion at December 31, 2002 and 2001,
respectively, This increase reflects a full year of interest on debt issued in 2001 and the issuance of $600.0
million 6.5% Guaranteed senior notes in January 2002 which was used to pay down two 5-year revolving
credit faciities of $350.0 million. In addition, interest expense includes $65.9 milion and $47.9 million of
accretion charge relating to deposit liability transactions for the years ended December 31, 2002 and 2001
respectively. The increase in interest expense in 2001 over 2000 reflects the effect of $1.7 billion of new debt
raised by the Company in the second and third quarters of 2001. The continuing existence of the debt at
existing interest rates is dependent upon the Company’s continued compliance with its debt covenants. For
further discussion see the Company’s financing structure as outiined in “Financial Condition and Liquidity.”

The change in the Company’s income taxes principally reflects the effects of losses arising from the
September 11 event and the decline in the profitability of the U.S. operations for each year. Deterioration of
the casualty book in 2001 and 2000 resulted in pre-tax net losses for U.S. operations, generating an income
tax benefit for both years. The deferral of tax losses is evaluated based upon the future profitability of the
Company's taxable entities and under current projections, the Company anticipates using this asset by
2007. The Company’s net deferred tax asset at December 31, 2002 is $320.6 milion, which consists
principally of net operating losses generated by subsidiaries in the U.S. and U.K. Should the taxable income
of these entities fall below expectations, a further valuation allowance may have to be established which
could be significant. In addition, if any further losses are generated by these entities, these losses may not be
tax effected. See Note 24 to the Consolidated Financial Statements.

Financial Condition and Liquidity

As a holding company, the Company’s assets consist primarily of its investments in subsidiaries and
the Company's future cash flows depend on the availability of dividends or other statutorily permissible
payments from its subsidiaries. The ability to pay such dividends is limited by the applicable laws and
regulations of the various countries the Company operates in, including, among others, Bermuda, the United
States, Ireland, Switzerland and the United Kingdom, and those of the Society of Uoyd’s and certain
contractual provisions. See Note 25 to the Consolidated Financial Statements for further discussion. No
assurance can be given that the Company or its subsidiaries will be permitted to pay dividends in the future.

The Company’s ability o underwrite business is largely dependent upon the quality of its claims paying
and financial strength ratings as evaluated by independent agencies. The Company regularly provides
financial information to these agencies to both maintain and enhance existing ratings.
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The Company’s shareholders’ equity at December 31, 2002 was $6.6 billion, of which $2.4 billion was
retained eamings. Shareholders’ equity included the issue of 20.7 million Preference Ordinary Shares for net
proceeds of $503.6 million in the third and fourth quarters of 2002 used for general corporate purposes.

The Company has had several ordinary share repurchase programs in the past as part of its capital
management strategy. On January 8, 2000, the Board of Directors authorized a program for the repurchase
of ordinary shares up to $500.0 million. The Company has $135.4 million remaining in its ordinary share
repurchase authorization. During the year ended December 31, 2002, no ordinary shares were repurchased
in the open market. The Company has repurchased ordinary shares from employees and directors in relation
to share swaps on option exercises and withholding tax on restricted stock.

As at December 31, 2002, the cumulative currency translation adjustments were $60.4 million. This is
shown as part of accumulated other comprehensive income and primarily related to unrealized losses on
foreign currency exchange rate movements relating to Winterthur Intemational operations that have a
functional currency that is not the U.S. dollar.

Financial Condition

The Company’s balance sheet changed significantly from December 31, 2001 to December 31, 2002
due primarily to the growth of the Company's operations.

Inflation can have an effect on the Company in that inflationary factors can increase damage awards
and potentially result in larger claims. The Company’s underwriting philosophy is to adjust premiums in
response to inflation, although this may not always be possible due to competitive pressure. Inflationary
factors are considered in determining the premium level on any multi-year policies at the time contracts are
written.

Unpaid losses and loss adjustment expense reserves on general operations at December 31, 2002
was $13.2 billion. The Company establishes reserves to provide for estimated claims, the general expenses
of administering the claims adjustment process and for losses incurred but not reported. These reserves are
calculated using actuarial and other reserving techniques to project the estimated ultimate net liability for
losses and loss expenses. The Company’s reserving practices and the establishment of any particular
reserve reflect management’s judgment conceming sound financial practice and does not represent any
admission of liability with respect to any claims made against the Company’s subsidiaries. No assurance can
be given that actual claims made and payments related thereto will not be in excess of the amounts
reserved. See “Unpaid Losses and Loss Expenses” and Note 10 to the Consolidated Financial Statements
for further discussion.

Unpaid losses and loss expenses recoverable increased significantly during 2001 primarily due to the
acquisition of Winterthur Intemational and the September 11 event. See Notes 6 and 4 to the Consolidated
Financial Statements for further information. Unpaid losses and loss expense recoverables were $5.0 billion
and $4.6 billion at December 31, 2002 and 2001 respectively. At December 31, 2002 and 2001, reinsurance
balances receivable were $1.2 billion and $1.6 billion respectively.

Of the total unpaid losses and loss expenses recoverable and reinsurance balances receivable at
December 31, 2002 and 2001 of $6.2 billion, no individual reinsurer accounted for 10% or more of the total.
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, 2002, collateralizing reinsurance recoverables with respect to certain
reinsurers.

Included in unpaid loss and loss expenses recoverable at December 31, 2002 is an unsecured,
reinsurance recoverable from the Seller of $514.8 milion, related to the acquisition of Winterthur
International. This amount is subject to ongoing adjustment, and the Seller is currently rated A by Standard
and Poor's. The SPA provides the Company with post-closing protection with respect to adverse
development of loss and uneamed reserves relating to the acquired Winterthur Intemational business. This
protection is based upon actual net loss experience and development over a three year post-closing
seasoning period based on loss development experience, collectible reinsurance, reinsurance recoveries and
certain other factors set forth in the SPA. The SPA provides for arbitration should the Seller and the




Company disgree on the final amounts due thereunder. In the event such arbitration is commenced in the
future, the Company may recognize an impairment if the amount determined to be due to the Company in
such arbitration was less than the carrying value of the SPA recovery balance deemed due from the Seller.
An impairment also may result in the event that the Company and the Seller agree on an amount that is less
than the amount shown as a recovery in the Company’s financial statements or to the extent that any
amount proves to be uncollectible from the Seller for any reason.

Excluding the recoverable from the Seller described above, approximately 80% of the total unpaid loss
and loss expense recoverable and reinsurance balances receivable (excluding collateral held) outstanding at
December 31, 2002 were due from reinsurers rated A or better by Standard and Poor’s. The following is an
analysis of the total recoverable and reinsurance balances receivable at December 31, 2002 by reinsurers
owing more than 3%:

Standard and

Name of reinsurer Poor’s rating % of total
Swiss Re AA+ 7.6
Lloyd’s Syndicates A 7.5
Munich Re AA+ 5.1
GE Frankona Ruckversicherungs AA- 4.9
London Life and General Reinsurance Company Lid. * 3.8
Hannover Ruckversicherungs AG AA 3.5
Centre Reinsurance Intemational Company A+ 3.2

London Life and General Reinsurance Company is rated A by AM. Best.

In addition, at December 31, 2002, approximately $1.8 billion of the total recoverable balance of $6.2
billion related to reinsurance recoverables for Winterthur International operations. The recoverability of these
balances is also guaranteed under the SPA as described above.

At December 31, 2001, the largest reinsurance balance receivable and unpaid loss recoverable from a
single reinsurer was $355.2 million due from Hannover Re (ireland) Ltd, and $79.1 million from their affiliate,
E+S Reinsurance (Ireland), Ltd, which are both rated A+ by AM. Best.

As at December 31, 2002 and 2001, the reserve for potential non-recoveries from reinsurers was
$47.3 million and $49.7 million, respectively.

Liquidity

Centain business written by the Company has loss experience generally characterized as having low
frequency and high severity. This may result in volatility in both the Company’s results and operational cash
flows. Operational cash flows during 2002 improved compared to 2001 primarily due to growth in premiums
written, including life premiums. At December 31, 2002, cash flow had not been negatively affected by the
September 11 event as approximately 75% of total incurred losses are in unpaid loss and loss expense
reserves at December 31, 2002. The relatively low percentage of paid claims to date is due to the size and
complexity of the claims and the fact that approximately 80% of the Company’s ultimate incurred losses
related to the reinsurance segment where there is an inherent lag between the timing of a loss event and

when it is reported by the ceding company. The Company has reviewed the anticipated cash flow from the
September 11 event and believes it has sufficient liquidity to meet payments as they come due.

In 2002, 2001 and 2000, the total amounts of net losses paid from general operations by the
Company were $2.8 billion, $1.8 billion and $1.7 billion, respectively. The increase in 2002 and 2001 is due
to the growth in operations and the acquisition of Winterthur Intemational.

In 2002, the Company made the following significant investments:

(1) Effective January 2002, the Company completed the acquisition of a 67% majority shareholding in
Le Mans Ré, increasing its shareholding from 49% at December 31, 2001. Cash paid, net of cash acquired,
was $45.5 million. An additional $138.5 million is expected to be paid in 2003 to complete the 100%
acquisition of this subsidiary.
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(2) The Company invested a further $717.5 milion in altemative investment managers, related
investment funds and insurance affliates. The majority of this amount included four separate investments in
funds managed by FrontPoint Partners LLC, an investment in SPhinX Ltd., a fund designed to track an S&P
Hedge Fund Index, and an investment in Primus Guaranty, Ltd, which specializes in providing credit risk
protection through credit default swaps. The Company has commitments to invest a further $224.1 million
over the next five years in alternate investment managers, related investment funds, certain limited
partnerships, insurance affiliates, and collateralized debt/equity investments.

in connection with the acquisition of Winterthur Intermational, a fimited recourse receivables financing
facility previcusly available to these operations from Winterthur Swiss Insurance Company was made
available to the Company. The balance outstanding at December 31, 2002 was $338.6 million and is
included in other liabilities in the Consolidated Balance Sheet.

Capital resources

As at December 31, 2002, the Company had bank, letter of credit and loan facilities available from a
variety of sources, including commercial banks, totaling $4.6 billion of which $1.9 bilion in debt was
outstanding. In addition, $2.5 billion of letters of credit were outstanding as at December 31, 2002, 6.5% of
which were collateralized by the Company’s investment portfolio, supporting U.S. non-admitted business
and the Company’s Lloyd’s capital requirements.

During 2002 and 2001, borrowings under these facilities were $0.8 billion and $1.2 billion, respectively,
and repayments under the facilities were $0.6 billion and $50.0 million, respectively. Borrowings in 2002
were used to pay down two 5-year revolvers and for general corporate purposes. Borrowings in 2001 were
used to repurchase $66.4 million of the Company’s shares and for general corporate purposes. The total
pre-tax interest expense on notes and debt outstanding during the years ended December 31, 2002 and
2001 was $102.2 milion and $65.4 million, respectively. Associated with the Company’s bank and loan
commitments are various loan covenants with which the Company was in compliance throughout the year
ended December 31, 2002. These facilities contain various cross default provisions and covenants, including
a minimum rating requirement, as further described below under “Cross Defaults and Other Provisions in
Debt Documents”.

The following tables present the Company’s indebtedness under outstanding securities and lenders’
commitments as at December 31, 2002

(U.S. dollars in thousands):

Payments Due by Period

Notes Payable and Yearof Lessthan 1103 4to5 After5
Debt Commitment In Use Expiry 1 Year Years Years Years
364-day revolver ............. 3 500,000 $ - 2002 $ - 3 - 3 - § -
7.15% Senior Notes (1}... 99,979 99,979 2005 - 100,000 — -
6.58% Guaranteed

Senior Notes ........c..... 255,000 255,000 2011 - - - 255,000
6.50% Guaranteed

Senior Notes (1) .......... 597,123 597,123 2012 - - - 600,000
Zero Goupon Convertible

Debentures “CARZ” (1) 625,805 625,805 2021 - — - 1,010,833
Liquid Yield Option
Notes™ “LYONs"(1) ........ 300,050 300,050 2021 - — = 511,351

Totl e $ 2,377,857 $ 1,877,957 3 — $ 100,000 $ — $ 2377184

(1} “Commitment” and “In Use” data represent December 31, 2002 accreted values. “After 5 years” data represents ultimate
redemption values for 2021. The convertibles may be “put” or converted by the bondholders at various times prior to the 2021
redemption date. The Company may also choose to “call” the CARZ and LYONs, from May and September 2004, respectively,
onwards.

In January 2002, the Company issued $600.0 million par value 6.50% Guaranteed Senior Notes due
January 2012. The notes were issued at $99.469 and gross proceeds were $586.8 million. Related




expenses of the offering amounted to $7.9 million. Proceeds of the notes were used to pay down two 5-year
revolvers of a total of $350.0 milion and for general corporate purposes. These credit facilities were
subsequently cancelled.

In August 2002, the Company issued 9.2 million of 8% Series A preference ordinary shares (*Series A
preference shares”). Gross proceeds were $230.0 milion and related expenses were $7.2 milion. Upon
dissolution of the Company, the holders of the Series A preference shares are entitled to receive a liquidation
preference of $25 per share, plus accrued dividends. Dividends on the preference Shares are cumulative
from the date of original issuance and are payable when declared. The Company may redeem the Series A
preference shares on or after August 14, 2007, at a redemption price of $25 per share. The Company may,
under certain circumstances, redeem the Series A preference shares before August 14, 2007 at specified
redemption prices, plus accrued dividends. These circumstances include an amalgamation, consolidation or
other similar transaction involving the Company in which the Series A preferred shares are entitled to a class
vote ($26 per share redemption price), or a change in tax laws that requires the Company to pay additional
amounts with respect to the Series A preference shares ($25 per share redemption price). The proceeds
were used for general corporate purposes.

In November 2002, the Company issued 11.5 million 7 5/8% Series B preference ordinary shares
(“Series B preference shares”). Gross proceeds were $287.5 million and relate expenses were $9.1 million.
Upon dissolution of the Company, the holders of the Series B preference shares are entitled to receive a
liquidation preference of $25 per share, plus accrued dividends. Dividends on the preference shares are
cumulative from the date of original issuance and are payable when declared. The Company may redeem
the Series A preference ordinary shares on or after November 18, 2007, at a redemption price of $25 per
share. The Company may, under certain circumstances, redeem the B preference shares before November
18, 2007 at specified redemption prices, plus accrued dividends. These circumstances include an
amalgamation, consolidation or other similar transaction involving the Company in which the Series B
preferred shares are entitled to a class vote ($26 per share redemption price), or a change in tax laws that
requires the Company to pay additional amounts with respect to the Series B preference shares ($25 per
share redemption price). The proceeds were used for general corporate purposes.

The following table presents, as at December 31, 2002, the Company’s letter of credit facilities
available, in use and when those facilities are due to expire

(U.S. dollars in thousands):

Amount of Commitment
Expiration Per Period

Other Commercial Year of Less than 1t03 4to05 After 5
Commitments Commitment In Use Expiry 1 Year Years Years Years
Letter of credit facilities (1).. $ 2744051 § 2,462,544 2003 $§ 2,744,051 - - -

(1) Of the total Ietter of credit facilities above, $500.0 million is included in the 364-day revolver under notes payable and debt
commitments.

The Company has several letter of credit facilities provided on a syndicated and bilateral basis from
commercial banks. These facilities (as well as the off balance sheet collateral arrangement described below)
are utilized to support non-admitted insurance and reinsurance operations in the U.S. and capital
requirements at Lloyd's. All of the commercial facilities are scheduled for renewal during 2003. In addition to
letters of credit, the Company has established insurance trusts in the U.S. that provide cedents with
statutory relief required under state insurance regulation in the U.S. It is anticipated that the commercial
facilities will be renewed on expiry but such renewals are subject to the availability of credit from banks
utilized by the Company. In the event that such credit support is insufficient, the Company could be required
1o provide alternative security to cedents. This could take the form of additional insurance trusts supported
by the Company’s investment portfolio or funds withheld using the Company’s cash resources. The value of
letters of credit required is driven by, among other things, loss development of existing reserves, the
payment pattern of such reserves, the expansion of business written by the Company and the loss
experience of such business.
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On June 27, 2002, the Company renewed its principal 364-day letter of credit and credit facility. The
combined capacity of the new facility is $2.0 billion of which up to $500.0 million is available in the form of
revolving credit. On July 24, 2002, the Company replaced letters of credit provided by the previous owner of
the Winterthur Intemational operations with letters of credit issued from its 364-day facility. During
September 2002, the Company canceled a secured $150.0 million letter of credit facility that had been
unutilized. In November 2002, the Company renewed ils unsecured syndicated letter of credit facility that
supports its operations at Lloyd’s. The renewed facility is denominated in U.K. sterling and is approximately
$500.0 million at December 31, 2002. Also included in the table above are two secured letter of credit
facilities utilized by Le Mans Ré.

The Company entered into a new $100.0 million letter of credit facility in January 2003.

In February 2003, the Company entered into an aggregate of $300.0 milion of commercial
paper-based credit facilities (the “Credit Facilities”) and expects to increase these facilities to $500.0 million
later in 2003. The proceeds of advances under the Credit Facilities were used to fund a trust account
(“Trust”) to collateralize the reinsurance obligations of the Company under an intercompany quota share
reinsurance agreement. The Company’s repayment obligations under the Credit Facilities are collateralized
by securities deposited into one or more segregated accounts over which the agent under the Credit
Facllities has a fully perfected first priority security interest. The Company’s obligations under the Credit
Facilities prior to the stated maturity of February 25, 2007 if certain events occur, including the insolvency of
the Company, the withdrawal of assets from the Trust by the ceding company, the downgrade of the
Company’s credit ratings below certain specified levels, the failure of the agent to have a first priority
perfected security interest in the collateral posted by the Company and various other customary defautt
provisions. At maturity, the Company will be obligated to make payments in an amount equal to the principal
and accrued interest outstanding under the Credit Facilities. The Company intends for the Trust to invest in
securities issued by one or more of the lenders under the Credit Facllities (provided that such securities
qualify for inclusion in the Trust) and the Company has the right, and the intention, to offset these
lender-issued securities against the Company’s repayment obligations under the Credit Facilities. The issued
securities and the Company’s repayment obligations will be recorded as a net balance on the Company’s
balance sheet. In the event that in the future the Company were to not have the right to offset such assets
(as, for example, would be the case if the assets in the Trust were withdrawn in order o satisfy the
Company’s reinsurance obligations or if lender-issued securities could not be held in the Trust because they
did not qualify as permitted assets under the trust agreement), then all or a portion of the assets in the Trust
and the Company’s repayment obligations under the Credit Facilities would be required to be included as
assets and liabilities on a gross basis, respectively, on the Company’s balance sheet.

The Company reviews current and projected collateral requirements on a regular basis, as well as new
sources of collateral. Management’s objective is to maintain an excess amount of collateral sources over
expected uses. The Company also reviews its liquidity needs on a regular basis.

Convertible Debt Securities

In 2001, the Company issued two convertible debt securities as further described below and in the
indentures relating to such bonds. These bonds carry a zero coupon, meaning that, under normal
circumstances, the Company is not required to pay cash interest at any time during the life of the bonds or at
maturity.

In May 2001, the Company issued $1,010.8 million principal amount at maturity (subject to adjustment
in the event there is an upward interest adjustment) of CARZ at $593.57 per bond and, unless converted or
repaid before their due date of May 2021, they will be repaid in May 2021 at $1,000 per bond, at a totalf cost
of $1.01 billion. The accretion rate is 2.625% per annum on a semi-annual basis or 2.6422% per annum on
an annual basis. In September 2001, the Company also issued $508.8 million principal amount at maturity
{subsequently increased to $511.4 milion under the provisions of the upward accretion rate adjustment
described below) of LYONSs at an initial price of $565.01 per bond. The LYONs will be repaid at $1,004.93
each (originally $1,000.00 each but subsequently increased as a result of the accretion rate adjustment
described below) unless converted or repaid before their due date of September 2021, at a total cost of
$511.4 millicn. The accretion rate on the LYONs was originally 2.875% per annum on a semi-annual basis or




2.89566% per annum on an annual basis. The accretion rate for the year to September 7, 2003, was
increased by 0.5% per annum on a semi-annual basis to 3.375% per annum on a semi-annual basis and
3.403% per annum on an annual basis as a result of the Company’s ordinary share price in the 30-day
period leading up to the first put date in September 2002. The accretion rates will revert to their original rates
in September 2003 unless the contingent additional accretion feature is once again triggered by the
Company’s ordinary share price performance in a 30-day period leading up to the second put date.
Although both the CARZ and LYONSs are due to be repaid in 2021, there are several features that may result
in the bonds being repaid or converted into the Company’s Class A Ordinary Shares before the redemption
date. As these features include market-driven features and options available to the Company and
bondnolders, it is not possible to determine if the bonds will remain outstanding until their scheduled maturity
in 2021.

Each of the CARZ and LYONs provide the bondholders the right to require the Company to
repurchase the bonds on predetermined dates (put dates) at predetermined values as set forth in the
relevant indenture. The remaining put dates for the CARZ occur on May 23 of 2004, 2006, 2008, 2011 and
2016. The remaining put dates for the LYONs occur on September 7 of 2003, 2004, 2006, 2008, 2011 and
2016. The Company may, at its option, pay the repurchase price in cash or Class A ordinary shares or a
combination thereof.

In addition, each of the CARZ and LYONSs provide for a contingent conversion feature that gives the
bondholders the right to convert the bonds into the Company’s shares at other times during the life of the
bonds if the market price of the Company’s shares is at certain levels. Accordingly, if the Company’s
ordinary share price is at least 110% of the accreted conversion price for at least twenty of the thirty days
during the relevant conversion period, the bondholders would have the right to convert the bonds into
ordinary shares. If converted for ordinary shares, each CARZ would be converted into 5.9467 ordinary
shares and each holder of a LYONs would receive 5.277 ordinary shares. The accreted values would be
determined by applying the accretion rate to the initial issue price. In the example of CARZ, the accreted
price on May 23, 2003 will be $625.36 determined by adding two years’ accretion of 2.6422% per annum
on an annual basis to the original issue price of $593.57.

The holders of each of the CARZ and LYONSs also have the right to convert the bonds for ordinary
shares in the event that the trading price of the bonds for a predetermined period falls below 95% of the
value of the equivalent number of shares, provided however, if the ordinary shares are trading at a
predetermined premium 1o the accreted price of the bonds, holders may receive cash, ordinary shares or a
combination thereof in lieu of ordinary shares upon conversion.

These bonds also provide for interest rates to be adjusted in the event that the Company’s ordinary
share price falls below certain levels specified in the relevant indenture relative to the conversion price.

In addition, in the event that the credit ratings assigned to the bonds by S&P’s fall below BBB+, the
bonds would be convertible into ordinary shares at 5.9467 ordinary shares per CARZ and 5.277 ordinary
shares per LYONs. The rating assigned to the bonds at the time of issue was A+. Some corporate
transactions, such as a change of control ¢of the Company, would give the bondhoiders the right to require
the Company to repurchase the bonds at the accreted value of the bonds at that time.

The bonds become immediately due if an event of default occurs and 25% or more of the bondholders
demand repayment of the accreted value at the time of such event. Such an event of default would include
failure to pay amounts due on the notes, an event of default occurring under the Company’s other credit
facilities, or certain other events such as bankruptcy or insolvency of the Company. Further descriptions of
the events of default are contained in the indentures and consequences to the Company are described
under “Cross Default and Other Provisions in Debt Documents”.

The bonds are also callable as the Company has the right to redeem the bonds for cash, in full or in
part, at their accreted value at any time after May 23, 2004, in the case of the CARZ, and September 7,
2004, in the case of the LYONS,

The puts and the interest rate adjustment features embedded in the CARZ and LLYONs are considered
derivatives and are subject to fair value. There is currently minimal value ascribed to the puts, as the
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contingent events of these features are considered unlikely to occur or to the interest rate adjustment feature
due to the cument trading value of the bonds. Due 1o the contingent nature of the conversion features of
these debt securities, there is no impact on fully diluted earnings (loss) per ordinary share at this time.

Cross-Default and Other Provisions in Debt Documents

The following describes certain terms of the documents referred to below. All documents referred to
below have been filed with the SEC and should be referred to for an assessment of the complete contractual
obligations ¢f the Company.

In gereral, all of the Company’s bank facilities, indentures and other documents relating to the
Company’s outstanding indebtedness, including the Credit Facilities discussed above (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 LYONs, CARZ and 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 (other than its AAA financial guaranty
companies} 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
and the 6.58% Guaranteed Senior Notes also contain minimum consolidated net worth covenants.

Under the Company’s 364-day facility and ten-year private placement notes described above, in the
event that the Company fails to maintain a claims paying rating of at least A from AM. Best or the
Company’s insurance and reinsurance rated operating subsidiaries (other than its AAA financial guaranty
companies) fail to maintain a rating of at least A from S&P, an event of default would occur.

Each of the LYONs, CARZ and 6.5% Guaranteed Senior Notes indentures 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 milion or more, an event of default would be triggered under both the LYONs and 6.5%
Guaranteed Senior Notes indentures. Under the CARZ indenture, in the event that the Company defaults in
the payment of indebtedness in the amount of $100 milion or more, an event of default would be triggered.

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.

In addition, the Company’s unsecured Lloyd's letter of credit facility provides that, in the event that the
Company’s insurance and reinsurance rated operating subsidiaries fall below A (as generally measured by
the lower of the financial strength rating from A.M. Best or S&P at any time), the facility would then be
required to be fully secured by the Company, at which time the Company would be reguired to either (j)
provide an amount in cash to cover an amount equal to the aggregate letters of credit outstanding at that
time or (i) deposit assets in trust securing 105% of the aggregate letters of credit outstanding at that time. If
this were to occur, the Company may not be able to provide the collateral required in order to maintain this
facility.

Long Term Contractual Obligations

The following table presents the Company’s long term contractual obligations and related payments
as at December 31, 2002, due by period. This table excludes further commitments of $224.1 million to the
Company’s alternate investment managers, related investment funds, certain limited partnerships, insurance
affiliates, collateralized debt/equity investments and letter of credit facilities of $2.7 million. See Note 14 and
Note 18 to the Consolidated Financial Statements for further information.




(U.S. dollars in thousands):

Payments due by period
Contractual Less than 1- less than 3- less than More than
Obligations Total 1 year 3 years 5 years 5 years
Long-term debt
obligations (1}........ $ 2477184 $ - $ 100,000 $ — $ 2,377,184
Operating lease
obligations............. 268,951 28,141 50,924 43,996 145,890
Total..o..ooeeiiiee $ 2,746,135 § 28141 § 150,824 § 43996 $ 2,523,074

(1) The long term debt obligations include the ultimate redemption values on the CARZ and LYONs up to 2021 and therefore the
total obligation amount is greater than the current notes payable and debt outstanding at December 31, 2002.

See Note 14 and Note 18 to the Consolidated Financial Statements for further information.

Variable Interest Entities and Other Off-Balance Sheet Arrangements

The Company utilizes variable interest entities both indirectly and directly in the ordinary course of the
Company’s business. At the transactional level, the Company provides various forms of credit enhbancement
including financial guaranty insurance and reinsurance of structured transactions backed by pools of assets
of specified types, municipal obligations supported by the issuers’ ability to charge fees for specified services
or projects, and structured single risk based obligations including essential infrastructure projects and
obligations backed by receivables from future sales of commodities and other specified services. The
obligations related to these transactions are often securitized through variable interest entities. In synthetic
transactions the Company guarantees payment obligations of counterparties including special purpose
vehicles under credit default swaps referencing asset portfolios. The Company only provides financial
guaranty insurance or enters into a credit default swap in respect of the senior interests that would otherwise
be rated investment grade. The Company does not hold any equity positions or subordinated debt in these
arrangements. Accordingly, the Company does not consider its participation to be a significant variable
interest in the entity and therefore these variable interest entities are not expected to be consolidated.

In February 2003, the Company entered into an aggregate of $300.0 milion of commercial
paper-based credit facilities (the “Credit Facilities”) and expects to increase these facilities to $500.0 million
later in 2003. The proceeds of advances under the Credit Facilities were used to fund a trust account
("Trust") to collateralize the reinsurance obligations of the Company under an intercompany guota share
reinsurance agreement. The issued securities and the Company’s repayment obligations will be recorded as
a net balance on the Company’s balance sheet because the Company has a contractual legal right of offset.
In the event that in the future the Company were to not have the right to offset such assets (as, for example,
would be the case if the assets in the Trust were withdrawn in order to satisfy the Company’s reinsurance
obligations or if lender-issued securities could not be held in the Trust because they did not qualify as
permitted assets under the trust agreement), then all or a portion of the assets in the Trust and the
Company’s repayment obligations under the Credit Facilities would be required to be included as assets and
liabilities on a gross basis, respectively, on the Company’s balance sheet. See also “Financial Condition and
Liquidity” for more details regarding this off balance sheet collateral arrangement.

The Company may be required to consolidate up to $2.4 billion of assets and liabilities (commencing in
the third quarter of 2003} relating to the following variable interest entities due to the level of variable interest
retained by the Company and its related parties. Management is assessing alternatives with regards to
restructuring these entities in order to mitigate this result and any impact on its financial covenants.

The Company has an investment in an asset backed commercial paper conduit that invests funds
provided through a commercial paper and a Euro Medium Term Note program. The assets of this company
are guaranteed by an unrelated third party, subject to a $25.0 million deductible. The Company has invested
in a $30.0 million subordinate note which is the Company’s maximum exposure to loss as a resuit of its
involvement with this variable interest entity. The Company could experience a loss in the event that the
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assets of the underlying commercial papér conduit do not perform as expected. The investment company
has assets and liabilities of approximately $950.0 million at December 31, 2002 and 2001.

The Company provides insurance, reinsurance and a liquidity faciity to a variable interest entity
domiciled in the Cayman Islands of which the Company has 23% of the share capital. The variable interest
entity was established primarily as a pass-through vehicle associated with a Medium Term Note program
backed by a portfolio of investment grade bank perpetual securities and zero coupon notes. The variable
interest entity had assets of approximately $715.0 milion as at December 31, 2002. The Company’s
maximum exposure 1o loss as a result of its insurance and reinsurance agreements with this variable interest
entity is $544.1 miliion as of December 31, 2002. The Company could experience a loss in the event that the
underlying assets do not perform as expected.

The Company has a residual interest in an asset backed securities collateralized bond obligation
(*CBQO"). The CBO had assets of $304.9 million and liabilities of $289.4 million as of December 31, 2002.
Through the Company’s investment in the CBO’s preferred shares, the Company’s maximum exposure to
loss as a resutt of its investment in this variable interest entity was $3.3 million as of December 31, 2002. The
Company also has indirect exposure to loss through its investment in affiliates. The Company could
experience a loss in the event that the cash flows relating to the underlying assets are not collected as
expected.

The Company has an investment in the junior notes of a collateralized debt obligation (*CDO”). The
Company also issued financial guaranties for the senior notes of the CDO. As of December 31, 2002, the
CDO had assets of $452.7 million and liabilities of $395.6 million and the Company’s maximum exposure to
loss as a result of its financial guaranties and investment in this variable interest entity was approximately
$425.0 million. The Company could experience a loss in the event that the cash flows relating to the
underlying assets are not collected as expected.

Recent Accounting Pronouncements

See Note 2(s) to the Consolidated Financial Statements for a discussion on recent accounting
pronouncements.

Current Outlook

The worldwide property and casualty insurance and reinsurance industry is highly competitive. The
Company generally competes on the basis of financial strength, coverage terms, claims paying rating and
reputation, price and customer service. The markets for the Company’s insurance and reinsurance products
are characterized by strong and, at times, intense price competition. Although most of the property and
casualty markets in which the Company operates have seen substantial improvements in pricing and policy
terms and conditions in 2002, asset defaults and devaluations as well as adverse reserve development have
caused erosion of the balance sheets of many global insurers and reinsurers. This has led to downgrades for
some of the strongest reinsurers and outright market withdrawals by others. This reduction in the capital
supply has contributed to price increases coupled with coverage restrictions and has led to the entrance of
new capital in the form of new companies, risk securitization and altemnative carriers. The Company believes
that competitive forces will continue to be present in the industry. Some of the Company’s competitors
possess significantly greater financial and other resources than the Company.

The Company believes that premium rate increases and favorable terms and conditions will remain for
the near term for most lines of property and casuatty business that the Company writes. This is based on a
number of factors, including continued large loss activity in the insurance industry; reduced capacity for
major insurers and reinsurers due to the decline in the world equity markets and lower interest rates; legacy
losses such as asbestos that continue to affect the industry; and rating agency downgrades of competitors.
In addition, the Company believes that its global presence and current AA financial strength rating from S&P
for its property and casualty subsidiaries gives the Company a competitive advantage.




Cautionary Note Regarding Forward-Looking Statements

The Private Securities Litigation Reform Act of 1995 ("PSLRA") provides a *“safe harbor’ for
forward-looking statements. Any prospectus, prospectus supplement, the Company’s Annual Report to
ordinary shareholders, any proxy statement, any other Form 10-K, Form 10-Q or Form 8-K of the Company
or any other written or oral statements made by or on behalf of the Company may include forward-looking
statements which reflect the Company’s current views with respect to future events and financial
performance. Such statements include forward-looking statements both with respect to the Company in
general, and to the insurance, reinsurance and financial products and services sectors in particular (both as
to underwriting and investment matters). Statements which include the words “expect”, “intend”, “plan”,
"believe”, “project”, “anticipate”, “will”, and similar statements of a future or forward-looking nature identify
forward-looking statements for purposes of the PSLRA or otherwise.

All forward-looking statements address matters that involve risks and uncertainties. Accordingly, there
are or will be important factors that could cause actual results to differ materially from those indicated in such
statements. The Company believes that these factors include, but are not limited to, the following: (i) rate
increases and improvements in terms and conditions may not be as large or significant as the Company is
currently projecting; (i} the timely and full recoverability of reinsurance placed by the Company with third
parties, or other amounts due to the Company, including, without fimitation, amounts due to the Company
from the Seller in connection with the Company’s acquisition of Winterthur Intemational; (i) the projected
amount of ceded reinsurance recoverables and the ratings and creditworthiness of reinsurers may change;
(iv) the timing of claims payments being faster or the receipt of reinsurance recoverables being slower than
anticipated by the Company; (v) ineffectiveness or obsolescence of the Company’s business strategy due to
changes in current or future market conditions; (vi) increased competition on the basis of pricing, capacity,
coverage terms or other factors; (vii) greater frequency or severity of claims and loss activity, including as a
result of natural or man-made catastrophic events, than the Company’'s underwriting, reserving or
investment practices anticipate based on historical experience or industry data; (vii) developments in the
world’s financial and capital markets which adversely affect the performance of the Company’s investments
and the Company’s access to such markets; (ix) the potential impact on the Company from govemment-
mandated insurance coverage for acts of terrorism; (x) the potential impact of off-balance sheet
arrangements on the Company; {xi) developments in bankruptcy proceedings or other developments related
to bankruptcies of companies insofar as they affect property and casualty insurance and reinsurance
coverages or claims that the Company may have as a counterparty; (xii) availability of borrowings and letters
of credit under the Company’s credit facilities; (xii) changes in regulation or tax laws applicable to the .
Company or its subsidiaries, brokers or customers; (xiv) acceptance of the Company’s products and
services, including new products and services; (xv) changes in the availability, cost or quality of reinsurance;
(xvi) changes in the distribution or placement of risks due to increased consolidation of insurance and
reinsurance brokers; (xvii) loss of key personnel; (xvii)) the effects of mergers, acquisitions and divestitures;
{xix) changes in rating agency policies or practices; (<) changes in accounting policies or practices or the
application thereof; (i) legislative or regulatory developments; {xxii) changes in general economic conditions,
including inflation, foreign currency exchange rates and other factors; (xxiii) the effects of business disruption
or economic contraction due to war, terrorism or other hostilities; and (xxiv) the other factors set forth in the
Company’s other documents on file with the SEC. The foregoing review of important factors should not be
construed as exhaustive and should be read in conjunction with the other cautionary statements that are
included herein or elsewhere. The Company undertakes no obligation to update publicly or revise any
forward-looking statement, whether as a result of new information, future developments or otherwise.

QUANTITATIVE AND QUALITATIVE DISCLOSURE ABOUT MARKET RISK

The Company enters into derivatives and other financial instruments primarily for risk management
purposes. The Company’s derivative transactions can expose the company to credit default swap risk,
weather and energy risk, investment market risk, and foreign currency exchange rate risk. The Company
attempts 1o manage these risks based on guidelines established by senior management. Derivative
instruments are carried at fair value with the resulting changes in fair value recognized in income in the period
in which they occur.
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The following risk management discussion and the estimated amounts generated from the sensitivity
and value-at-risk (“VaR”) analyzes presented in this document are forward-looking statements of market risk
assuming certain adverse market conditions occur. Actual results in the future may differ materially from
these estimated results due to, among other things, actual developments in the global financial markets. The
results of analysis used by the Company to assess and mitigate risk should not be considered projections of
future events of losses. See "Management’s Discussion and Analysis of Financial Condition and Results of
Operations--Cautionary Note Regarding Forward-Looking Statements.”

Credit Default Swap Risk

The Company enters into swaps written under ISDA forms in its insurance and financial products and
services segments as an extension of its financial guaranty business. The fair value is determined using
models developed by the Company and is dependent upon a number of factors, including changes in
interest rates, future defautt rates, changes in credit quality, future expected recovery rates and other market
factors. Other elements of the change in fair value are based upon pricing established at the inception of the
contract. A change in the interest, default and recovery rate assumptions would cause the fair value
associated with credit default swaps to decrease as follows:

(U.S. dollars in thousands)

Assumptions % Change Decrease in Fair Value
Interest rate 1% decrease $2,447
Default rate 10% increase $5,797
Recovery rate 10% decrease $5,720

Weather and Energy Risk

The Company offers weather and energy risk management products in insurance or derivative form to
end-users, while managing the risks in the over-the-counter and exchange traded derivatives markets. In
addttion to entering into transactions with end-users, {which represents the majority of the Company’s
weather and energy derivative transactions) the Company also maintains a smaller weather and energy
derivatives trading portfolio. As of the year ended December 31, 2002, a majority of the Company’s
outstanding weather transactions were due to mature on or before December 31, 2003.

During 2002, the Company initiated a limited trading portfolio of listed natural gas futures and options
and over-the-counter contracts with similar terms to support its anticipated offering of energy risk
management products to end-users in 2003.

Fair values for the Company’s natural gas contracts are determined through the use of quoted market
prices. As quoted market prices are not widely available in the weather derivative market, management uses
available market data and intemal pricing models based upon consistent statistical methodologies to
estimate fair values. Estimating fair value of instruments which do not have quoted market prices requires
management judgment in determining amounts which 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,
realized and forecasted weather conditions, changes in interest rates and other market factors.



The following table summarizes the movement in the fair value of contracts outstanding during the year
ended December 31, 2002:

{(U.S. dollars in thousands)

Unrealized

gain (loss)
Fair value of contacts outstanding, beginning ofthe year..........cccoccecene $ (1,104)
Contracts realized or otherwise settled.........oooceeeiiv i, (4,891)
Fair value of Nnew CONtractS........ccccee oo (2,375)
Other changes INfair VAIUB .......cooviiviieee et e 2,346
Fair value of contracts outstanding, end of YEar .........cceevevivveccenniecineeens $ (6,024)

The following table summarizes the maturity of contracts outstanding at December 31, 2002:

(U.S. dollars in thousands)

Greater
than 5 Total Fair
Source of Fair Value Less than1 Year 1-3 Years 4-5 Years Years Value
Prices actively quoted ...........cccoee.... $ (14,321) $ 678 $ - 8 - $ (14,899)
Prices based on models and other
valuation methods........cccecevverenenn, (2,900} 6,092 4,316 1,367 8,875
Total fair value of contracts
outstanding .........ccoveveviveeerrrirenne. $ (17,221)$ 5514 $ 4316 $ 1367 $ (5,029
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Market Risk

Market risk for the Company’s commodity portfolio relates to changes in underlying weather conditions
(i.e., changes in climatic variables such as temperature and precipitation) and to a lesser extent, natural gas
prices. The Company has underwritten risks in Asia, Australia, Europe, and North America, with its primary
market risk reflected in temperature changes within the United States and Europe.

The Company manages its weather risk portfolio through the employment of a variety of strategies.
These include geographical and directional diversification of risk exposures and direct hedging within the
capital and reinsurance markets. Risk management is undertaken on a portfolio-wide basis, to maintain a
portfolio that the Company believes is well diversified and which remains within the aggregate risk tolerance
established by the Company’s senior management.

Value-At-Risk

A statistical technigue known as VaR is one of the tools used by management to measure, monitor
and review the market risk exposures of the Company’s weather risk and natural gas portfolios. VaR, as it
relates to commodity risk, is at the 99% confidence level.

The Company estimates VaR based on the historical simulation of each of the seasonal books into
which weather transactions are segregated. Currently, the Company’s VaR calculation does not exceed $60
million in any one season. The Company’s high, low and average aggregate seasonal VaR amounts
assumed over all future seasons during 2002 were $201.3 million, $25.8 milion and $102.7 milion,
respectively. The Company’s high, low and average aggregate seasonal VaR amounts during 2001 were
$48.6 million, $4.7 milion and $30.1 million, respectively. The summation of all future seasons equals the
aggregate portfolio VaR, although this is not a statistic utilized by management because current weather
events and pattems are generally independent of, and have an immaterial effect on, expectations for future
seasons (and once a season ends, the associated VaR is zero for the remainder of the fiscal year). Therefore,
the Company could reduce or eliminate its VaR on future seasons by selling its positions prior to the
beginning of a season.

Since VaR statistics are estimates based on simulations of historical market data, VaR should not be
viewed as an absolute, prognostic measurement gauge of future financial performance or as a way for the
Company to predict risk. There can be no assurance that the Company’s actual future losses will not exceed
its VaR amounts. The Company also maintains VaR limits set by management for natural gas contracts, that
had a daily VaR limit of $3.5 million during 2002.

Credit Risk

The Company is exposed to credit risk, or the risk that counterparties to weather and energy
transactions will fail to perform their contractual obligations leading to possible losses. In order to control its
risk exposures, the Company has implemented a credit risk control framework centered on a management
credit committee, credit policies and credit limits developed, enhanced and maintained by a credit officer and
a credit committee comprised of senior management. All credit-sensitive transactions are reviewed and
approved by the Company’s risk management personnel and/or credit committee and exposures are
reviewed with respect to authorized credit limits before the Company enters into weather derivative
transactions. To address counterparty risk concems and to support credit exposures in certain cases, the
Company may require that a counterparty provide a guaranty or a letter of credit or post margin or collateral.
The Company monitors its credit exposures on a daily basis to ensure adherence to all policies and limits.

Operational Risk

Operational risk refers to the risk of loss resulting from the Company’s weather and energy risk trading
operations, including, but not limited to, improper or unauthorized execution and processing of transactions,
deficiencies in the Company’s operating systems, and inadeguacies or breaches in the Company’s control
procedures and processes. The Company relies on the ability of its employees and systems to process its




transactions, but in the event of a breakdown or improper operation of systems or improper action by
employees, the Company could suffer, among other things, financial loss, regulatory sanctions, reputation
damage or other material adverse consequences.

In order to mitigate and control its operational risk, the Company has developed and continues to
enhance and audit specific policies and procedures that are designed to identify and manage operational risk
at appropriate levels. For example, the Company has implemented procedures that require that all
transactions are accurately recorded and properly reflected in the Company’s books and records, including
reconciliation of trade entry and confirmation and regular crosschecks with counterparties. Critical IT systems
are backed up on a daily basis. The Company also uses periodic self-assessments and internal audit reviews

-as a further check on operational risk. Moreover, trading position valuations and other trading processes and
procedures are subject to periodic review.

Legal Risk

Legalrisk is largely comprised of the risk that a derivative transaction will not be properly documented
or executed. Proper documentation is critical to assure not only that a counterparty has the authority to enter
into the transaction, but also that the transaction is enforceable as negotiated between parties and among
other items, are excluded from preferential transfer provisions in the event of counterparty insclvency. As a
result, the Company obtains an executed Intemational Swap Dealers Association, Inc. (“ISDA”) Master
Agreement or a form of confirmation which incorporates by reference the ISDA Master Agreement and
certain elective provisions of the Schedule.

The ISDA Master Agreement Schedule adopted and periodically enhanced by the Company
incorporates, among other provisions, the following contractual protections: the netting of transactions
between the Company and the counterparty; a right of set-off for the Company; a representations and
warranties provision; and a customized event of default and termination section (typically based upon credit
ratings downgrades identified by the Company’s risk management department). Further contractual
protections and legal documentation may be required when the Company enters into a derivative transaction
with a non-U.S. counterparty.

The Company seeks to identify, assess, monitor and manage its market, credit, operational and legat
risks in accordance with defined policies and procedures. The Company’s senior management takes an
active role in the risk management process and has developed and implemented policies and procedures
that require specific administrative and business functions to assist in the identification, assessment and
control of the various risks within the business. Due to the changing nature of the global marketplace, the
Company's risk management policies, procedures and methodologies are constantly evolving and are
subject to ongoing review and modification. Market, credit, operational, legal and other risks are inherent in
the Company’s weather risk management business and cannot be wholly eliminated despite the Company’s
risk management policies, procedures and methodologies.

The Company anticipates that further regulation of weather and energy derivative contracts is
reasonably likely to occur based upon recent events and failures in the energy market. Based upon the
evolving regulatory developments in energy trading, the Company will continue to monitor and enhance its
market, credit, operational and legal procedures and processes to comply with future regulation.

Investment Market Risk

The Company’s investment portfolio is managed by extemal investment professionals under the
direction of the Company’s management and in accordance with detailed investment guidelines provided
and monitored by the Company on a frequent basis. Managers are selected directly by the Company on the
basis of various criteria, including investment style, track record, performance, intemal controls, operational
risk, and diversification implications. The vast majority of the Company’s investment portfolio is managed by
well established, large institutional investment professionals.
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The Company’s investment portfolio consists of exposures to fixed income securities, equities,
altemative investments, derivatives, business and other investments, and cash. These securities and
investments are denominated in both U.S. dollar and foreign currencies.

Through the structure of the Company’s investment portfolio, the Company’s eamings are directly
affected by changes in the valuations of the securities and investments held in the investment portfolio.
These valuation changes reflect changes in interest rates (e.g. changes in the level, slope and curvature of
the yield curves, volatility of interest rates, mortgage prepayment speeds and credit spreads), credit quality,
equity prices (e.g. changes in prices and volatilities of individual securities, equity baskets and equity indices)
and foreign currency exchange rates (e.g. changes in spot prices, forward prices and volatilities of currency
rates). Market risk therefore arises due to the uncertainty surrounding the future valuations of these different
assets, the factors that impact their values and the impact that this could have on the Company’s earnings.

The Company seeks to manage the risks of the investment portfolio through a comblnatloﬁ of asset
class, country, industry and security level diversification and investment manager allocatiors. Further,
individual security and issuer exposures are controlled and monitored at the investment portfolio level, via
specific investment constraints outlined in investment guidelines and agreed with the extemnal investment
professionals. Additional constraints are agreed with the external investment professionals which may
address exposures to eligible securities, prohibited investments/transactions, credit quality and general
concentraticns fimits.

The Company’s direct use of investment derivatives includes futures, forwards, swaps and option
contracts that derive their value from underlying assets, indices, references rates or a combination of these
factors. When investment guidelines allow for the use of derivatives, these can generally only be used for the
purposes of managing interest rate risk, foreign exchange risk and credit risk, provided the use of such
instruments is incorporated in the overall portfolio duration, spread, convexity and other relevant portfolio
metrics. The direct use of derivatives is not permitted to economically leverage the portfolio outside of the
stated guidelines. Derivatives may also be used to add value to the investment portfolio where market
inefficiencies is perceived to exist, to utilize cash holdings to purchase equity indexed derivatives and to
adjust the duration of a portfolio of fixed income securities to match the duration of related deposit liabilities.

investment Value-At-Risk

Central to the Company’s market risk management framework is Value at Risk (VaR). VaR is a
statistical risk measure, calculating the level of potential losses that could be expected to be exceeded, over
a specified holding period and at a given level of confidence, in normal market conditions, due to adverse
movements In the investment portfolio’s underlying securities and investments valuations.

The Company calculates the VaR of the investment portfolio using a 1-month time horizon and a 95%
level of confidence. This means that, on average, the Company could expect losses greater than predicted
by the VaR results 5% of the time, or once every 20 months. The calculation of VaR is performed monthly
using a full valuation based on the Monte Carlo approach and it is expressed both in terms of U.S. dollars
and as a percentage of the Company’s investment portfolio.

The modeling of the risk of any portfolio, as measured by VaR, involves a number of assumptions and
approximations. While the Company believes that its assumptions and approximations are appropriate, there
is no uniform: industry methodology for calculating VaR. The Company notes that different VaR results can be
produced for the same portfolio dependent, not only on the approach used but also on the assumptions
employed when implementing the approach. However, in order to maintain meaningful and comparable VaR
results over time, the Company has maintained the same assumptions and approximations in its
methodology over the period.

The VaR approach uses historical data to determine the sensitivity of each of the underlying securities
to the risk factors incorporated into the models that are employed in the Monte Carlo simulations. In
calculating these sensitivities, greater importance is placed on the more recent data points and information.
Since the VaR approach is based on historical positions and market data, VaR results should not be viewed




as an absolute and predictive gauge of future financial performance or as a way for the Company to predict
risk. There is no assurance that the Company's actual future losses will not exceed its VaR and the
Company expects that 5% of the time the VaR will be exceeded. Additionally, the Company acknowledges
the fact that risks associated with abnormal market events can be significantly different from the VaR results
and these are by definition not reflected or assessed in the VaR analysis.

The VaR of the investment portfolio at December 31, 2002 was approximately $236.0 million. The VaR
of all investment related derivatives excluding investments in affiliates and other investments was $6.0 million.

In instances where the data or time series is insufficient to determine the risk factor sensitivities, the
VaR approach uses proxy time series data available for similar instruments. As at December 31, 2002,
approximately $5.2 bilion (28% of the Company’s investment portfolio at market valug) was proxied.
Approximately $1.4 billion related to various fixed income portfolios, $1.3 bilion to alterative investments
and $780.0 million to various cash portfolios. Also there were 91 ($28.5 million) holdings not proxied and
excluded from the VaR calculations because they could not be easily proxied because they could not be
modeled. The Company reviews the proxies 10 ensure that an appropriate data and time series is being used
in the calculations and that the proxies used are conservative.

The following two tables show the Company’s average, minimum and maximum VaR in percentage
and dollar terms for the total investment portfolio during 2002, based upon the VaR at guarter end dates.
They also include the Company’s VaR in percentage and dollar terms for the total investment portfolio as at
December 31, 2002. The Company’s investment portfolio VaR as at December 31, 2002 is not necessarily
indicative of future VaR levels.

At December 31,

Average VaR Minimum VaR Maximum VaR 2002
% VaR" % VaRW % VaR™" % VaR"
Cash Equivalents.......... 0.01% {(0.01)% 0.04% 0.04%
Derivatives..........cc........ 0.04% 0.03% 0.05% 0.03%
EQUItY ..eveir e 0.30% 0.25% 0.35% 0.30%
Fixed Income.....ccc.oeeues 1.68% 1.28% 2.09% 1.60%
Alternatives @ .............. 0.30% 0.20% 0.41% 0.35%
Business and Other
Investments.......ccceue.n. 0.19% 0.15% 0.22% 0.20%
Total Undiversified
VaR® i, 2.52% 1.91% 3.16% 2.52%
Diversification VaR“ ..... (1.04)% NA NA (1.28)%
Total Investment
Portfolio VaR® .......... 1.48% 1.21% 1.78% 1.24%
{U.S dollars in millions);
VaR as at
Average VaR Minimum VaR Maximum VaR December 31,
during 2002 during 2002 during 2002 2002
$VaR® $VaR® $VaR® $vaR®
Total Invesiment Portfolio
VaR® 240 177 294 236
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Based on a 95% confidence leve! with a one month holding pericd and expressed as a percentage of the total investment

portfolio.

2) The majority of the Company's altemative investment portfolio is accounted for as equity in affiiates. However, for purposes of
monitoring and tracking the Company’s total investment market risk, the total altemative investment portfolio is included in these
calculations. The alternative investment portfolio is principally proxied to the public equity markets and fixed income markets in
these VaR calculations. The actual annualized volatility of the Company’s aiternatives portfolio during 2002 was 2.4% versus
approximately 21% for the public equity markets and approxirmately 4% for the fixed income markets, as proxied by the S&P500

Index and Lehman Aggregate Bond Index, respectively.

(3 Total undiversified VaR is the summation of the individual VaRs for each of the separate asset classes and by construction
ignores any and all comrelations between the different asset classes. The total undiversified VaR therefore ignores diversification
benefits that exist in between these different asset classes.

(4) Diversification VaR equals the difference between the investment portfolio’s totaf portfolio VaR and the total undiversified VaR. As
the former explicitly accounts for the correlations and diversification benefits that exist between the actual asset classes and the
latter explicitly does not, the difference in the two VaR results must be due to the ‘diversification benefits’. These diversification
benefits arise due to the risk reduction that occurs when different assets, that are not perfectly correlated, are combined in a
portfolio. It will vary over time dependent on: allocations changes; changes in the correlations between the different asset
classes; and changes in the general asset class risks. The NA reflects the fact that since the minimum and maximum VaR for the
six different asset class portfolios do not refer 1o the same point in time and therefore it is not meaningful to calculate the
diversification VaR.

{5) Total investment portfolio VaR is the Company’s investment portfolio VaR based on the prescribed methodology that explicitly
accounts for the diversification benefits that occur when each of the allocations to the individual asset classes are included in the
investment portfolio.

(6) Based on a 95% confidence level with a one month holding period, expressed in millions of US$ Doflars.

The Company’s total investment portfolio VaR is driven by: the size of the overall investment portfolio;
the size of the allocations to the different asset classes and securities in the asset classes; the risks
associated with each of the asset classes and securities; and the correlations and diversification benefits
between each of the asset classes and securities. Changes in any of these variables will have a direct impact
on the Company’s VaR.

The Company’s total undiversified VaR, which ignores any correlation and diversification benefits, at
December 31, 2002 was 2.52% compared to a maximum of 3.13% and a minimum of 1.98%. The
Company’s average diversification VaR during 2002 resulted in an average reduction of the Company’s total
undiversified VaR of 1.04% and as at December 31, 2002 was 1.28%.

The Company’s total investment portfolio VaR was on average 1.48% during 2002 and as at
December 31- 2002, was 1.24%. The Company’s maximum and minimum total investment portfolio VaR
during 2002 were 1.78% and 1.21%, respectively. The Company’s largest VaR exposure during 2002 was
to fixed income. The average VaR for fixed income was 1.68%, compared to a maximum of 2.0% and a
minimum of 1.29%. As at December 31, 2002, the fixed income VaR was 1.60%.

At December 31 2002, the ranking for the Company’s asset class risk, based on the individual asset
class VaRs, was: fixed income; alternative investments; equity; business and other investments; cash
equivalents and derivatives.

Stress Testing

VaR does not provide the means to estimate the magnitude of the loss in the 5% of occurrences that
the Company expects the VaR level to be exceeded. To complement the VaR analysis based on normal
market environments, the Company considers the impact on the investment portfolio in several different
historical stress periods to analyze the effect of unusual market conditions. The Company establishes certain
historical stress test scenarios which are applied to the actual investment portfolio. As these stress tests and
estimated gains and losses are based on historical events, they will not necessarily reflect future stress
events or gains and losses from such events. The results of the stress test scenarios are reviewed on a
regular basis 1o ensure they reflect current shareholders equity, market conditions and the Company’s total
risk profile,

The table below shows the maximum impact on the Company’s investment portfofio if all events stress
tested were to repeat themselves, given the actual investment portfolio’s allocations at quarter end dates
during 2002. The Company assumes that no action is taken during the stress period to either liquidate or
rebalance the portfolio. The Company believes that this fairly reflects the potential decreased liquidity that is
often associated with stressed market environments.




As at March 31, As at June 30, As at September 30, As at December 31,

Stress Test 2002 2002 2002 2002
Maximum loss impact
on portfolic (7.6)% 5.4)% {4.3)% 4.7)%
Maximum gain impact
on portfolio 21.4% 21.4% 13.9% 14.9%

From the different scenarios that the Company analyzes, the largest downside event risk exposure
during 2002 was 7.6%, based on the investment portfolio as at March 31, 2002, The largest upside risk
exposure during 2002 was 21.4% as at March 31 and June 30, 2002.

Given the investment portfolic allocations as at December 31, 2002, the Company would expect to
lose approximately 4.7% of the portfolio if the most damaging event stress tested was repeated, all other
things held equal. Given the investment portfolio allocations as at 31 December 2002, the Company would
expect to gain approximately 14.8% of the portfolio if the most favorable event stress tested was repeated,
all other things held equal.

investment Credit Risk

The Company is exposed to credit risk through its bortfolio of debt securities which has historically
been a significant exposure in the investment portfolio.

The Company controls credit risk in the investment portfolio through the credit research performed by
the extemal investment professionals and fimitations on the investment portfolio’s exposure to individual
credits, as set by the Company. Limits are set for each credit rating and are a function of the probability of
default and the expected loss in the event of default. Limits ensure that losses from individual defaults should
not exceed predetermined levels.

The Company reviews on a regular basis its corporate debt concentration, credit quality and
compliance with credit limits. Any obligor over its credit limits or experiencing material credit quality
deterioration is placed on a Watch List for closer monitoring. Where appropriate, holdings will be reduced.

As at December 31, 2002, the average credit quality of the Company’s total fixed income portfolio,
which includes fixed maturities, short term investments, cash and cash equivalents and net payable for
investments purchased, was AA.

The Company’s total fixed income portfolio credit quality breakdown as at December 31, 2002 is
shown in the following table .

Rating Percentage of Total Fixed income Exposure!"
ADA e e e e 59.8%
AA e 12.2%
Ao e et e e s nrees 14.7%
BBB oo 8.0%
BBand Below ......cccococeiiieenc 5.3%

(1) Portiolio includes fixed maturities, short term investments, cash and cash equivalents and net payable for investments
purchased.

Individual corporate holdings in the portfolio are diversified, exceeding 900 separate issuer exposures.
As at December 31, 2002, the top 10 corporate exposures represented approximately 5.1% of the total fixed
income portiolio {excluding operating cash balances) and approximately 14% of the corporate holdings. The
top 10 corporate holdings listed below utilizes a conservative approach to aggregation as it includes
unsecured as well as securitized, credit enhanced and collateralized securities issued by parent companies
and their affiliates.
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Top 10 Corporate Exposures® Percentage of Total Fixed Income Exposure

JPMorgan Chase ....c.uveeeeeceeerevinrencnee e 0.73%
CHIGrOUD +vvevveereeere et eeteiee s eee st et e ces e 0.72%
FOP oottt st re e e e 0.69%
General BICHNC ..c.ovvevvi vt 0.61%
Credit SUISSE GIOUP ....ovvivviv et eiveee e s 0.57%
Daimier ChrySIer....oevvecieee e e v e 0.47%
Morgan Stanley Dean Witter.......ccccoovvvcvrivnncnnncne, 0.35%
VBHIZON c.tieee ittt et et 0.34%
Comeast COMP. vt 0.33%
BanK ONE ...vvcoviiiie s 0.33%

(1) Corporate exposures include parent and affiliated companies that issue fixed income securities. In some cases a portion of the
market value may be invested in bonds that are securitized or have sufficient credit enhancement that provides a long-term
credit rating that is higher than the rating of the unsecured debt of the parent company.

Interest Rate and Equity Price Risk

The Company believes that VaR is an appropriate indicator of the risk of the portfolio, however an
immediate 100 basis point adverse shift in global treasury government bond curves would result in a
decrease in total return of 5.2% or $754.0 millicn in the Company’s fixed income portfolio as of December
31, 2002. It is unlikely that all global vield curves would shift at the same time. In evaluating the impact of
price changes in the equity portfolio, a 10% change in equity prices would affect total retum by
approximately $57.0 milion at December 31, 2002.

At December 31, 2002, bond and stock index futures outstanding were $263.5 million with underlying
investments having a market value of $831.9 million. Losses of $1.1 million were realized on these contracts
for the year ended December 31, 2002. A 10% appreciation or depreciation of these derivative instruments
would have resulted in realized gains and realized losses of $26.3 million respectively. The Company reduces
its exposure to these futures through offsetting transactions, including options and forwards.

In addition, the Company has short-term debt and Jong-term debt outstanding. Interest rates on
short-term debt are LIBOR based. Accordingly, any changes in interest rates wili affect interest expense.

Foreign Currency Exchange Risk

The Company uses foreign exchange contracts to manage its exposure to the effects of fluctuating
foreign currencies on the value of certain of its foreign currency fixed maturities and equity investments.
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 cccur. These contracts generally have maturities of three months or less. At December 31, 2002,
forward foreign exchange contracts with notional principal amounts totaling $30.2 million were outstanding.
The fair value of these contracts as at December 31, 2002 was $28.6 million with unrealized losses of $1.6
milion. For the year ended December 31, 2002, realized losses of $3.4 million and unrealized losses of $0.8
million were recorded in net realized and unrealized gains and losses on derivative instruments. Based on
this value, a 10% appreciation or depreciation of the U.S. dollar as compared to the level of other currencies
under contract at December 31, 2002 would have resulted in approximately $6.3 million of unrealized losses
and $1.7 milion in unrealized gains, respectively.

Credit Risk

The Company is exposed to credit risk in the event of non-performance by the other parties to the
forward contracts, however the Company does not anticipate non-performance. The difference between the
notional principal amounts and the associated market value is the Company’s maximum credit exposure.




Embedded Debt Derivatives

The puts and the interest rate adjustment features embedded in the CARZ and LYONSs are considered
derivatives and are subject to fair value. There is currently minimal fair value ascribed to () the puts, as the
contingent events of these features are considered unlikely to occur or (i) the interest rate adjustment feature
due to the current trading value of the bonds. .
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XL CAPITAL LTD

CONSOLIDATED BALANCE SHEETS AS AT DECEMBER 31, 2002 AND 2001

(U.S. dollars in thousands, except share amounts)

ASSETS
2002 2001
Investments:
Fixed maturities at fair value
{amortized cost: 2002, $14,118,527; 2001, $10,945,568)................ $ 14,482,647 $10,831,927
Equity securities, at fair value
(cost: 2002, $661,377; 2001, $575,090)......cc0ccrririiririrriirserreerennenes 575,010 547,805
Short-term investments, at fair value
(amortized cost: 2002, $1,001,179; 2001, $1,050,015) ......cccoveenee.e. 1,002,076 1,050,113
Total investments available for sale ... 16,059,733 12,429,845
Investments iN affillales......ovieii e 1,750,005 1,113,344
Other INVESIMENTS ..o e et ee e e e 146,061 197,528
T Ot INVESIMIBNIS 1eiviiev ettt st et e e e e e s rere e aeseeasseatees 17,955,799 13,740,717
Cash and cash eqUIVEIENTS........cccvieevceei e 3,657,815 1,863,861
Accrued INVESIMENT INCOME .....ooiiie et 226,862 180,305
Deferred aCQUISIHION COSES ..eoviinireiriie ettt 688,281 394,258
Prepaid reinSUrance PremiUMS i e e eenreerereeesiessreaeraessee e rae e ensennes 957,036 846,081
Premiums rECEIVADIE .. ...ovviiie et 3,592,713 2,182,348
Reinsurance balances receivable. ... 1,239,870 1,648,306
Unpaid losses and loss expenses recoverable........ooiiiiine e, 5,012,655 4,633,693
INTANGIDIE BSSELS...oee et s 1,653,700 1,616,943
Deferred tax assel, Nl ... e 320,624 419,222
OHNBE BSSEES ..t e eerrieiec ettt e ettt e e e erte e bbb e e e s rassae e etbeea e e eeenes 441,914 439,282
TOtAl @SSEES. ...t $ 35,647,369 $27,963,016
LIABILITIES AND SHAREHOLDERS’ EQUITY
2002 2001
Liabilities:
Unpaid 1055es and 10SS EXPENSES......ovveeriieieitieree e $ 13,202,736 $11,806,745
Deposit Tabilities ....vorveer e e 2,373,047 1,213,202
Future policy benefit FESEIVES .......ooveive e 2,516,949 1,160,962
UnNeamed premiUmiS ... e e ctrr et iraee s e 4,028,289 2,636,428
Notes payable and debt.......c.ccov i 1,877,957 1,604,877
Reinsurance balances payable..........cc.oovviv e 1,924,150 1,672,122
Net payable for investments purchased .......ccoceeveecciivinien e 1,546,276 1,247,027
Other HabIHES 1..vvieeiieeci ittt srr s r e 1,551,443 1,135,939
Minority interest............... e eresererereeareaiasseresatrnaaaraertatrearauaty 56,923 48,530
Total HabIlHIES ....eecevviicriie et s $ 29,077,780 $22,525,832

Commitments and Contingencies




XL CAPITAL LTD

CONSOLIDATED BALANCE SHEETS AS AT DECEMBER 31, 2002 AND 2001

{(U.S. dollars in thousands, except share amounts)

2002 2001
Shareholders’ Equity:
Series A preference ordinary shares, 2,200,000 authorized, par value
$0.01 Issued and outstanding: (2002, 9,200,000; 2001, nil).........cc.coevvon. $ 92 $ —
Series B preference ordinary shares, 11,500,000 authorized, par value
$0.01 Issued and outstanding: (2002, 11,500,000 ; 2001, nill................ 1156 —
Ctass A ordinary shares, 999,990,000 authorized, par value $0.01
Issued and outstanding: (2002, 136,063,184; 2001, 134,734,491)......... 1,360 1,347
CoNtrDUEd SUMPIUS ..o et 3,979,979 3,378,549
Accumulated other comprehensive INCOME (JOSS) ..vvaevreei oo ienersieannae 184,814 (213,013)
Deferred coOmMPenSatioN ......ccccvvve ittt (31,282) (27,177)
Retained amiNgS.. oo vttt e 2,434,511 2,297 478
Total Shareholders’ SAUILY ....cc.ccevveviireeereee et $ 6569589 § 5437,184
Total liabilities and shareholders’ equity.......cccv v $ 35,647,360 $27,863,016
See accompanying Notes to Consolidated Financial Statements
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XL CAPITAL LTD
CONSOLIDATED STATEMENTS OF INCOME AND COMPREHENSIVE INCOME
FOR THE YEARS ENDED DECEMBER 31, 2002, 2001 AND 2000
{U.S. dollars in thousands, except per share amounts)

2002 2001 2000
Revenues:
Net premiums eamed—general operations.......ccoevveeevennen, $ 4,966,818 $ 2,767,633 $2,035,240
Net premiums eamed—life operations ........cooccevvveecviiene 1,022,992 695,695 —
Net INVeSTMENt INCOME ..oovicivveei ettt 734,535 610,528 580,946
Net realized (losses) gains on INVESIMENtS.......coooovvvieeieenen {214,160) (93,237) 45,090
Net realized and unrealized (losses) gains on
derivative INSITUMENES ...ooovvivviie e ccaniae s (561,761) 11,768 21,405
Equity in net income of investment affiliates..........cccoccvivnee. 04,662 80,580 70,032
Feeincome and Other ......ovcvvvrviencicieecerc e 54,963 18,247 {1,131)
Total FEVENUES .....c.ovivveeeceeeeeee e $ 6,578,049 $ 4,091,014 $2,751,582
Expenses:
Net losses and loss expenses incurred—general operations  $ 3,327,315 $ 2,905,231  $1,432,559
Claims and policy benefits—life operations ........cceeccveenne. 1,069,456 698,675 -
ACQUISTHION COSIS 1 cuviiriie ittt 955,331 639,046 485,796
Operating EXPENSES ..vvvvirrvererirenearres st esseeniesesreesinens 674,403 422,673 316,892
Exchange (9ains) I0SSES ...t (80,294) 12,184 (59,621)
INTErESE BXPENSE. .. et veeiereiriee ettt baereae e 168,086 113,272 70,593
Amortization of intangible assets......c.covvveriiccnnn s 6,187 58,569 58,597
Total EXPENSES ..cvevvevievierreri e $ 6,120,484 $ 4,849,650 $2,304,816
Income (loss) before minority interest, income tax and equity
in net income of insurance and operating affiliates................ $ 457565 $ (758,636) $ 446,766
Minority interest in net income of subsidiary ........cc.cooevveenne. 13,371 2,113 1,093
Income tax expense (Denefit).......ccv e 22,647 (189,914) (66,356)
Equity in net loss (income) of insurance and operating
AfIIAIES .o 15,976 5,300 (4,323)
NEt INCOME (I058) ...evvevvvierriniinreririert et b e $ 405571 $  (576,135) $ 506,352
Preference share dividends ..o {9,620) — —
Net income (loss) available to ordinary shareholders.............. $ 395951 $ (576,135) $ 506,352
NEEINCOME (I0SS).trvvveveeererii e bt s veseessscn et eneeseresennes $ 405571 $ (576,135) $ 506,352
Change in net unrealized appreciation of investments ................ 390,707 (71,004) " (118,321)
Foreign currency translation agjustments .........ccovvvrrienieenenes 7,120 (87,297) (6,702)
Comprehensive INCOME (0SS .....oviiricivrierierecreivreeecieeeeinreerirne e $ 803398 $ (684,436) $ 382,329
Weighted average ordinary shares and ordinary share
equivalents outstanding—basiC.....c.cccvvveivrceiennire e 135,636 126,676 124,503
Weighted average ordinary shares and ordinary share
equivalents outstanding—diluted........cccooieviiiin e 137,388 126,676 125,697
Eamings (loss) per ordinary share and ordinary share
EQUIVAIENT—DESIC ....ce.eveveeie et e e ena $ 292 $ (4.55) $ 4.07
Eamings (loss) per ordinary share and ordinary share
equivalent —dilUted ... $ 2.88 $ (4.55) $ 4.03

See accompanying Notes to Consolidated Financial Statements




XL CAPITAL LTD

CONSOLIDATED STATEMENTS OF SHAREHOLDERS' EQUITY
FOR THE YEARS ENDED DECEMBER 31, 2002, 2001 AND 2000
(U.S. dollars in thousands)

Series A and B Preference Ordinary Shares:
Balance—beginning of YEar ..o,
1SSUE Of SNAIMES ...cceveevr e

Balance—end of year

Ordinary Shares:
Balance —beginning of year ..........cccoocviiiiinin,
[SSUE Of SNAIES...e.vvieve et et
Exercise of stock options
Repurchase of Shares........covecviiiiiiiicin

Balance—end of year ..o

Contributed Surplus:

Balance —beginning of year
1SSUE OF SNAMES ...vevi et
Exercise of Stock OptioNS ....cvvevviivivi
Repurchase of Shares ...

Balance—end of Year . ...

Accumulated Other Comprehensive (Loss) Income:
Balance—beginning of YEar ...

Net change in unrealized gains on
investment portfolio, net of tax........ccccveviin

Net change in unrealized gains on
investment portfolio of affiliate ..o

Currency translation adjustmentS........c.ccvveeroreeciinenen
Balance—end Of Year......ccoccvvevvri e
Deferred Compensation:
Balance—beginning of Year .........cccovvvmieniic
(Issue) forfeit of restricted shares...........coveiicniiiiin
AMOMZAHON.....cieeii it
Balance—end of year
Retained Earnings:
Balance —beginning of year
NEt INCOME (JOSS) vvviereeeiireereiriiniir et
Dividends on Class A ordinary shares ...,
Dividends on Series A and B preference ordinary shares
Repurchase of Shares .....ccovvevverieiiiiien e
Balance—end of year
Total shareholders’ equity

2002 2001 2000

$ ~- -3 -
207 — —

$ 207 $ — § -
$ 1,347 $ 1,250 § 1,278
2 94 —

11 18 23
- (15) 51

3 1,360 $ 1,347 § 1,250
$ 3,378,549 $2,497,416 $ 2,520,136
522,713 808,916 2,652
79,364 103,135 74,538

647 (30,918) (99,910

$ 3,079,979 $3,378,549 §$ 2,497,416

$ (213,013) $ (104,712) $ 19,311

397,330 {72,272y (112,031)
{6,623) 1,268 (6,290)
7,120 {37,297) {5,702)

$ 184,814 $ (213,013) $ (104,712
$ @777 $ (17,727) $  (28,797)
(18,4186) (19,802) 1,555
14,311 10,352 9,515

$ (31,282 $ (27177) §  (17,727)
$ 2,297,478 $3,197,441 $ 3,085,150
405,571 (576,135) 506,352
(257,054)  (237,628)  (225,572)
(9,620) — —
(1,864) (86,2000  (148,489)
$2,434511 $2,297,478 $ 3,197,441

$ 6,560,589 $5,437,184 $ 5,573,668

See accompanying Notes to Consolidated Financial Statements

ML CAPITAL

ANNUAL REPORT 2002




XL CAPITAL LTD
CONSOLIDATED STATEMENTS OF CASH FLOWS
FOR THE YEARS ENDED DECEMBER 31, 2002, 2001 AND 2000
(U.S. dollars in thousands})

2002 2001 2000

Cash Flows Provided by Operating Activities:
NELINCOMNE (J0SS)....ceveceveveeieieeereev et st rer e etesrseerereririaes $ 405571 $ (576,135 $ 506,352

Adjustments to reconcile net income to net cash
provided by (used in) operating activities:

Net realized losses (gains) on sales of investments............... 214,160 93,237 (45,080)
Net realized and unrealized fosses (gains) on derivative

INSHUMENES (.vvvee e e 51,761 {11,768) (21,405)
Amortization of discounts on fixed maturities .............coceees (15,715) (38,589) (47,099)
Equity in net income of investment and insurance affiliates... (48,687) (75,280) (74,355)
Amortization of deferred compensation..............cccceeeevvverens 14,311 10,352 8,861
Amortization of intangible assets ..o 6,187 58,569 58,597
Unpaid losses and 10SS EXPENnSES ...vvevevcivenievecnesien e 850,566 3,555,484 259,728
Uneamed PremiUmS. .o ceer e erveee e eesnrrene e 1,316,263 427,613 244,017
Premiums receivable ......coooo v (1,337,876} 76,076 6,674
Unpaid lcsses and loss expenses recoverable ........ovveeeenns 76,347  (1,959,927) (506,242)
Depostt liabilities and future policy benefit reserves............... 1,103,327 623,298 —
Prepaid reinsurance premiUmS.. ..o reeeveeneneeressneesiaeenes (102,580) (277,053) (174,475)
Reinsurance balances receivable .......cccvoeveeeiieiinecinci e, 68,869 (1,425,613) (46,122)
Reinsurance balances payable...........cceevvvcrivinniiciiirenecniens 182,861 831,364 46,076
Deferred tax aSSet......ccvvviviiic e 102,162 (267,054) {54,240)
ORNET e 148,918 393,028 101,174
Total adjUSIMENTS ... s 2,630,874 2,013,737 (243,901)
Net cash provided by operating activities ...........ccooeevevniens 3,036,445 1,437,602 262,451

Cash Flows Provided by (Used in) Investing Activities:
Proceeds from sale of fixed maturities and short-term

INVESHMIENTS. ..o e 44,554,304 28,396,278 22,287,287
Proceeds from redemption of fixed maturities and

short-term investments ... 3,753,801 1,543,550 460,733
Proceeds from sale of equity securities ..., 754,611 882,501 1,480,853
Purchases of fixed maturities and short-term investments....  (50,859,921) (31,975,544)  (22,798,463)
Purchases of equity SECUMTIES ...o..oeiivivivieeiiee e (631,437) (739,872) (1,071,351)
Investments in affiliates, net of dividends received................ (717,523) (185,106) (180,818)
Acquisition of subsidiaries, net of cash acquired .................. (43,143) (262,001) (3,094)
Other INVESIMENES ...vvivee e 34,171 (108,993) (55,917)
Fixed assets and other.......ccooceeevieiicninve e {4,509 (21,898) _(31,176)

Net cash (used in) provided by investing activities................. (3,059,646) (2,471,085) 88,054




XL CAPITAL LTD

CONSOLIDATED STATEMENTS OF CASH FLOWS
FOR THE YEARS ENDED DECEMBER 31, 2002, 2001 AND 2000
(U.S. doliars in thousands)

2002 2001 2000
Cash Flows Provided by (Used in) Financing Activities:
Issue of common shares........... e b s $ — % 787678 % -
Issue of preference Shares ......cco.ecvvvereiece e 503,579 — —
Proceeds from exercise of stock options ........ccccvveeeeiiiienn.. 79,375 105,233 74,561
Repurchase of Shares ........cccccevivrvvenr s (2,512) (117,133)  (248,450)
Dividends paid 0n COMMON SNEres .......coccvevvvnverniirinrinenenns (257,054) (237,628) (225,572)
Dividends paid on preference shares ........cccoeevveeecceeeeenccnne, 9,620} — —
Proceeds from notes payable and debt ... 846,814 1,172,633 250,300
Repayment of notes payable and debt........cccceceeiviiiiiein (600,000) (50,000) (211,000)
Deposit HabiltieS......oovcvrereciecie et 1,156,285 306,664 372,033
MINOTity INTEIeSt ... - (24) 10,892
Net cash provided by financing activities .........cccco e, 1,716,867 1,967,323 22,764
Effects of exchange rate changes on foreign currency cash....... 288 {448) (549)
Increase in cash and cash equivalents.........ccccceeeeciiiiccee 1,603,954 933,392 372,720
Cash and cash equivalents—beginning of year ........c..cccvevcnnnins 1,863,861 930,463 557,749
Cash and cash equivalents—end of year..........ccoocv e, $3,557,815 $ 1,863,861 $ 930,469
Net taxes reCeIVEA. .......oiviiiieei et $ 76750 $ 10,026 $ 13,347
Interest paid ....... ettt e e e e ettt ettt b enberbe e $ (36,8200 8 (36,509) $ (30,505)
See accompanying Notes to Consolidated Financial Statements
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XL CAPITAL LTD
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
FOR THE YEARS ENDED DECEMBER 31, 2002, 2001 AND 2000

History

XL Capital Ltd together with its subsidiaries (the “Company” or “XL"), is a holding company organized
under the laws of the Cayman lIslands. XL Capital Ltd was incorporated on March 16, 1998, as the
successor to EXEL Limited, a Cayman Islands corporation organized in 1986, in connection with EXEL
Limited’s merger with Mid Ocean Limited, a Cayman Islands corporation. XL Capital Ltd operated under the
name EXEL Limited from completion of the merger until February 1, 1999, when its current name was
approved by the requisite vote of the Company’s shareholders. The Company provides insurance and
reinsurance coverages and financial products and services to industrial, commercial and professional service
firms, insurance companies and other enterprises on a worldwide basis.

Effective January 1, 2002, the Company increased its shareholding in Le Mans Ré from 49% to 67% in
order to expand its intemational reinsurance operations. Le Mans Ré was formed in July 1999, when the
Company signed a joint venture agreement with Les Mutuelles du Mans Assurances Group to form a new
French reinsurance company. Le Mans Ré underwrites a worldwide portfolio comprising most classes of
property and casualty reinsurance business, together with a selective portfolio of life reinsurance business.
See Note 6 (a) for additional information.

~ OnJuly 25, 2001, the Company completed the acquisition of certain Winterthur International insurance
operations ("Winterthur Intemational”) to extend its predominantly North American based large corporate
business globally. Effective July 1, 2001, the Company’s results include Winterthur International. See Note 6
(c) for additicnal information. In 2003, the Winterthur Intemational operations changed its name to “XL Global
Risk”.

In 1999, XL Capital Ltd merged with NAC Re Corp ("NAC”), a Delaware corporation. NAC was
organized in 1985 and writes property and casualty insurance and reinsurance in the U.S., Canada and
Europe.

XL Re Ltd, formerly XL Mid Ocean Re, was organized under the laws of Bermuda in 1992 initially to
write property catastrophe reinsurance following a reduction in market capacity due 1o the effects of severe
hurricanes that struck the southeastern United States in the late 1980s and early 1990s.

XL London Market, formerly XL Brockbank which comprised both Brockbank and Denham Syndicate
Management Limited, is organized under the laws of the U.K. and is a leading Lloyd’s managing agency that
provides underwriting and similar services to four Lloyd’s syndicates. Effective January 1, 2002, the
Company provides 100% of the capacity for these syndicates. These syndicates underwrite property, marine
and energy, aviation, satellite, professional indemnity and other specialty lines of insurance and reinsurance
to a global client base.

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 and have been, prepared in accordance with U.S. GAAP (“GAAP”). The results include the
consolidation of Le Mans Re, accounted for as a subsidiary with effect from January 1, 2002. Effective July
1, 2001, the results also include the acquired Winterthur International operations under the purchase method
of accounting, described in Note 6 (c). All significant intercompany accounts and transactions have been
eliminated. 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. These estimates and assumptions include the loss events of
September 11, 2001, described in Note 4, Actual results could differ from these estimates.




XL CAPITAL LTD
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (CONTINUED)

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

Certain reclassifications have been made to prior year consolidated financial statement amounts to
conform to current year presentation.

(b) Premiums and Acquisition Costs

Premiums written are recorded in accordance with the terms of the underlying policies. Reinsurance
premiums written are recorded at the inception of the policy and are estimated based upon information
received from ceding companies and any subsequent differences arising on such estimates are recorded in
the period they are determined. Financial guaranty installment premiums are recorded as premiums written
when reported. Premiums are eamed on a monthly pro-rata basis over the period the coverage is provided.
Financial guaranty insurance premiums are earned over the life of the exposure. Uneamed premiums
represent the portion of premiums written applicable to the unexpired terms of policies in force. Net
premiums eamed are presented after deductions for reinsurance ceded to other insurance companies.

Reinstatement premiums are written at the time a loss event occurs where coverage limits for the

remaining life of the contract are reinstated under pre-defined contract terms and are eamed over the
remaining risk pericd.

Premiums from long duration contracts that transfer significant mortality or morbidity risks are
recognized as revenue and eamed when due from policyholders. Premiums from long duration contracts
that do not subject the Company to risks arising from policyholder mortality or merbidity are accounted for
as deposit liabilities.

Acquisition costs, which vary with and are related to the acquisition of policies consisting primarily of
commissions paid to brokers, are deferred and amortized over the period the premiums are eamed. Future
eamed 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.

(c) Reinsurance

In the normal course of business, the Company seeks to reduce the loss that may arise from events
that could cause unfavorable underwriting results by reinsuring certain levels of risk 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. Prepaid reinsurance premiums represent the portion of premiums ceded applicable to
the unexpired term of policies in force. Reinstatement premiums ceded are recognized at the time a loss
event occurs where coverage limits for the remaining life of the contract are reinstated under pre-defined
contract terms and are expensed over the remaining risk period. Amounts recoverable from reinsurers are
estimated in a manner consistent with the claim liability associated with the reinsured policy. Provision is
made for estimated unrecoverable reinsurance.

(d) Feeincome and Other

Fee income and other includes fees earmed for insurance related services provided and is earned over
the service period of the contract. Any adjustments to fees eamed or the service period are reflected in
income in the period when determined.
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XL CAPITAL LTD
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (CONTINUED)

2.  Significant Accounting Policies (continued)

{e)} Other Than Temporary Declines In investments

The Company’s process for identifying declines in the fair value of investments that are other than
temporary involves consideration of several factors. These factors include (j) the time period during which
there has been a significant decline in value, (i) an analysis of the liquidity, business prospects and overall
financial condition of the issuer, (i)} the significance of the decline, {iv) an analysis of the collateral structure
and other credit support, as applicable, of the securities in question and (v) the Company’s intent and ability
to hold the investment for a sufficient period of time for the value to recover. Where the Company’s analysis
of the above factors resuits in the Company’s conclusion that declines in fair values are other than
temporary, the cost of the security is written down to fair value and the previously unrealized loss is therefore
realized in the period such determination is made.

With respect to securities where the decline in value is determined to be temporary and the security’s
value is not written down, a subsequent decision may be made to sell that security and realize 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.

(H Derivative instruments and Weather Derivative Contracts

The Financial Accounting Standards Board (“FASB”) issued Financial Accounting Standard ("FAS”)
No.133, “Accounting for Derivative Instruments and Hedging Activities” in June 1998. FAS 133 establishes
accounting and reporting standards for derivative instruments including those embedded in other contracts
(collectively referred to as derivatives), and for hedging activity. It requires an entity to recognize all derivatives
as either assets or liabilities in the balance sheet and measure those instruments at fair value. Non-exchange
traded weather products are not covered by FAS 133, however they are also recorded at fair value. The
Company adopted FAS 133, as amended, as of January 1, 2001. The Company conducts activities in three
main types of instruments: credit default swap derivatives, weather and energy derivatives and investment
related derivative instruments. There was no significant cumulative effect from the adoption of FAS 133.

in 2002, the Company amended the presentation of its derivative transactions in the consolidated
statements of income to include the change in fair value of all of its derivative transactions in one line item
under “net realized and unrealized gains and losses on derivative instruments”. Previously, certain
components of the change in fair value were reported in “net premiums eamed, net losses and loss
expenses incurred and fee and other income”. There was no effect on net income for this change and prior
period results have been reclassified to reflect this change.

Credit Default Swap Derivatives

Credit default swaps are recorded at fair value which is determined using models developed by the
Company and is dependent upon a number of factors including changes in interest rates, future default
rates, credit spreads, changes in credit quality, future expected recovery rates and other market factors. The
change resulting from movements in credit and quality spreads is unrealized as the credit default swaps are
not traded to realize this value and are included in net realized and unrealized gains and losses on derivative
instruments. Other elements of the change in fair value are based upon pricing established at the inception of
the contract.



XL CAPITAL LTD
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (CONTINUED)

2.  Significant Accounting Policies (continued)

Weather and Energy Derivatives

Weather and energy derivatives are recorded at fair value with the changes in fair value included in “net
realized and unrealized (losses) gains on derivative instruments”. Fair value for the Company’s energy
contracts are determined through the use of quoted market prices. As quoted market prices are not widely
available in the weather derivative market, management uses available market data and intermal pricing
models based upon consistent statistical methodologies to estimate fair values. Estimating the fair value of
instruments which do not have quoted market prices requires management judgment in determining
amounts which 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
interest rates and other market factors.

Investment Related Derivative Instruments

The Company uses investment derivatives to manage duration and currency exposure for its
investment portfolio. Investment derivatives that are not designated as hedges are carried at fair value, with
the corresponding realized and unrealized gains and losses included in net realized and unrealized gains and
losses on derivative instruments.

The Company has used derivative instruments to manage the interest rate exposure of the Company’s
guaranteed investment contracts (GICs). All interest rate swaps are recorded at fair value. Fair value is
determined using fixed income analytical models and related commercially available software, and is
dependent upon interest rate conditions and relationships among interest rates and indices. Changes in the
value of fair value hedges are recorded as adjustments to the hedged items to the extent that the hedge is
effective. Changes in the value of cash flow hedges are recorded in other comprehensive income to the
extent that the hedge is effective. The ineffective portion of both fair value and cash flow hedges are
recorded in the Statement of Income as realized gains and losses on derivative instruments.

(9) Total Investments

Investments Available For Sale

Investments that are considered available for sale are carried at fair value. The fair value of investments
is based upon quoted market values where available or by reference to broker or underwriter bid indications.
The net unrealized appreciation or depreciation on investments, net of fax, is included in accumulated other
comprehensive income (loss). Any unrealized depreciation in value considered by management 1o be other
than temporary is charged to income in the period that it is determined.

Short-term investments comprise investments with a maturity equal to or greater than 90 days but less
than one year. Equity securities include investments in open end mutual funds.

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 and amortized cost,
respectively. Investment income is recognized when eamed and includes interest and dividend income
together with the amortization of premium and discount on fixed maturities and short-term investments.
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XL CAPITAL LTD
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (CONTINUED)

2.  Significant Accounting Policies (continued)
Investment in Affilates

Investments in which the Company has significant influence over the operations are classified as
investments in affiliates for accounting purposes and are carried under the equity method of accounting.
Under this method, the Company records its proportionate share of income or loss from such investments in
its resutts for the period. Significant influence is deemed to exist where the Company has an investment of
3% or greater in closed end funds, limited partnerships or similar investment vehicles. Significant influence is
considered for other strategic investments on a case-by-case basis. The determination of whether an entity
is classified as an affiliate for accounting purposes may be different from the determination of whether such
entity would constitute an affiliate for any other purposes, including regulatory purposes. The equity in net
income of affiliates is shown separately between equity in net income of strategic insurance and operating
affiliates and equity in net income of investment affiliates. Any decline in value considered by management to
be other than temporary is charged to income in the period that it is determined.

Other investments

The Company accounts for its other investments at estimated fair value, as it has no significant
influence over these entities. Income is recorded when received. Investments are written down to their
estimated fair value where management considers there is an other than temporary decline in value, based
on financial information received.

() Cash Equivalents

Cash equivalents include fixed interest deposits placed with a maturity of under 90 days when
purchased.

() Foreign Currency Transiation

Assets and liabilties of foreign operations whose functional currency is not the U.S. dollar are
translated at year end exchange rates. Revenue and expenses of such foreign operations are translated at
average exchange rates during the year. The effect of the translation adjustments for foreign cperations, net
of applicable deferred income taxes, is included in accumulated other comprehensive income (loss).

Other monetary assets and liabilities denominated in foreign currencies are revalued at the exchange
rate in effect at the balance sheet date with the resulting foreign exchange gains and losses recognized in
income. Revenue and expense iransactions are translated at the average exchange rates prevailing during
the year.

i Intangible Assets

Identifiable intangible assets with finite lives are amortized on a straight-line basis over their estimated
useful lives. The Company evaluates the recoverability of its intangible assets whenever changes in
circumstances warrant. If it is determined that an impairment exists, the excess of the unamortized balance
over the fair value of the intangible asset will be charged to income at that time.

Effective January 1, 2002, the Company adopted Financial Accounting Standard ("FAS”) 142,
“Goodwill and Other Intangible Assets”. FAS 142 address financial accounting and reporting for goodwill and
other intangible assets both upon acquisition and after these assets have initially been recognized in the
financial statements. Adoption of FAS 142 has resulted in the Company ceasing to amortize goodwill and
identifiable intangible assets with indefinite fives. In accordance with FAS 142, the Company continues to
review the carrying value of goodwill related to all of its investments for any impairment at least annually. if it
is determined that an impairment exists, the Company adjusts the carrying value of goodwill to fair vaiue. The
impairment charge is recorded in income in the period in which it is determined. See Note 5 for further
information.




. XL CAPITAL LTD
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (CONTINUED)

2. Significant Accounting Policies (continued)

(k) Losses and Loss Expenses

Unpaid losses and loss expenses includes reserves for unpaid reported losses and loss expenses and
for losses incurred but not reported. The reserve for unpaid reported losses and loss expenses for the
Company's general operations is established by management based on amounts reported from insureds or
ceding companies and consultation with legal counsel, 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 pattems determined by reference to the Company’s underwriting practices, the policy form,
type of insurance program and the experience of the relevant industries. The Company’s actuaries employ a
variety of generally accepted methodologies to determine estimated ultimate loss reserves, including the
Bomhuetter-Ferguson incurred loss method. The outcome of the actuarial review will either provide () a
single point estimate that is management’s best estimate or (i) a range of reserve estimates. The Company
considers a ‘best estimate’ to be one that has an equal likelihood of developing a redundancy or deficiency
as the loss experience matures.

Certain workers’ compensation and long term disability liabilities 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
therefrom are reflected in income of the year in which the adjustments are made.

() Deposit Liabilities

Contracts entered into by the Company with cedants which are not deemed to transfer significant
underwriting and/or timing risk are accounted for as deposits, whereby liabilties are initially recorded at the
same amount as assets received as defined under FAS 113. The Company uses a conservative portfolio rate
of retum 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 retum required to fund
expected future payment obligations (this is equivalent to the ‘best estimates’ of future 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 an adjustment 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.

Guaranteed investment contracts whereby the Company receives deposits at a contractual interest
rate are recorded at amortized cost. The company may enter into associated transactions in order to reduce
the Company’s exposure to fluctuations in interest rates related to these contracts. For fair value hedges,
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.

ML CAPITAL

ANNUAL REPORT 2002




XL CAPITAL LTD
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (CONTINUED)

2.  Significant Accounting Policies (continued)

{(m) Future policy benefit reserves

The Company estimates the present value of future policy benefits related to long duration contracts
using appropriate assumptions for investment yields, mortality, and expenses, including a provision for
adverse deviation. The original assumptions are to determine changes in the liability for future policy benefits
unless a premium deficiency exists. Any changes to this estimate that result from its periodic estimation will
be reflected in income as an adjustment to life claims and policy benefits.

The assumptions used to determine the 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 exists. 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 loss recognized.

Certain annuity contracts provide the holder with a guarantee that the benefit received upon death will
be no less than a minimum prescriped amount. To the extent the guaranteed minimum death benefit
exceeds the current account value at the time of death, the Company incurs a cost that is recorded as

- “policy benefits” for the period in which the death occurs.

(") Income Taxes

The Company utilizes the asset and liablity method of accounting for income taxes. Under this
method, ceferred 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.

(o) Stock Pians

The Company accounts for stock compensation plans in accordance with Accounting Principles Board
Opinion No. 25, “Accounting for Stock Issued to Employees”. Accordingly, compensation expense for stock
option grants and stock appreciation rights is recognized to the extent that the fair value of the stock
exceeds the exercise price of the option at the measurement date. See Note 2(s).

(p) Per Share Data

Basic eamings per ordinary share is based on weighted average ordinary shares outstanding and
excludes any dilutive effects of options and convertible securities. Diluted earnings per ordinary share
assumes the conversion of dilutive convertible securities and the exercise of all dilutive stock options.

{a) Variable Interest Entities

The accounting treatment for the Company’s investment in and relationships with variable interest
entities is dependant upon whether the Company is considered to have effective control over the entity. The
Company considers several factors to determine whether effective control exists. These factors include, but
are not limited to, the initial equity investment made in the vehicle, the degree of exposure to the risks of the
underlying assets and liabilities of the entity and the potential to benefit from the rewards. Those variable
interest entities that the Company deems necessary to consolidate are accounted for in accordance with the
accounting policy for subsidiaries in Note 2(a). Those which the Company does not deem it necessary to
consolidate are accounted for in accordance with the terms of the transactions and contractual agreements
in place. See Note 2 (s) for further information.




XL CAPITAL LTD
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (CONTINUED)

2. Significant Accounting Policies {(continued)

{}  Fair Value of Financial instruments

Fair values of investments and derivatives are based on published market values, if available, estimates
of fair values, of similar issues or estimates of fair values produced by the Company’s fair value models. See
Notes 2(e), 2(f), 2(g), 7 and 15 for further information.

(s} Recent Accounting Pronouncements

In December 2002, FASB issued FAS 148, “Accounting for Stock-Based Compensation - Transition
and Disclosure”. FAS 148 amends FAS 123, “Accounting for Stock-Based Compensation,” by providing
altemnative methods of transition for a voluntary change to the fair value based method of accounting for
stock-based employee compensation. In addition, FAS 148 amends the disclosure requirements of FAS 123
to require prominent disclosures in both annual and interim financial statements about the method of
accounting for stock-based employee compensation and the effect of the method used on reported results.
The Company plans to record stock option expense for options granted subsequent to January 1, 2003, in
accordance with FAS 123, as amended by FAS 148. The Company expects that the effect of adoption of
this statement will be a reduction in net income. However, the final determination of this cost is dependant
upon a number of factors including but not limited to, the number of options granted and the volatility of the
Company’s share price and their refated effect on the Black-Scholes valuation.

In January 2003, FASB issued Interpretation No. 46, “Consolidation of Variable Interest Entities”, (“FIN
46"). The objective of FIN 46 is to improve financial reporting by companies involved with variable interest
entities. This new model for consolidation applies to an entity which either (1) the powers or rights of the
equity holders do not give them sufficient decision making powers or (2) the equity investment at risk is
insufficient to finance that entity’s activities without receiving additional subordinated financial support from
other parties. FIN 46 requires a variable interest entity to be consolidated by a company if that company is
subject to a majority of the risk of loss from the variable interest entity’s activities or entitled to receive a
majority of the entity’s residual retums or both. The consolidation requirements of FIN 46 apply immediately
to variable interest entities created after January 31, 2003. The consolidation requirements apply to older
entities in the first fiscal year or interim period beginning after June 15, 2003. Certain of the disclosure
requirements apply in all financial statements issued after January 31, 2003, regardless of when the variable
interest entity was established. The effect of adoption of this standard on the Company’s financial condition
is currently being evaluated with a possible increase in both assets and liabilities of approximately $2.4 billion
based on structures and contracts currently in place. Management is assessing altermnatives with regards to
restructuring these variable interest entities. See Note 16 for further information.

In November 2002, the FASB issued Interpretation No. 45, “Guarantor's Accounting and Disclosure
Requirements for Guaranties, Including Indirect Guaranties of Indebtedness of Others” (“FIN 457). FIN 45
requires that upon issuance of certain types of guaranties, a guarantor must recognize a liability for the fair
value of an obligation assumed under a guaranty. FIN 45 also requires additional disclosures by a guarantor
in its interim and annual financial statements about the obligations associated with guaranties issued. The
recognition provisions of FIN 45 are effective for any guaranties issued or modified after December 31, 2002.
The disclosure requirements are effective for financial statements of interim or annual periods ending after
December 15, 2002. The Company has adopted the disclosure requirements for the year ended December
31, 2002. The Company is currently evaluating the effects of the initial recognition provisions of FIN 45;
however the Company does not expect that the adoption of FIN 45 will have a material effect on the
Company’s financial condition and results of operations.
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XL CAPITAL LTD
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (CONTINUED)

2.  Significant Accounting Policies (continued)

The FASB is currently discussing the accounting related to certain modified coinsurance (*modco”) and
funds withheld reinsurance agreements that provide for a total retum on a portfolio of fixed income securities
that contain embedded derivatives that would require bifurcation under FAS 133. Tentative guidance has
been provided in Derivative Implementation Guidance issue No. B36, “Embedded Derivatives- Bifurcation of
Embedded Credit”. If embedded derivative accounting for certain modco and funds withheld reinsurance
agreements is eventually required, guidance will be applied prospectively for all existing contracts and future
transactions in the quarter it becomes effective. The Company currently does not believe the application of
the new guidance will have a material impact on its financial condition and results of operations.

3.  Segment information

The Company is organized into three underwriting segments—insurance, reinsurance, and financial
products and services—in addition to a corporate segment that includes the investrment and financing
operations of the Company. General operations and life operations are disclosed separately within each
segment. General operations include property and casualty lines of business and financial products and
services. Effective January 1, 2002, the Company provides 100% of the capacity of its Lloyd's syndicates.
These operations are included in the insurance segment and are no longer shown separately.

The Company evaluates performance of each segment based on underwriting results for general
operations and net income from life operations. Other items of revenue and expenditure of the Company are
not evaluated at the segment level for general operations. In addition, the Company does not allocate assets
by segment for its general operations. Investment assets related to the Company’s life operations are held in
separately identified portfolios. Net investment income from these assets is included in net income from life
operations.

Certain lines of business within general operations written by the Company have loss experience
generally characterized as low frequency and high severity. This may result in volatility in both the Company’s
results and operational cash flows.

fnsurance Operations

Insurance business written includes general liability, other liability including directors and officers,
professional and employment practices liability, environmental liability, property, program business, marine
and energy, aviation and satellite, and other product lines including customs bonds, surety, political risk, and
specialty lines.

Reinsurance Operations

Reinsurance business written includes treaty and facultative reinsurance to primary insurers of casualty
and property risks, principally: general liability; professional liability; accident and health; automobile and
workers ccmpensation; 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. The Company’s
reinsurance operations also write life reinsurance business, primarily European term assurances, group life,
critical iliness cover, immediate annuities in payment and disability income business.




XL CAPITAL LTD
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (CONTINUED)

3. Segment Information (continued)
Financial Products and Services

Financial products and services business written includes insurance, reinsurance and derivative
solutions for complex financial risks. These include financial guaranty insurance and reinsurance, credit
enhancement swaps, other collateralized transactions and weather risk management products. While each
of these is unique and is tailored for the specific needs of the insured or user, they are often multi-year
contracts. Due to the nature of these types of contracts, premium volume as well as underwriting results can
vary significantly from period to period. The financial products and services segment also assumes U.S. term
life mortality reinsurance business from one of the Company’s insurance affiliates.
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XL CAPITAL LTD

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (CONTINUED)

3.

Segment Information (continued)

The following is an analysis of the underwriting profit or loss by segment together with a reconciliation

of underwriting profit or loss to net income or loss:

(U.S. dollars in thousands, except ratios)

Financial
Total Products
insurance and and

Year Ended December 31, 2002: insurance Reinsurance Reinsurance Services Total
General Operations:

Net premiums eamed.........ceeveereccanne $ 2832208 $ 2066775 $ 4,899,073 $ 67,745 $ 4,966,818

Fee income and other................. 36,717 11,201 47,918 7,043 54,961

Net losses and 10ss expenses..... 1,771,982 1,557,065 3,329,047 (1,732) 3,327,315

Acquisition CostS ......cocvvvvviiecie e, 478,648 454,300 932,848 9,644 942,492

Operating expenses (1)...cccovverveennne 380,801 109,796 490,697 61,543 562,240

Exchange (gains) losses........... (68,515) (23,787) (80.302) 8 (80,294)

Undenrwriting profit (loss) 3 294,099 $ (19,308) $ 274701 $ 5325 $ 280,026
Life Operations:

Life premiums earned $ — % 980,387 $ 980,387 $ 42,605 $ 1,022,992

Fee income and other — 2 2 — 2

Claims and policy benefits ......c.cccuvui. — 1,027,981 1,027,981 41,475 1,069,456

Acquisition COSS ......ccovvreriieeriiiiennnnn, - 12,839 12,839 - 12,839

Operating expenses ......... — 5,844 5,844 404 6,248

Net investment income — 91,451 91,451 — 91,451

Net income from life operations ..... $ - $ 25176 $ 25176 $ 726 $ 25,902
Net investment income - general

OPEIAtIONS...cevvriereverr e eaeeveeese et e, $ 643,084
Net realized losses ¢n investments........... (214,160)
Net realized and unrealized losses on

derivative instruments (2).......c.ceevvane (51,761)
Equity in net income of affiliates................ 48,686
Interest exXpense.......oovverccrinine e 168,086
Amontization of intangible assets ............. 6,187
Corporate operating expenses (1)............ 115,915
Minority interest 13,371
IncCome tax EXPENSE ......ccvvveervriviree e e, 22,647
Netincome ......cccoooeeeviceeeee e $ 405,571
Ratios - general operations (3):
Loss and loss expense ratio ........ccceeevnenes 62.6% 75.3% 68.0% 68.0%
Underwriting expense ratio.........c.occevvvnnen 30.3% 27.3% 29.0% 29.0%
CombinNed ratio ....coccvveivieeereeee e e 92.9% 102.6% 97.0% 97.0%

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

(2} This includes net losses on credit default swaps of $16.2 milion and $29.9 milion related to the
insurance and financial products and services segments, respectively, $16.6 million on net realized
gains on weather risk management contracts in the financial products and services segment and net
realized and unrealized losses of $22.2 million on investment derivatives.

(3) Ratios are based on net premiums eamed from general insurance and reinsurance operations,

excluding fee income and cther. The underwriting expense ratio excludes exchange gains and losses.




XL CAPITAL LTD
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (CONTINUED)

3.  Segment Information (continued})

(U.S. doflars in thousands, except ratios)

Year Ended December 31, 2001: Insurance Reinsurance

Financial
Total Products
Insurance and and
Reinsurance Services Total

General Operations:
Net premiums earned

1,700,802 & 1,029,618 $ 2,730,420 $ 37,113 $ 2,767,533

Fee income and other 18,358 (7,180) 11,178 7,069 18,247
Net losses and loss expenses.. 1,461,304 1,428,772 2,890,076 15,155 2,905,231
ACqUISHoN COSES ... 343,247 292,069 635,316 3,730 639,046
Operating expenses (1).....cccoccveeeenne 200,745 87,169 287,914 42,404 330,318
Exchange losses 8,122 4,082 12,184 - 12,184
Underwriting l0sS ......cccoooviiiviennnn, $ (204,258) $ (789634) $ (1,083,892) $ (17,107) $ (1,100,999)
Life Operations:
Life premiums earmned........cccoevveeen.. — 695,595 695,595 - 895,595
Feeincome and other.....o.oveveecnene — — — — —
Claims and policy benefits ............... - 698,675 698,675 — 698,675
AcqUISHION COSES ...ovveeinniiiriie e — - - - -
Operating expenses ......cccooevvveeeenn. — - — — -
Net investment income................. — — — — —
Net loss from life operations......... $ - 3 (3,080) $ (3,080) $ - 3 (3,080
Net investment income - general
OPETAtONS..v.vcveveecveteres et $ 610,528
Net realized losses on investments......... (93,237}
Net realized and unrealized gains on
derivative instruments (2)...........c.e... 11,768
Equity in net income of affiliates.............. 75,280
Interest eXpense......coovverevienie e 113,272
Amortization of intangible asssts ............ 58,569
Corporate operating expenses (1,3)........ 92,355
Minority interest.......ooocoiiiveciiine, 2,113
Income tax benefit...........oooeieecinnn, (189,914)
NetIOSS.......cooicecce e $ {576,135)
Ratios -~ General operations (4):
Loss and loss expense ratio.......c........... 85.9% 138.8% 105.8% 105.8%
Underwriting expense ratio 32.0% 36.8% 33.9% 33.9%
Combined ratio ....ocvveeeeerinie e evessene. 117.9% 175.6% 139.7% 139.7%

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

(?) This includes net gains on credit default swaps of $8.1 million and net losses of $27.5 million related to
the insurance and financial products and services segments, respectively, $16.6 million on net realized
gains on weather risk management contracts in the financial products and services segment and net
realized and unrealized gains of $14.6 million on investment derivatives.

{3) Corporate operating expenses include charges of $14.0 million related to the acquisition of Winterthur

Intemational.

{4) Ratios are based on net premiums eamed from general insurance and reinsurance operations,
excluding fee income and other. The underwriting expense ratio excludes exchange gains and losses.
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XL CAPITAL LTD

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (CONTINUED)

3.  Segment information (continued)

(U.S. dollars in thousands, except ratios)

Financial
Total Insurance Products
and and

Year Ended December 31, 2000: Insurance Reinsurance Reinsurance Services Total
General Operations:

Net premiums eamed .......ccoveevevvvene. $1,084330 $ 927,195 $ 2,011,525 $ 23,715 § 2,035,240

Fee income and other .....ccvvvvvneene 1,066 (2,197) {1,131) - (1,131)

Net losses and loss expenses (1) ........ 763,270 663,173 1,426,443 6,116 1,432,559

ACQUISITION COSES..ovvrreeeinrierie s 237,121 247,352 484,473 1,323 485,796

Operating expenses (2) ..cocvveverenennns 122,856 102,132 224,988 29,969 254,957

Exchange (gains) losses...... (8,330) 3,868 (4,462 — (4,462)

Underwriting (loss) profit $ (29521) $ (©1,527) $ (121,048) $ (13,693) $ (134,741)
Net investment income........ccccevvnveenennne $ 580,946
Net realized gains on investments .......... 45,090
Net realized and unrealized gains on

derivative instruments 3} .....ccccceeeee. 21,405
Equity in netincome of affifiates... 74,355
Interest expense........ceceoveeeeveeeneen, 70,593
Amortization of intangible assets .... 58,597
Corporate operating expenses (2)........... 61,935
Other exchange gain ......coveeeveeccnieene. 55,159
Minority interest.........cccvecevecvrvceniinen 1,093
Income tax benefit..........cooeviieieecnnnnn. (66,356)
NEtiNCOME ......oeeeec e $ 506,352
Ratios - General operations (4):
Loss and loss expense ratio 70.4% 71.5% 70.9% 70.9%
Underwriting expense ratio...........c.veee.... 33.2% 37.7% 35.3% 35.3%
Combined 1atio ....ceocveereeevee s s 103.6% 109.2% 106.2% 106.2%

(1) Net losses and loss expenses for the insurance segment include, and the reinsurance segment
exclude, $33.5 million relating to an intercompany stop loss arrangement. Total results are not
affected. The loss and loss expense ratio would have been 67.3% and 75.1% and the underwriting
results would have been a profit of $4.0 million and a loss of $125.0 million in the insurance and
reinsurance segments, respectively, had this stop loss arrangement not been in place.

e

Operating expenses exclude corporate operating expenses, shown separately.
This includes net gains on credit default swaps of $15.9 million related to the financial products and

services segment and net realized and unrealized gains of $5.5 million on investment derivatives.
{4) Ratios are based on net premiums earned for general insurance and reinsurance, excluding fee income

and other. The underwriting expense ratio excludes exchange gains and losses.




XL CAPITAL LTD

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (CONTINUED)

3.  Segment Information (continued)

Supplemental Segment and Geographic Information

The following table is an analysis of the Company’s gross premiums written, net premiums written and
net premiums earned from general operations, by line of business for the years ended December 31, 2002,

2001 and 2000:

Year Ended December 31, 2002:

(U.S. dollars in thousands)

General Operations:
Casually INSUTANCE ....oovi vt rcir st sraesereaan s
Casualty reiNSUrANCE ....eoveevceereer e e
Property catastrophe.......ccccovvieeeeci e
Other Property...coovve ettt
Marine, energy, aviation and satellite...........ccoovvien e
Accidentand health ...
Financial products and SErviCeS .......c.coveeeeevvee e,
Other iNSUranCe (1) ....covvevicveeriie e e
Other reinsSUranCe (1) .o.eevvve e
Total general operations.........cocovvverii e

Life Operations..........cccovviiiiccniin e,

Total

Year Ended December 31, 2001:

{U.S. dollars in thousands)

General Operations:
Casuaty INSUIANCE ......corviriieeieesiee e siae e sare e
Casualty FeiNSUENCE ...coovevrecrriee ot ne e e srasens
Property catastrophe.....c.coveiiiiniinencce e
Other PrOREMY ...vei et
Marine, energy, aviation and satellite ...
Accident and health .......oocevriiiiiiii e
Financial products and SErVIiCES ...
Other INSurance (1} ... eveeeir e,
Other reinsSurance (1) ccvvvercivcenernin e e
Total general operationS.......ccooveevvciiin e

Life Operations...........ccocovveviverie e e

Total

Gross Net Net
Premiums Premiums Premiums
Written Written Eamed
$2,281,312  $1,606,023 $1,359,161
1,201,807 1,072,578 792,645
336,679 274,633 248,233
1,776,189 1,265,332 1,133,064
1,101,759 829,929 712,113
137,870 115,181 127,120
199,913 177,794 67,745
577,619 384,418 321,298
300,670 223,532 205,439
7,913,918 5,949,420 4,966,818
1,072,248 1,023,604 1,022,992
$8,986,166 $6,973,024 $5,989,810
Gross Net Net
Premiums Premiums Premiums
Written Written Eamed
$1,311,538 $ 800,382  $ 779,869
608,071 444,059 394,825
304,506 11,359 85,843
1,079,764 601,896 606,878
682,172 429,915 392,790
86,430 73,815 83,870
94,197 87,327 37,113
439,534 332,390 272,237
119,455 89,228 114,108
4,725,667 2,870,371 2,767,533
695,595 695,595 695,595
$5,421262 $3,565966 $ 3,463,128
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XL CAPITAL LTD

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (CONTINUED)

3.  Segment information (continued)

Year Ended December 31, 2000:

(U.S. dollars in thousands)

Gross Net Net
Premiums Premiums Premiums
Written Written Eamed
General Operations:
Casualty INSUMANCE .......oc.civeree i ireeieieeni et ee e s crenes $ 779,598 $ 502,097 $ 433,366
Casualty FeiNSUrANCE ......ccovver e 500,367 329,724 396,251
Property Catastrophe. ..o 158,771 132,288 132,818
Other ProPEMY...c.iiccii et eir et sr e sresrte s aae s 667,730 468,275 389,514
Marine, energy, aviation and satellite ..........cccco v vevieveennnens 495,136 284,047 261,273
Accident and health ......ooveceviii 58,030 47,029 41,325
Financial products and SemnviCes .........ccovvvrivievcniicneene, 55,368 53,154 23,715
Other INSUIANCE (1) cvveiieievee ettt re e 258,689 186,251 247,196
Other reinSUrance (1) ... svree e ee e 153,342 113,375 109,782
Total general operationsS........c.veecverciiienivie e iirresesennee s 3,129,031 2,116,240 2,035,240
Life Operations ..........c.ooceeeeievereeeeec e — - —
Total $3,129,031 $2,116,240 $2,035,240

(1) Other insurance and reinsurance premiums written and earned include political risk, surety, bonding, warranty and other lines.

The following table shows an analysis of the Company’s net premiums written for general operations

by geographical location of subsidiary where the premium is written for the years ended December 31:

(U.S. dollars in thousands)

Net Premiums Written: 2002 2001 2000
BEMNUGA ...covvi et e $1,419,841 $ 609,705 $ 609,609
United SEates....covvveii e 1,693,514 1,277,668 934,110
EUrope and OThEr ....o.cccvevvie e 2,836,065 982,998 572,521
Total $5,949,420 $2,870,371 $2,116,240




XL CAPITAL LTD
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (CONTINUED)

4. The September 11 Event

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”) are estimated to have caused the largest
ever man-made insured losses for the property and casualty insurance industry. The Company has exposure
to this event with claims expected to arise mainly from its aviation, property, personal accident and business
interruption insurance and reinsurance coverages.

The Company has performed a detailed analysis of contracts it believes are exposed to this event. The
process varied between segments, due to the specific nature of each of their operations, and by line of
business. For the insurance lines of business, the Company was able to identify a limited number of relevant
contracts scon after the event. The process included identification of possible claims using underwriting
systems to determine potential exposures on a case-by-case basis. The exposures were then analyzed to
determine the exact location and magnitude of the potential loss.

This process was complicated in the reinsurance operations where the Company is not a direct
insurer. Potential losses on certain business lines were easily estimated, such as aviation and direct property
catastrophe. Estimates related to the retrocessional book of business were more difficult to ascertain due to
the inherent nature of determining the effect from losses arising on the underlying contracts.

The amount of reinsurance recoveries was calculated in accordance with underlying reinsurance
contract terms and management believes that the credit rating of the relevant reinsurers continues to provide
confidence in ultimate recoverability of these balances.

The Company estimates losses incurred of approximately $996.0 million, net of reinsurance recoveries,
based on reports and estimates of loss and damage. The following is an analysis of the impact on the
Company's segments and total resuits of operations from the September 11 event for the years ended
December 31, 2002 and 2001:

Year Ended December 31, 2002:

(U.S. dollars in thousands)

Financial
Products
and
Insurance Reinsurance Services Total
Gross premium WITtten .......eeveeveeernenn $ - 3 - $ - $ -
Reinsurance ceded .........ooveveeeiniecnines — - — -
Net premiums eamed........cccooreverirneeen. - - - —_
Net losses and l0SS exXpenses .......v..... 73,000 127,000 — 200,000
Underwriting losS.....ceecvvveceniceccnne $ (73,0000 $ (127,000 $ — $  (200,000)
Equity in net income (loss) of affiliates.... -
Income tax benefit.......coovvvvreeiiieniinn, —
NELIOSS ..ot $ _ (200,000)
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XL CAPITAL LTD
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (CONTINUED)

4,  The September 11 Event (continued)
Year Ended December 31, 2001:

(U.S. dollars in thousands})

Financial
Products
and
Insurance Reinsurance Services Total

Gross prerrium written 3 — $ 147,000 $ — $ 147,900
Reinsurance ceded 25,300 340,400 — 365,700
Net premiums earned (25,300) (120,400) - (145,700)
Net losses and loss expenses 317,850 442,150 — 760,000
Underwriting loss $ (3431500 $ (562,550) $ — $ (905,700
Equity in net loss of affiliates (27,000)
Income tax benefit 136,760
Net loss $ (795,940

Premiums written, ceded and eamed related to reinstatement and adjustment premiums that are
typically received and paid when a catastrophic event occurs. The premium is paid to reinstate coverage for
the remaining life of the contract.

Net losses and loss expenses comprise gross claims of $2.1 billion with estimated reinsurance
recoveries of $1.2 bilion, both excluding Winterthur Intemational. Winterthur Intemational incurred gross
losses of $272.0 million related to the September 11 event, which the Company expects to recover from
third-party reinsurers or under the net loss reserve seasoning mechanism in the Sale and Purchase
Agreement (defined in Note 6 (c)), or a combination of the two. These losses related to business written by
Winterthur Intemational prior to July 1, 2001.

The Company has paid only approximately 25% of its estimated ultimate losses relating to the
September 11 event as at December 31, 2002.

5.  Goodwill and Intangible Assets

FASB issued FAS 141, “Business Combinations,” and FAS 142, "Goodwill and Other Intangible
Assets,” in July 2001. The Company has adopted these standards for the acquisition of Winterthur
International. FAS 141 addresses financial accounting and reporting for the acquisition of other companies
and is applicable for new transactions effective after June 30, 2001, For previous transactions, this standard
is effective for fiscal years beginning after December 15, 2001. FAS 142 addresses financial accounting and
reporting for goodwill and other intangible assets both upon acquisition and after these assets have initially
been recognized in the financial statements.

Adoption of FAS 142 has resufted in the Company ceasing to amortize goodwill and certain intangible
assets.

The Company assessed the canying value of goodwill as of June 30, 2002 in accordance with FAS
142 and at that time, determined that goodwill assets were unimpaired. The Company continues to review
the carrying value of goodwill related to all of its investments. As further information becomes available, the
Company will adjust the carrying value of goodwill as appropriate.

The following is the pro forma effect on net income available to ordinary shareholders and earnings per
ordinary share for the years ended December 31, 2001 and 2000 had FAS 142 been effective January 1,
2000 as compared to the reported net income and eamings per ordinary share for the years ended
December 31, 2001 and 2000:




XL CAPITAL LTD
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (CONTINUED)

5.  Goodwill and Intangible Assets (continued)
{U.S. dollars in thousands, except per share amounts)

Year Ended December 31

2002 2001 2000

Net income (loss):

Net income (loss) available to ordinary shareholders .......... $ 395051 § (576,135) $ 506,352

Goodwill amMortization.... ..o — 57,426 57,579

Adjusted net income (loss) available to ordinary

SNAIENOIABIS ..o eeeee e e $ 395951 § (6518,709) $ 563,931

Basic eamings per ordinary share: '

Basic eamings {loss) per ordinary share ........c.c.ccooveevvenien. $ 292 % (4.55) $ 4.07

Goodwill amOortization........ccoevv e — 0.45 0.46

Adjusted basic eamnings (loss) per ordinary share................ $ 292 § (4.10) 8 4.53
Diluted eamings per ordinary share:

Diluted eamings (loss) per ordinary share.......c.cocceeereeenine $ 288 § (4.55) $ 4.03

Goodwill amortization.........coeevree i v - 0.45 0.46

Adjusted diluted eamings (loss) per ordinary share............. $ 288 § (4100 $ 4.49

The following table shows an analysis of intangible assets broken down between goodwill, intangible
assets with an indefinite life and intangible assets with a definite life for the years ended December 31, 2002
and 2001: :

(U.S. dollars in thousands)

Intangible assets Intangible assets
with an indefinite with a definite
Goodwill life life Total
Balance at December 31, 2000 $1,584,548 $1,215 $5,345 $1,591,108
Additions 40,476 26,428 17,500 84,404
Amportization (56,388) (637) (1,644) (58,569)
Balance at December 31, 2001 $1,568,636 $27,106 $21,201 $1,616,943
Additions 25,649 8,671 8,624 42,944
Amortization — — (6,187) (6,187)
Balance at December 31, 2002 $1,594,285 $35,777 $23,638 $1,653,700

As at December 31, 2002 goodwill related to the insurance segment was $279.0 milion, the
reinsurance segment was $1.4 billion and the financial products and services segment was $4.6 million.

6. Business Combinations
(a) LeMans Ré

Effective January 1, 2002, the Company consolidated its investment in Le Mans Ré after increasing its
ownership from 49% to 67% in order to expand its intemational reinsurance operations. Le Mans Ré
underwrites a worldwide portfolio comprising most classes of property and casualty reinsurance business,
together with a selective portfolio of life reinsurance business. The remaining 33% ownership is held by Les
Mutuelles du Mans Assurances Group (“MMA”). The Company has the option to buy the remaining shares
from MMA for approximately $138.5 million in cash on December 13, 2003. The Company must provide
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XL CAPITAL LTD
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (CONTINUED)

6. Business Combinations {continued)
(a) Le Mans Ré (continued)

notice of its intention to exercise prior to June 13, 2003. The Company currently intends to exercise its
option prior to this date. In addition, MMA has the option to sell the remaining shares to the Company on
December 13, 2003, or earlier if specific events occur, for approximately $138.5 million in cash. These
events include, but are not limited to, a reduction of the Standard & Poor’s rating of Le Mans Ré and a
change of control in either the Company or Le Mans Ré. The purchase price for the remaining 33%
ownership is fixed and the Company has recorded a liability for the purchase price for the remaining shares.
Due to certain contractual arrangements between the Company and MMA, MMA does not have any
economic interest in the eamings of Le Man Ré with effect from January 1, 2002 and accordingly, no
minority interest was recorded in 2002.

The cost of the acqguisition for the increase in ownership from 49% to 67%, including the liability
discussed above, was approximately $188.5 million. Goodwill arising from the acquisition was approximately
$52.6 million. The Company recognized goodwill in excess of the fair value of Le Mans Ré’s net assets to
increase its European franchise for its reinsurance operations. Cash paid, net of cash acquired, was $45.5
million during the year ended December 31, 2002.

Pro forma financial information and condensed balance sheet information are not presented for the
acquisition of Le Mans Ré as the results of Le Mans Ré’s operations are not significant to the consolidated
balance sheet or consolidated results of operations of the Company.

(b) Lyndon Life Insurance Company

In the first quarter of 2002, the Company acquired Lyndon Life Insurance Company, a shell company
licensed to conduct life insurance business in forty-nine U.S. states, for the purpose of obtaining licenses for
the Company’s life operations. The cost of the acquisition was $13.5 million, paid in cash in April 2002, and
intangible assets arising from the acquisition were $3.5 million. No goodwill was recorded on this acquisition.
Lyndon Life Insurance Company has been renamed XL Life Insurance and Annuity Company.

(c) Winterthur International

On July 25, 2001, the Company completed the acquisition of certain Winterthur Intemational insurance
operations ("Winterthur Intemational”) primarily to extend its predominantly North American based large
corporate insurance business globally. In connection with its acquisition of Winterthur Intemational in July
2001, in an all cash transaction, the Company has recorded a recoverable from Winterthur Swiss Insurance
Company (the “Seller”) of $645.7 million at December 31, 2002 based on provisions of the sale and
purchase agreement between the parties (“SPA”).

The Company paid to the Seller $405.6 million at closing for Winterthur Intemational based on the
audited U.S. GAAP financial statements of the acquired Winterthur International operations as at
December 31, 2000 and the price is subject to final determination based on the audited U.S. GAAP financial
statements of the acquired Winterthur Intemational operations as at June 30, 2001 (the “Completion
Financials”). By the terms of the SPA, the Seller is required to deliver the Complgtion Financials to the
Company but has not done so to date. The Company expects the Seller to deliver the Completion Financials
later in 2003 or to agree with the Selfler on an altemative method for determining the final purchase price.

The SPA provides the Company with post-closing protection with respect to adverse development of
loss and uneamed premium reserves relating to the acquired Winterthur Intemational operations. This
protection is based upon actual net loss experience and development over a three year post-closing
seasoning period based on loss development experience, collectible reinsurance, reinsurance recoveries and
certain other factors set forth in the SPA.




XL CAPITAL LTD
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (CONTINUED)

6. Business Combinations (continued)
(c}  Winterthur International (continued)

The SPA provides for arbitration should the Seller and the Company disagree on the final amounts due
thereunder. In the event such arbitration is commenced in the future, the Company may recognize an
impairment if the amount determined to be due to the Company in such arbitration was less than the
carrying value of the SPA recovery balance deemed due from the Seller. Under the terms of the SPA, the
Company's exposure to a deficiency in the net reserves and the run-off of expiring business of the acquired
Winterthur Intermational operations, including by reason of uncollectible reinsurance, is limited to $61.0
million. Certain Winterthur Intemational businesses and product lines were not purchased, primarily
asbestos, certain insurance liabilities in respect of 1985 and prior years, certain captive management,
altemative risk and life insurance business.

The acquisition has been accounted for under the purchase method of accounting and, therefore, the
identifiable assets and liabilities of Winterthur intemational were recorded at their estimated fair value on June
30, 2001 based on the unaudited financial statements prepared by the Seller and provided to the Company -
at that time. The process of determining the fair value of such assets and liabilities acquired, as required
under purchase accounting, included management’s estimates and independent valuations. The purchase
price was preliminarily allocated to the acquired assets and liabilities based upon their estimated fair value at
June 30, 2001. The excess of the purchase price over acquired tangible net assets was then applied to
intangible assets with finite and indefinite lives. The remaining purchase price excess over fair value of net
assets was allocated to goodwill. The Company’s estimate of the fair value of l0oss reserves is approximately
$5.0 million less than the carrying value recorded by the Seller at July 1, 2001. This difference will be charged
to income over the next five years. The Company has included $61.0 million of exposure in establishing its
risk premium adjustment inherent in the fair value of loss reserves.

The fair value adjustment estimate consists of two components: (i) discounting the net loss reserves
and uneamed premium reserves to present value using a risk-free rate of retumn, net of deferred taxes, and (i)
developing an expense, profit and risk margin for the acquired reserves based on management’s estimate of
current market pricing and the terms in the Sale and Purchase Agreement.

The expected payment pattems for the gross loss reserves and the associated reinsurance
recoverable amounts are derived by developing separate payment pattems for the gross loss reserves using
historical Winterthur International data by line of business and for the associated reinsurance recoverable
amounts by lagging the gross payout pattemns. In addition, management has estimated a 5% risk and profit
margin within these reserves. This margin is based on current pricing quotes expected from a prospective
reinsurer or other third party assuming the same risks and takes into account the reserve seasoning
protection provided by the seller to the Company. Determination of a fair value for the net uneamed premium
reserve follows a similar approach to that applied to the loss reserves but with some minor adjustments.

The fair value of significant assets and liabilities acquired by the Company includes $200.0 million of
cash, $1.2 billion of invested assets, $1.1 billion of premiums receivable, $1.3 billion of unpaid losses and
loss expenses recoverable, $2.6 bilion of unpaid losses and loss expenses, $513.0 milion of uneamed
premiums and $391.9 million of reinsurance balances payable. The contractual post-closing protection is
considered in these fair value estimates.
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XL CAPITAL LTD
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (CONTINUED)

8. Business Combinations (continued)

{c) Winterthur international (continued)
Allocation of the purchase price is as follows:

(U.S. doltars in thousands)

Fair value of assets aCqUIred ........ccoovveivieecieeeeeieeceeiive e $ 4,791,338
Fair value of liabilities acquired........cocveceviivn i 4,564,376
Fair value of tangible net assets acquired .........ocovvereceecrnnieennnc $ 226,962
Fair value of intangible assets acquired .........covvvvviiennececnne 29,800
Goodwill related to the acqUISItION .......covveeeveincie e 13,489

$ 270251
Adjusted preliminary PUrChase PriCe.....co.vicevvcreeceriieieisr e $ 274,738
Other costs of aCQUISIHION ... i v e ree e 22,500
Transfer of Accident and Health busingss.........ccveevvvieevirecccieecenn, (26,987)

$ 270251

The Company recognized goodwill in excess of the fair value of the net assets of Winterthur
Intematiorial operations to increase its global platform for its insurance operations.

The decrease in purchase price to $274.7 million as compared to the preliminary purchase price of
$405.6 million at December 31, 2000 reflects the decline in the net asset value of Winterthur International as
presented in the unaudited financial statements as at June 30, 2001. The difference of $130.9 million is
included in other assets at December 31, 2002 and 2001 and is subject to final adjustment upon
determination of the final purchase price and is expected to be recoverable from the Seller when the final
audited U.S. GAAP financial statements at June 30, 2001 are delivered to the Company by the Seller.
Although to date the Company has recognized a decline of $130.9 million in the purchase price paid for
Winterthur Intemational, the Company believes that the actual amount of reduction in the purchase price
could be significantly greater when the purchase price is finally determined in accordance with the terms of
the SPA. -

Accident and health business originally included in the acquisition of Winterthur Intemational was
written and eamed commencing July 1, 2001, During the quarter ended June 30, 2002, the Company sold
the remaining uneamed premium related to this business back to Winterthur Swiss Insurance Company (the
seller). This was accounted for as a retumn premium. As a result of the ongoing process to fair value
identifiable assets and liabilities, the excess of the selling price over the carrying value of this business of
$27.0 million, was accounted for by adjusting the original purchase price of Winterthur Intemational.

The Company has made an estimate of the value of intangible assets acquired and estimates that
$14.7 million relates to insurance licenses and sales force, which have an indefinite life and are not therefore
subject to amortization. The remaining $15.1 million relates to the value of business in force, which is
estimated to have a finite life of up to five years and is being amortized over that period.

(d} The London Assurance Company of America, Inc.

in the first quarter of 2001, the Company acquired The London Assurance Company of America, inc.,
a shell company licensed in forty-five U.S. states, for the purpose of obtaining licenses for the financial
guaranty operations of the Company. The cost of the acquisition less cash acquired was $16.5 million. The
intangible assets related to the licences was $11.2 million.




XL CAPITAL LTD
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (CONTINUED)

7.  Investments
Net investment income is derived from the following sources:
{U.S. dollars in thousands)

Year Ended December 31

2002 2001 2000
Fixed maturities, short-term investments and cash equivalents..  $ 741,277 $ 623,399 $ 589,763
EQUItY SECUMTIES ..evviiiiiiiiriie e 17,102 9,646 10,661
Total gross investment iINCOME........c.ccvieriiiinie e 758,379 633,045 600,424
INVESIMENT EXPEMSES ... veieiieceie et 23,844 22,517 19,478
Net Investment INCOME.........coiie e e $ 734535 $ 610,528 $ 580,946

The following represents an analysis of net realized gains {losses) and the change in unrealized
appreciation on investments:

(U.S. dollars in thousands)

Year Ended December 31

2002 2001 2000
Net realized gains (losses):
Fixed maturities and short-term investments:
Gross realized gaiNS.......ccocvvveee i $ 448,923 § 343,564 $ 254,647
Gross realized l0SSES ...vviviv e (526,276) (373,651) (295,117)
Net realized 10SSES .iovviivieiie e (77,353) (30,087) {40,470)
Equity securities:
Gross realized gains. ..o 52,729 126,853 303,503
Gross realized I0SSES ....ccvvverieiiiee st (160,126) _ (140,864)  (149,842)
Net realized (I0SS€S) QAINS ...covvverivveiccieiivee e (107,397) (14,011) 153,661
Write down of other investments (see Note @) ...........ooeeeiiieees (29,413) (49,139) (66,200)
Net realized gain {Joss) on sale of investment in affiliate .............. 3 — (1,901)
Net realized (losses) gains on investments.........coccovece e (214,160} 93,237) 45,090
Net realized and unrealized (losses) gains
on investment derivative instruments......ccccoevvvviceee e, (22,231) 14,638 5,481
Change in unrealized appreciation (depreciation):
Fixed maturities and short-term investments..........coeecvveeenn. 478,560 (17,288) 137,628
EQUity SBCUMHIES ..cocvevveiciecee e (59,082) (69,305)  (231,140)
Deferred (losses) gains on forward contracts..........coveeevinn, (3,074} 10,281 (9,388)
Investment portfolio of insurance affiliates ....c..coccevvvvevvenenen. (6,623) 1,268 (6,290)
Change in deferred income tax labifity ......occovveniiiivieiienens (19,074) 4,040 (9,131)
Net change in unrealized appreciation (depreciation)
ON INVESIMENES...ovii vttt 390,707 {71,004} (118,321}

Total net realized gains (losses) and change in
unrealized appreciation (depreciation) on investments....  $ 154,316 $ (149,603) $ (67,750)

The net realized losses in 2002 and 2001 included a loss of $251.56 milion and $115.5 million,
respectively, relating to certain fixed income, equity securities and other investments where the Company
determined that there was an other than temporary decline in the value of those investments. The total amount
of an other than temporary decline in value in 2002 related to $144.3 million on fixed income securities, $77.8
million on equity securities and $29.4 million on other investments. Of the decline in value of fixed income and
equity securities considered to be other than temporary in 2002, approximately 44% was due to investments in
the communications sector. The total amount of an other than temporary decline in value in 2001 related to
$66.4 million on fixed income and equity investments and $49.1 million on other investments.
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XL CAPITAL LTD

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (CONTINUED)

7. investments (continued)

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

(U.S. dollars in thousands)

December 31, 2002

Fixed maturities
U.S. Government and Government agency ..
COMPOIALE. ..ot
Mortgage-backed securities............occoeeeee

U.S. States and political subdivisions of the
SEAES c.vvieeeerie e

Non-U.S. Sovereign Government.................
Tctal fixed maturities ......coovvvvnieivviceenns
Short-term investments:
U.S. Govermment and Government agency..
COrPOrate......cev v
Non-U.S. Sovereign Government.................
Total short-term investments .................
Total equity SECUNHIES ....covvvireie e

(U.S. dollars in thousands)

December 31, 2001

Fixed maturities:
U.S. Government and Government agency..
COIPOTALE. . vvvveeeviieeivieesissra s esrereesseaanns
Mortgage-backed securities........ccoceeevnennee.

U.S. States and political subdivisions of the
STAES ..oveviriescvrerveie s reesb e erne s

Non-U.S. Sovereign Govermment.................
Total fixed maturities ......oocceecivinieieens
Short-term investments:
U.S. Government and Government agency ..
Comporate. ......ocvvv et
Non-.S. Sovereign Government.................
Total short-term investments .................
Total equity seCUMHIES .......oeevvciirecieree e

Costor Gross Gross

Amortized Unrealized Unrealized Market

Cost Gains Losses Value
$2,065806 $ 63,081 $ (2,314) $2,126,573
6,268,599 295,578 (120,067} 6,444,110
3,845,050 63,040 (10,885) 3,897,205
10,368 897 - 11,265
1,028,704 80,391 (5,601) 2,003,494
$14,118,527 $§ 502,987 $ (138,867) $14,482,647
$ 705,122 $ 286 $ (111) ¢ 705,297
205,218 2,130 (1,868) 205,480
90,839 1,568 (1,098) 91,299
$1,001,179 $ 3,974 $ (3,077) $ 1,002,076
$ 661,377 $ 503 $ (86,870) $ 575,010

Cost or Gross Gross

Amortized Unrealized Unrealized Market

Cost Gains Losses Value
$1,047642 $ 19,044 $ (27,034) $1,039,652
5,095,416 115,427 (212,385) 4,998,457
3,278,103 24,707 (9,733) 3,293,077
58,978 1,832 (585) 60,225
1,465,430 6,072 ~(30,986) 1,440,516
$10,945568 $§ 167,082 $ (280,723) $10,831,927
$ 592011 $ 1,001 $ (1,099 $ 591,913
419,331 2,218 (400) 421,149
38,673 33 (1,655) 37,051
$1,050,015 $ 3252 % (3,154) $1,050,113
$ 575090 $§ 42679 $ (69,964) $ 547,805
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7.  Investments (continued)

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

(U.S. doliars in thousands)

December 31, 2002 December 31, 2001
Amortized Market Amortized Market
Cost Value Cost Value
Due after 1 through 5 years.....coocceoicvviveennee. $ 2811975 $ 2877333 % 2,173,907 $ 2,164,112
Due after 5 through 10 years........coeveeeeevenneen. 2,922,345 2,993,156 2,415,964 2,331,334
Due after 10 years ......oovvveeviieceericens e 4,539,157 4,714,953 3,077,594 3,043,404
Mortgage-backed securities ........ccoccevcnernenn 3,845,050 3,897,205 3,278,103 3,293,077

$14,118,527 $ 14,482,647 $ 10,945,568 $10,831,927

At December 31, 2002 and 2001, approximately $242.1 million and $328.3 million, respectively, of
securities were on deposit with various U.S. state or government insurance departments in order to comply
with relevant insurance regulations. The decrease in 2002 from 2001 related primarily to a decrease in
required reserves as claim payments relating to the September 11 event have continued to be paid in 2002.
As such, the deposits for regulatory requirements decreased.

The Company has two facilities available for the issue of letters of credit collateralized against the
Company’s investment portfolio with a value of $243.9 million at December 31, 2002 and $169.0 milion at
December 31, 2001. At December 31, 2002 and 2001, approximately $160.0 million and $120.0 mitiion,
respectively, of letters of credit were issued and outstanding under these facilities.

During 2001, $14.8 million of bonds were held in an escrow account in accordance with Intermnal
Revenue Service regulations. During 2002 there was no longer a tax requirement to hold such funds in an
escrow account and the funds were released.

8. Investments in Affiliates

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

(U.S. doliars in thousands)

December 31, 2002 December 31, 2001 December 31, 2000
Equity in Equity in
Equity in Net Net
Net Income Income Income
Carrying (Loss) for Carrying {Loss) for Carrying {Loss) for
Value the Year Value the Year Value the Year
Investment management companies
and related investment funds .......... $1,576,45 $ 64,662 $ 874,075 $ 80,580 $ 571,022 $ 70,032
Insurance affiliates.......ccevveeevieeenenn, 173,548  (15,976) 239,269 (5,300) 221,700 4,323

$1,750,00 $ 48,686 $1,113,344 $ 75,280 § 792,722 § 74,355
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XL CAPITAL LTD
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (CONTINUED)

8. Investments in Affiliates (continued)

The Company has made minority investments ranging from 20% to 30% in several investment fund
managers for which the Company paid a total of $142.0 milion. The significant investments include
Highfields Capital Management LP, a global equity investment firm, Pareto Partners L.P., a currency overlay
and fixed income manager, MKP Capital Management, a fixed income investment manager, specializing in
mortgage-backed securities, FrontPoint Partners LLC, an integrated altemative asset firm and Stanfield
Capital Partners, a credit based asset management firm. The Company has invested in certain closed end
funds, certain limited partnerships and similar investment vehicles, including funds managed by these
investment fund managers, all of which are included in investment management companies and related
investment funds above.

The Company’s significant insurance affiliate investments at December 31, 2002 included Annuity and
Life Re Holdings Lid., Sovereign Risk Insurance, Primus Guaranty, Ltd, American Strategic Holdings, and
FSA Intemational Ltd, with ownership in those entities at 12%, 49%, 43%, 35%, and 20%. The investment in
Primus was not held in 2001.

In certain investments, the carrying value is different from the underlying share of the investee’s net
assets. The difference represents goodwill on acquisition. Adoption of FAS 142 with effect from January 1,
2002 has resulted in the Company ceasing to amortize goodwill and certain intangible assets. See Note
18(c) for further information.

The equity in net loss of insurance and operating affiliates in 2002 includes a write down of the goodwill
component of $13.3 million in the fourth guarter of 2002 due to a significant decline in the book value of
Annuity and Life Re Holdings Ltd. (“Annuity and Life Re”). While the market value of Annuity and Life Re’s
ordinary shares is lower than its book value, the Company believes its carrying value of $43.2 million is
appropriate at December 31, 2002, as supported by a discounted cashflow analysis of its underlying
contracts performed in conjunction with the U.S. term life contracts novated to the Company from Annuity
and Life Re. See Note 27 for further information. The Company believes the discounted cash flow analysis is
more reliable than the market value as the Company currently has no plans to sell its investment. However,
future losses by Annuity and Life Re may cause the Company to recognize additional losses. The market
value of the Company’s holding of Annuity and Life Re at December 31, 2002 was $7.3 million.

9. Other Investments

Other investments include strategic investments over which the Company does not have significant
influence and whose fair value is generally unquoted. This includes investments in limited partnerships where
the Company does not participate in the management of the partnerships, and investments in collateralized
debt/equity instruments. Income from other investments was $0.04 milion and $5.8 milion for the year
ended December 31, 2002 and 2001, respectively. See Note 18(b) for further information.

The Company regularly reviews the performance of these other investments.

The Company recorded losses of $29.4 million and $49.1 million in the years ended December 31,
2002 and 2001, respectively, due to other than temporary declines in values of these investments.
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10. Losses and Loss Expenses

Unpaid losses and loss expenses for the Company’s general operations are comprised of:

(U.S. dollars in thousands)

Year Ended December 31

2002 2001 2000
Reserve for reported losses and 0SS eXpenses.......o.oovveneen. $ 7,684,716 $ 7,305,629 $2,788,378
Reserve for losses incurred but not reported..........ooevveeein. 5,618,020 4,501,116 2,879,455
Unpaid l0sses and 10SS BXPENSES..........ccceeeeeerirvireevereeereiaens $ 13,202,736 $11,806,745 $5,667,833

Net losses and loss expenses incurred are comprised of:

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

2002 2001 2000
Loss and 10Ss exXpenses PAYMENTS ..o vvvveererie e seeenas $ 4,065857 $ 2,651,566 $1,910,624
Change in unpaid losses and 10SS eXpenses ......ccvvevvvee e 658,621 3,249,382 . 625,043
ReiNSUrance reCOVENES .....ovvvivieiiciie et et er e eaa s (1,398,163) _ (2,995,717) (1,103,108)
Net losses and loss expenses incurred......cccccooveevecie e $ 3,327,315 $ 2,905,231 $1,432,559

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

{U.S. dollars in thousands)

2002 2001 2000
Unpaid losses and loss expenses at beginning of year............. $11,806,745 $ 5,667,833 $5,369,402
Unpaid losses and loss expenses recoverable..........coveeeene. {4,663,693) (1,339,767} (831,864)
Net unpaid losses and loss expenses at beginning of year........ 7,173,052 4,328,066 4,537,538
Increase (decrease) in net losses and loss expenses incurred

in respect of losses occurring in:

CUITENT YEAN w1viveeeireeite it et erve e ebe s st sre s b sesa s e 2,927,297 2,729,427 1,827,443

PrIOT YBAIS ...ttt et 400,018 175,804 {394,884)

Total net incurred losses and 0SS eXPenses ...o.cooveevenvinis 3,327,315 2,905,231 1,432,559

Exchange rate effeCtS. ... 552,173 60,618 (31,293)

Net 1085 reserves aCquIred ......oo.vevvcvererivirnicennien e sieere e 189,710 1,696,562 52,932
Less net losses and loss expenses

paid in respect of losses occurring in:

CUITENE YEAT ..ttt e stae st estae e see e eraeeanes 836,102 633,141 411,685

PrIOT YEAIS ...veviiviviee e et ete et arae e 2,010,729 1,184,284 1,251,985

Total net paid I0SSES ..evvvveieiiiiee e 2,846,831 1,817,425 1,663,670
Net unpaid losses and loss expenses at end of year ................ 8,395,419 7,173,052 4,328,066
Unpaid losses and loss expenses recoverable............ccovveeeee. 4,807,317 4,633,693 1,339,767
Unpaid losses and loss expenses at end of year.........cc..oe.... $13,202,736 $11,806,745 $5,667,833
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XL CAPITAL LTD
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (CONTINUED)

10. Losses and Loss Expenses {(continued)

Prior year net losses incurred

The following table presents the net adverse (favorable) development of reserves analyzed by each of
the Company’s operating segments :

(U.S. dollars in millions)

2002 2001 2000
INSUTANCE SEGMENT.....vevieeicrees et e eberessseesee s ben s $ 28 % (78) $ (456)
ReiNSUrance SEAMENT.......o.iveveriieren e mre st 385 253 61
Financial products and SenViCeS. ... ceveeecriee e (13) — -
TOL .ottt $ 400 $ 175 $  (395)

The significant developments in prior loss reserve year estimates for each the years indicated within
each of the Company’s operating segments is discussed below.

Insurance Segment

During 2002, the Company’s net adverse development of $28 million was comprised of an increase in
loss reserves of $73 million relating to the September 11 event that was partially offset by a net decrease in
the other reserves of $45 million.

The increase in 2002 in the estimate of the ultimate losses relating to the September 11 event of $73
million related primarily to the accident and health business written in the Company’s Lloyd’s operations. The
Company had originally recorded ultimate losses for the September 11 event in the insurance segment of
$318 millicn in 2001 based on management’s best estimate at that time. This best estimate was based on
an analysis which had been performed to attempt to identify all possible claims and to analyze the magnitude
of the potential loss. However, the September 11 event was estimated to have caused the largest
man-made insured event in the history of the insurance industry, which made such estimation inherently
difficult. In addition, because the timing of the event was relatively close to the end of the year, much of the
information received by the Company at that date was prelminary. The increase in the loss reserves
occurred in the second quarter of 2002 after the Company received additional information from policyholders
with regard to claims relating to their insured employee casualties, including estimates of benefits payable
under U.S. workers’ compensation statutes. Following receipt of this information, the Company completed
an additional review of the reserves for this line of business. As a result of this review, management increased
the ultimate loss reserves for this loss event.

The unpaid loss and loss expense reserves for the other insurance reserves at the beginning of 2002 was
$4.4 bilion. During 2002, the Company decreased the estimate of these reserves by a net amount of $45
million, consisting of a decrease in reserves relating to the excess casualty insurance business of $114
million partially offset by increases in prior year reserves for satellite lines of $30 million and other casuaity
insurance lines of $39 million. Estimated ultimate loss reserves were reduced for excess casualty insurance
based upon lower than expected actual reported loss experience for business written in years 18997 and
prior. A lack of available industry data resulted in more actuarial judgment being involved in establishing IBNR
loss reserves for this line of business in the earlier years. Estimated loss reserves are then regularly updated
to take into account actual claims reported. The adverse development experienced in the satellite lines was
due 1o several satellite malfunctions that caused an increase in actual reported loss activity that was greater
than expected. The adverse development for the other casualty fines was for business written in 1999
through 2001. In these years, premium rates for casualty business had declined due to competitive market
pressures and in 2002 there was an increase in the size of claims reported that was higher than expected.
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10. Losses and Loss Expenses (continued)

The Company did not change its methodology or key assumptions used in 2002 to determine ultimate
loss reserves for this or any other line of insurance business written.

During 2001 and 2000, the net favorable prior year loss development of $78 million and $456 mitlion,
respectively, related principally to the Company’s excess casualty insurance business written. 2001 favorable
development related to business written in 1994 through 1997. Favorable development in 2000 related to
business written in 1993 through 1998. Similar to 2002, favorable development was due primarily to the
judgment required in establishing reserves for this fine of business due 1o the lack of industry data available
as described above. The Company did not change its methodology or key assumptions for this business in
either 2001 or 2000.

While the Company has experienced favorable development in the high layer excess casualty lines for
the last several years, 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 based on the Company’s historical results.

Reinsurance Segment

During 2002, the Company’s prior year estimate of the year-end 2001 net reserve increased by $385
million. This increase was comprised of an increase of $127 million related to the September 11 event and
an increase of $258 million for all other reinsurance reserves.

The increase in estimate for the September 11 event of $127 million related primarily to higher than
originally estimated business interruption losses and exposure to potential claims by the Lloyd’s Central
Guaranty Fund. The increase in estimate was recorded in the second quarter of 2002 following an analysis of
additional new information received from the Company’s ceding companies with regard to their increased
estimates of claims relating to their exposures to the September 11 event. During 2001, the Company had
recorded incurred losses for the September 11 event for its reinsurance operations of $442 million. Due to
the size and complexity of the loss and the time lag in ceding companies reporting the information to the
Company, establishing reserves for this loss within a short time period was difficuft.

The increase in estimate for all other reinsurance reserves in 2002 of $258 million related principally to
losses on business written in 1997 through (and including) 2000 in the Company’s U.S. casualty reinsurance
business and for asbestos losses in years prior to 1985. This increase was partially offset by decreases in
estimates for losses related to business written in 1985 through 1996 in these same lines of business. The
reporting and settlement period for reinsurance casualty business is relatively long and, in some cases, can
be up to 30 years or more from the inception date. Moreover, reporting and settlement pattems can vary
significantly from year to year. During the years 1998 through 2000, competitive market pressures on pricing
caused premium rates for excess casualty business to decline industry wide. For these calendar years, there
has been an increase in the number and size of claims reported in 2002. This increase has caused the
Company to increase its estimated ultimate reserves for this business. The Company did not change its
methodology or key assumptions for determining ultimate loss reserves in 2002.

The Company updated its assumptions for asbestos loss reserves in 2002 to take account of an
increase in 2002 in the number and size of the ultimate asbestos claims that the Company anticipates on the
policies underwritten during the years 1977 through 1985. These changes were based on recent increases in
court filings and settiements on behalf of asbestos claimants. The Company's increase of $30 million in
2002 increased its total net reserves for asbestos and environmental exposures to $66 million, which was
less than 1% of the Company’s total unpaid loss and loss expenses at December 31, 2002. See further
discussion below.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (CONTINUED)

10. Losses and Loss Expenses (continued)

During 2001 and 2000, the Company’s prior estimate of the year-end net reserves increased by
$253 million and $61 million, respectively. The increase in 2001 related principally to loss estimates for losses
occurring in 1998 through (and including) 2000. The increase in 2000 related principally to loss estimates for
losses occurring in 1997 through (and including) 1999. Both years' increases related to the Company’s
casualty reinsurance business. The reasons were the same as those explained above. The Company did not
change its methodology or key assumptions in 2001 or 2000. This adverse development was due to an
increase in the size and frequency of the reported claims for these lines that was greater than previously
expected in the underlying loss reporting patterms used to estimate uitimate losses.

The Company has experienced adverse development in the casualty reinsurance business for the last
several years and there can be no assurance that conditions and trends that have affected the development
of liabilities in the past will not continue.

Financial Products and Services Segment

During 2002 the Company’s prior estimate of the year-end 2001 net reserve of $26 million decreased
by $13 million to $13 milion as at December 31, 2002. This change in estimate was due entirely to the
financial guaranty business written within this segment for losses related to business written in 1998 through
and including 2001.

The Company commenced writing financial guaranty business in 1998 and had refied entirely upon
industry-data to establish reserves until the end of 2001. In 2002, the Company refined its assumptions to
take into account its actual historical loss experience and revised its estimated claim reporting pattemn for the
IBNR losses that the Company records during each loss year. The Company uses this expected loss
reporting pattemn, combined with changes in reported losses, to determine the prior year development
amount. Since reported losses for this business have been less than expected, the refinement in
assumptions resulted in a decrease in the estimate of reserves for prior years.

Other loss information

In 2001 and 2000, the Company did not change its prior year loss reserves because it did not have
sufficient Company-specific loss experience data available to justify amending the Company’s initial
assumptions.

The Company’s net incurred losses and loss expenses included estimates of actual and potential
non-recoveries from reinsurers. As at December 31, 2002 and 2001, the reserve for potential non-recoveries
from reinsurers was $47.3 million and $49.7 million, respectively.

Except for certain workers compensation and long term disability fiabilities, the Company does not
discount its unpaid losses and loss expenses. The Company utilizes tabular reserving for workers
compensation unpaid losses that are considered fixed and determinable, and discounts such losses using
an interest rate of 7%. 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, 2002 and 2001 were $374.5 million and
$231.0 million, respectively. The related discounted unpaid losses and loss expenses were $151.7 miilion
and $98.0 milion as of December 31, 2002 and 2001, respectively. The amount of the discount credit
included as a deduction in net losses and loss expenses incurred was $22.6 million and $9.1 million in 2002
and 2001, respectively.

The nature of the Company’s high excess of loss liability and catastrophe business can result in loss
payments that are both irregular and significant. Similarly, adjustments to reserves for individual years can be
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10. Losses and Loss Expenses (continued)

iregular 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 ashestos 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 related to business written prior to 1986 for the years indicated is as follows:

(U.S. dollars in thousands)

Year Ended December 31

2002 2001 2000
Net unpaid losses and loss expenses at beginning of year ........ $ 33152 $ 34,747 $ 36,206
Net incurred losses and 10SS EXPENSES. ..cuviiviviieeernrviininirerenens 35,870 2,016 1,053
Less net paid l0sses and 10SS EXPENSES .....vvvvivvervrrerceeaniee s 2,892 3,611 2512
Net increase (decrease) in unpaid losses and loss expenses..... 32,978 (1,595) (1,459)
Net unpaid losses and loss expenses at end of year ................. 66,130 33,152 34,747
Unpaid losses and loss expenses at end of year ......cccoeeevvieene 92,167 60,166 48,133
Gross unpaid losses and loss expenses at end of year ............. $ 158,297 $ 93318 $ 82,880

Incurred but not reported losses, net of reinsurance, included in the above table was $33.1 million in
2002, $8.0 milion in 2001 and $14.0 milion in 2000. Unpaid losses recoverable are net of potential
uncollectible amounts.

The Company utilizes industry standard asbestos and environmental claims models to estimate its
ultimate liability for these exposures.

As of December 31, 2002, the Company had approximately 537 open claim files for potential asbestos
exposures and 515 open claim files for potential environmental exposures on business written prior to 1986.
Approximately 44% of the open claim files for both 2002 and 2001 and 45% for 2000 are due to
precautionary claim notices. 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 Environmentatl
Claims Claims
Total number of claims outstanding at December 31, 2000 374 613
New claims reported in 2001 122 33
Claims resolved in 2001 43 103
Total number of claims outstanding at December 31, 2001 453 543
New claims reported in 2002 117 42
Claims resolved in 2002 33 70
Total number of claims outstanding at December 31, 2002 537 515
ML cAPITAL
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10. Losses and Loss Expenses (continued)

The Company’s exposure to asbestos and environmental claims arise from policies written, both on a
proportional and excess basis, after 1972. The company discontinued writing policies with these exposures
in 1985. Business written was across many different policies each with a relatively small contract limit. The
Company’s recently reported asbestos claims related to both traditional products and premises and
operations coverage.

The sstimation of loss and loss expense liabiiities 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; i) 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 ) 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 is less than 1% of the total net reserves at December 31, 2002,
further adverse development is not expected to be material to the Company’s overall net loss reserves.

11. 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 and are recorded as assets. The Company is liable if the reinsurers are unable to satisfy their
obligations under the agreements. Under the Company’s reinsurance security policy, reinsurers are generally
required to be rated A or better by Standard & Poor’s (“S&P”) or, in the case of Lloyd’s syndicates, S&P
“Four Bells” and/or B+ from Moody’s Investor Service. The Company will consider reinsurers that are not
rated or do not fall within the above rating categories on a case-by-case basis.

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

(U.S. dollars in thousands)

Premiums Written Premiums Eamed
Year Ended December 31 Year Ended December 31
2002 2001 2000 2002 2001 2000
Direct ..ooccovvirericeiieee $ 4,551,889 $2,920,315 $1,688,923 $ 4,020,719 $ 2,750,894 $ 1,456,064
AssuUMEd...ccveveririerennnns 3,362,029 1,805,352 1,440,108 2,916,349 1,751,464 1,455,694
Ceded....oovvneriria.. _ (1,964,498) (1,855,296) (1,012,791) (1,970,250) (1,734,825)  (876,518)

................................ $ 5,949,420 $2,870,371 $2,116,240 $ 4,966,818 $ 2,767,533 $ 2,035,240
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11. Reinsurance (continued)

The Company recorded reinsurance recoveries on losses and loss expenses incurred of $1.4 billion,
$3.0 billion and $1.1 bilion for the years ended December 31, 2002, 2001 and 2000, respectively. The
Company is the beneficiary of letters of credit, trust accounts and funds withheld in the aggregate amount of
$1.6 billion at December 31, 2002, collateralizing reinsurance recoverables with respect to certain reinsurers,

The following table presents an analysis of total unpaid losses and loss expenses recoverable between
general and life operations for the year ended December 31, 2002:

(U.S. dollars in thousands)

2002 2001
GeNEral OPEIALIONS ...vc.vcvvieeeeeeeeeece et srnens 3 4807317 $ 4,633,693
Life OPErationS ..c.ovioeeeviie ettt 205,338 —
Total unpaid losses and loss expenses recoverable.........c.coee.... $ 5,012,655 $ 4,633,693

Included in unpaid loss and loss expenses recoverable at December 31, 2002 from general operations
is an unsecured reinsurance recoverable from Winterthur Swiss Insurance Company (currently rated A by
Standard and Poor’s) of $514.8 million related to the acquisition of Winterthur Intemational. In addition,
approximately $1.8 billion related to reinsurance recoverables for Winterthur Intemational are also guaranteed
by Winterthur Swiss Insurance Company.

12. Deposit Liabilities

The Company has entered into certain contracts with cedants that transfer insufficient risk to be
accounted for as insurance or reinsurance transactions. These contracts have been recorded as deposit
liabilities and are 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 estimated ultimate liability. The Company establishes an initial accretion rate at inception of
the contract, which is reviewed and adjusted periodically based on claims activity and current investment
yields.

Guaranteed investment contracts, whereby the Company receives deposits at a contractual interest
rate, are recorded at amortized cost. The Company also has investment risk related to its ability to generate
sufficient investment income to enable the total invested assets to cover the payment of the estimated
ultimate liability. The Company establishes an initial accretion rate at inception of the contract, which is
reviewed and adjusted periodically based on claims activity and current investment yields.

Total deposit liabilities are comprised of the following:

(U.S. dollars in thousands)

Year Ended December 31
2002 2001
Reinsurance and insurance deposit liabilities.......... $ 1,678,648 $ 1,173,991
Guaranteed investment contract deposit liabilities . 694,398 39,211
Total deposit iabilities..........cooovvvinreieeeee $ 2,373,047 § 1,218,202

Interest expense of $65.9 million, $47.9 million and $38.4 million was recorded related to the accretion
of reinsurance and insurance deposit liabilities for the years ended December 31, 2002, 2001 and 2000,
respectively.
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13. Future Policy Benefit Reserves

During 2002, the Company entered into long duration contracts that subject the Company to mortality
and morbidity risks and which were accounted for as life premiums eamed. 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 5.1% per annum at December 31, 2002 and 2001. Total future policy
benefit reserves for the year ended December 31, 2002 and 2001 were $2.5 billion and $1.2 billion,
respectively. Substantially all of these reserves relate 1o closed blocks of annuities.

14. Notes Payable and Debt and Financing Arrangements

As at December 31, 2002, the Company had bank, letter of credit and loan facilities available from a
variety of sources, including commercial banks, totaling $4.6 billion, (2001: $4.4 billion) of which $1.9 billion
(2001: $1.6 billion) of debt was outstanding. In addition, $2.5 billion {(2001; $2.0 billion) of letters of credit
were outstanding as at December 31, 2002, 6.5%, (2001: 5%) of which were collateralized by the
Company's investment portfolio, supporting U.S. non-admitted business and the Company’s Lloyd’s
Syndicates capital requirements.

The financing structure at December 31, 2002 was as foliows:

(U.S. dollars in thousands})

Facility Commitment (1) In Use/Qutstanding (1)

Debt:

364-day REVOIVET .....ocieeice e $ 500,000 —

7.15% Senior Notes dug 2005 ........cvvvvvvvvviiineneneeans 99,979 99,979

6.58% Guaranteed Senior Notes due 2011.........oivieeneenns 255,000 255,000

6.50% Guaranteed Senior Notes due 2012...........cveeeviees 597,123 597,123

Zero Coupon Convertible Debentures due 2021 ................ 625,805 625,805

Liquid Yield Option Notes™ due 2027 .......covcvveenienicneninenn, 300,050 300,050
$ 2,377,957 § 1,877,957

Letters of Credit:

7 faCHES —tOtal ovvveieee e $ 2744051 $ 2,462,544

(1) “Commitment” and “In Use” data represent December 31, 2002 accreted values.
The financing structure at December 31, 2001 was as follows:

(U.S. dollars in thousands)

Facility Commitment (1) In Use/Qutstanding (1)
Debt:
364-day REVOIVET ...c.ccuviiiiciie et e $ 500,000 -
2 facilities of 5-year Revolvers—total .......ccoveviveereiiiiiinnen, 350,000 350,000
7.15% Senior Notes dug 2005......cccooeeevivieereenie e 100,000 99,970
6.58% Guaranteed Senior Notes due 20171 ...cveevvevreiineenn. 255,000 255,000
Zero Coupon Convertible Debentures due 2021 ................ 609,692 609,692
Liquid Yield Option Notes™ due 2021 .......ccocvvvvveriieneneen. 290,147 290,147
Other operating debt ..o 68 68
$ 2,104,907 $ 1,604,877
Letters of Credit:
B facilities —total ... $ 2,274,000 $ 2,029,000

(1) *Commitment” and “In Use” data represent December 31, 2001 accreted values.
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14. Notes Payable and Debt and Financing Arrangements (continued)

During 2002 and 2001, borrowings under these facilties were $846.8 milion and $1.2 bilion,
respectively, and repayments under the facilties were $600.0 milion and $50.0 million, respectively.
Borrowings in 2002 were used to pay down two 5-year revolvers and for general corporate purposes.
Borrowings in 2001 were used to repurchase $66.4 milion of the Company’s shares and for general
corporate purposes. The total pre-tax interest expense on notes and debt outstanding during the years
ended December 31, 2002 and 2001 was $102.2 million and $65.4 million, respectively. Associated with the
Company’s bank and lcan commitments are various loan covenants with which the Company was in
compliance throughout the year ended December 31, 2002. These facilities contain various cross default
provisions and covenants, including a minimum rating requirement, as further described under “Cross
Defaults and Other Provisions In Debt Documents”.

The Company issued $100.0 million of 7.15% Senior Notes due November 15, 2005 through a public
offering at a price of $99.9 million in 1995.

In April 2001, the Company issued at par $255.0 million of 6.58% Guaranteed Senior Notes due April
2011 through a private placement to institutional investors. Proceeds of the debt were used for general
corporate purposes.

in May 2001, the Company issued $1,010.8 million principal amount at maturity (subject to adjustment
in the event there is an upward interest adjustment) of Zero Coupon Convertible Debentures (“CARZ”) at
$593.57 per bond and, unless converted or repaid before their due date of May 2021, they will be repaid in
May 2021 at $1,000 per bond, at a tota! cost of $1.01 billion. The accretion rate is 2,625% per annum on a
semi-annual basis or 2.6422% per annum on an annual basis.

In September 2001, the Company also issued $508.8 milion principal amount at maturity
{subsequently increased to $511.4 million under the provisions of the upward interest adjustment described
below) of Liquid Yield Option Notes™ (“LLYONSs”) at an initial price of $565.01 per bond. The LYONs will also
be repaid at $1,004.93 each (originailly $1,000.00 each but subseguently increased as a result of the
accretion rate adjustment described below), unless converted or repaid before their due date of September
2021, at a total cost of $511.4 million. The accretion rate on the LYONs was originally 2.875% per annum on
a semi-annual basis or 2.89566% per annum on an annual basis. The accretion rate for the year to
September 7, 2003, was increased by 0.5% per annum on a semi-annual basis to a 3.37% on a semi-
annual basis and 3.403% per annum on an annual basis as a result of the of the Company’s ordinary share
price in the 30-day period leading up to the first put date in September 2002. The accretion rates will revert
to their original rates in September 2003 unless the contingent additional accretion feature is once again
triggered by the Company’s ordinary share price performance in a 30-day period leading up to the second
put date.

In January 2002, the Company issued $600.0 million par value 6.50% Guaranteed Senior Notes due
January 2012. The notes were issued at $99.469 and gross proceeds were $596.8 million. Related
expenses of the offering amounted to $7.9 million. Proceeds of the notes were used to pay down two 5-year
revolvers of $350.0 million and for general corporate purposes. These credit facilities were subseguently
cancelled.

On June 27, 2002, the Company renewed its principal U.S. 364-day letter of credit and credit facility.
The combined capacity of the new facility is $2.0 billion of which up to $500.0 million is available in the form
of revolving credit. On July 24, 2002, the Company replaced letters of credit provided by the previous owner
of the Winterthur Intemational operations with letters of credit issued from its 364-day facility. During
September 2002, the Company canceled a secured $150.0 million letter of credit facility that had been
unutilized. In November 2002, the Company renewed its unsecured syndicated letter of credit facility that
supports its operations at Lloyd's. The renewed facility is denominated in UK. stering and was
approximately $500.0 million at December 31, 2002.
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14. Notes Payable and Debt and Financing Arrangements (continued)

The Company has several letter of credit facilities provided on a syndicated and bilateral basis from
commercial banks. These facilities are utilized to support non-admitted insurance and reinsurance operations
in the U.S. and capital requirements at Lloyd’s. All of the commercial facilities are scheduled for renewal
during 2003. In addition to letters of credit, the Company has established insurance trusts in the U.S. that
provide cedents with statutory relief required under state insurance regulation in the U.S. It is anticipated that
the commercial facilities will be renewed on expiry but such renewals are subject to the availability of credit
from banks utilized by the Company. In the event that such credit support is insufficient, the Company could
be required to provide altemative security to cedents. This could take the form of additional insurance trusts
supported by the Company’s investment portfolio or funds withheld using the Company’s cash resources.
The value cf 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.

Although both the CARZ and L.YONSs are due to be repaid in 2021, there are several features that may
result in the bonds being repaid or converted into the Company’s Class A Ordinary Shares before the
redemptior date. As these features include market-driven features and options available to the Company
and bondholders, it is not possible to determine if the bonds will remain outstanding until their scheduled
maturity in 2021.

Each of the CARZ and LYONs provide the bondholders the right to require the Company to
repurchase the bonds on predetermined dates (“put” dates) at predetermined values as set forth in the
relevant indenture. The remaining put dates for the CARZ occur on May 23 of 2004, 2006, 2008, 2011 and
2016. The remaining put dates for the LYONs occur on September 7 of 2003, 2004, 2006, 2008, 2011 and
2016. The Company may, at its option, pay the repurchase price in cash or Class A ordinary shares or a
combination thereof.

In addition, each of the CARZ and LYONSs provide for a contingent conversion feature that gives the
bondholders the right to convert the bonds into the Company’s shares at other times during the life of the
bonds if the market price of the Company’s shares is at certain levels. Accordingly, if the Company’s
ordinary share price is at least 110% of the accreted conversion price for at least twenty of the thirty days
during the relevant conversion period, the bondholders would have the right to convert the bonds into
ordinary Shares. If converted for ordinary shares, each CARZ would be converted into 5.9467 ordinary
shares and each holder of a LYONs would receive 5.277 ordinary shares. The accreted values would be
determined by applying the accretion rate to the initial issue price. In the example of CARZ, the accreted
price on May 23, 2003 will be $625.36 determined by adding two year’s accretion of 2.6422% per annum
on an annual basis to the original issue price of $593.57.

The holders of each of the CARZ and LYONs also have the right to convert the bonds for ordinary
shares in the event that the trading price of the bonds for a predetermined period falls below 95% of the
value of the equivalent number of ordinary shares, provided however, if the ordinary shares are trading at a
predetermined premium to the accreted price of the bonds, holders may receive cash, ordinary shares or a
combination thereof in lieu of ordinary shares upon conversion.

These bonds also provide for interest rates to be adjusted in the event that the Company’s ordinary
share price falls below levels specified in the relevant indenture relative to the conversion price.

In addition, in the event that the credit ratings assigned to the bonds by S&P fall below BBB+, the
bonds would be convertible into ordinary shares at 5.9467 ordinary shares per CARZ and 5.277 ordinary
shares per LYONs. The rating assigned to the bonds at the time of issue was A+. Some corporate
transactions, such as a change of control of the Company, would give the bondholders the right to require
the Company to repurchase the bonds at the accreted vaiue of the bonds at that time.
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14. Notes Payable and Debt and Financing Arrangements (continued)

The bonds become immediately due if an event of default occurs and 25% or more of the bondholders
demand repayment of the accreted value at the time of such event. Such an event of default would include
failure to pay amounts due on the notes, an event of default occurring under the Company’s other credit
facilities, or certain other events such as bankruptcy or insclvency of the Company. Further descriptions of
the events of defaults are contained in the indentures and consequences to the Company are described
under "Cross Default and Other Provisions in Debt Documents”.

The bonds are also callable as the Company has the right to redeem the bonds for cash, in full or in
part, at their accreted value at any time after May 23, 2004, in the case of the CARZ, and September 7,
2004, in the case of the LYONSs.

The puts and the interest rate adjustment features embedded in the CARZ and LYONs are considered
derivatives and are subject to fair value. There is currently minimal value ascribed to the puts, as the
contingent events of these features are considered unlikely to occur or to the interest rate adjustment feature
due to the current trading value of the bonds. Due to the contingent nature of the conversion features of
these debt securities, there is no impact on fully diluted earnings (loss) per ordinary share at this time.

Total pre-tax interest expense on the borrowings described above was $102.2 million, $65.4 million
and $32.1 million for the years ended December 31, 2002, 2001 and 2000, respectively. Associated with the
Company’s bank and lcan commitments are various covenants that include, among other things, the
requirement to maintain a minimum credit and financial strength rating and a minimum amount of
consolidated shareholders’ equity. The Company was in compliance with these covenants throughout the
three years ended December 31, 2002.

Cross-Default and Other Provisions in Debt Documents

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 LYONS,
CARZ and 8.5% 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 (other than its AAA financial guaranty companies) 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 and the 6.58% Guaranteed
Senior Notes also contain minimum consolidated net worth covenants.

Under the Company’s 364-day facility, five-year credit facilities and ten-year private placement notes
described above, in the event that the Company fails to maintain a claims paying rating of at least A from
AM. Best or the Company’s insurance and reinsurance rated operating subsidiaries (other than its AAA
financial guaranty companies) fail to maintain a rating of at least A from S&P, an event of default would occur.

Each of the LYONs, CARZ and 6.5% Guaranteed Senior Notes indentures 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 milion or more, an event of default would be triggered under both the LYONs and 6.5%
Guaranteed Senior Notes indentures. Under the CARZ indenture, in the event that the Company defaults in
the payment of indebtedness in the amount of $100.0 million or more, an event of default would be
triggered.
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14. Notes Payabie and Debt and Financing Arrangements (continued)

Given that all of the Company’s Debt Documents contain cross defauit provisions, this may result in all
holders declaring such debt due and payable and an acceleration of all debt due under those documents. i
this were to occur, the Company may not have funds sufficient at that time to repay any or all of such
indebtedness.

In addition, the Company’s unsecured Lloyd's letter of credit facility provides that, in the event that the
Company’s insurance and reinsurance rated operating subsidiaries fall below A (as generally measured by
the lower of the financial strength rating from AM. Best or S&P at any time), the facility would then be
required to be fully secured by the Company, at which time the Company would be required to either ()
provide an amount in cash to cover an amount equal to the aggregate letters of credit outstanding at that
time or (i) deposit assets in trust securing 105% of the aggregate letters of credit outstanding at that time. If
this were to occur, the Company may not be able to provide the collateral required in order to maintain this
facility.

15. Derivative Instruments

The Company enters into derivative instruments for both risk management and trading purposes.
The Company is exposed to potential loss from various market risks, and manages its market risks based on
guidelines established by management. These derivative instruments are carried at fair value with the
resutting gains and losses recognized in income in the period in which they occur.

in 2002, the Company amended the presentation of its derivative transactions in the consolidated
statements of income to include the change in fair value of all of its derivative transactions in one line item
under “net realized and unrealized (losses) gains on derivative instruments”. Previously, certain components
of the change in fair value were included in “net premiums eamed, net losses and loss expenses incurred
and fee and other income”. There was no effect on net income for this change and prior period results have
been reclassified to reflect this change.

The following table summarizes these instruments and the effect on net income in the years ended
December 31, 2002, 2001 and 2000:

(U.S. doliars in thousands)

2002 2001 2000
Credit efaUlt SWAPS......cvcvoiiereveer e e $ 46,137) $ (19,426) $ 15,924
Weather and energy risk management productS.........coeeeceenvenene 16,607 16,556 —
INvestMent derVatiVES ....cuuvivi e (22,231) 14,638, 5,481
Net realized and unrealized (losses) gains on derivatives ............ $ (61,761) $ 11,768 $ 21,405

{a) Credit Default Swaps

Credit default swaps issued by the Company meet the definition of a derivative under FAS 133.
Effective January 1, 2001, the Company has recorded these products at fair value, modeled on prevailing
market conditions and certain other factors relating to the structure of the transaction. The Company
considers credit default swaps to be, in substance, financial guaranty contracts as the Company has the
intent to hold them to maturity. In 2001 and 2000, the change in fair value was split between net premiums
eamed, net losses and loss expenses incurred and net realized and unrealized (losses) gains on derivative
instruments. In 2002, the change in fair value is all included in net realized gains and losses on derivatives.
Prior period results have been reclassified to reflect this change.
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15. Derivative instruments {continued)

Credit default swaps generally cover a portfolio of securities. The credit ratings of the underlying
securities vary and a single rating is calculated for the portfolio at the inception of the transaction by an
independent agency. In order to effectively price and market the transaction, different tranches are modeled
for the purpose of assigning credit ratings based upon the level of subordination. Generally, a primary layer is
created to enable the originator of the transaction to participate in the risks. The Company generally
participates in senior or higher quality rated tranches of a risk, but may participate in the primary fayer in very
limited instances.

The Company fair values transactions related to the primary layers of credit default swaps using a
model that calculates the net present value of the premiums and expected losses based on assumptions
regarding interest rates, future default rates, credit spreads, changes in credit quality, future expected
recovery rates and other market factors. The change in fair value recorded for transactions pertaining to
primary layers for the year ended December 31, 2002 and 2001 was a loss of $16.2 milion and a gain of
$8.1 million, respectively.

Credit default swaps where the Company participates in the higher quality rated tranches are
considered, in substance, financial guaranty transactions as the Company intends to hold them to maturity.
Since the Company underwrites all financial guaranty transactions in the expectation of not incurring a loss,
the net present value method described above is not considered appropriate. The rated tranches are
therefore fair valued using changes in credit spreads to reflect current market conditions. The Company will
also consider the characteristics and credit ratings of the underlying portfolio. The change in fair value
recorded for the rated tranches was a loss of $29.9 million and $27.5 million for the years ended December
31, 2002 and 2001 respectively, and a gain of $15.9 milion in the year ended December 31, 2000. In
accordance with FAS 133, the Company recorded a transition adjustment to recognize the difference
between the carrying values and the fair values of the credit default swaps at January 1, 2001. This
adjustment was not significant.

(b) Weather and Energy Derivatives

Weather and energy derivatives are recorded at fair value with the changes in fair value included in “net
realized and unrealized {losses) gains on derivative instruments”. Fair value 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 intemal pricing models based upon consistent statistical
methodologies. Estimating fair value of instruments which do not have quoted market prices requires
management judgment in determining amounts which could réasonably 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 interest rates and other market factors.

The change in fair value recorded for the weather and energy derivatives was a gain of $16.6 million
and $16.6 million for the year ended December 31, 2002 and 2001, respectively.

(c) Investment Derivatives, Including Embedded Derivatives
Foreign Currency Exposure Management

The Company uses foreign exchange contracts to manage its exposure to the effects of fluctuating
foreign currencies on the value of certain of its foreign currency fixed maturities and equity investments.
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 three months or less. In addition, where the
Company’s investrment managers believe potential gains exist in a particular currency, a forward contract
may not be entered into. At December 31, 2002 and 2001, forward foreign exchange contracts with notional
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15. Derivative Instruments (continued)

principal amounts totaling $30.2 million and $45.5 million, respectively were outstanding. The fair value of
these contracts as at December 31, 2002 and 2001 was $28.6 million and $45.7 million, respectively, with
unrealized losses $1.6 milion in 2002 and $0.1 million in 2001. For the years ended December 31, 2002
and 2001, realized losses of $3.4 million and a gain of $5.3 million, respectively, and unrealized losses of
$0.8 mitlion and $2.3 million, respectively, were recorded in net realized and unrealized gains and losses on
derivative instruments.

Derivative Financial Instruments — Hedges

The Company utilizes a risk management strategy that incorporates the use of derivative financial
instruments, primarily to reduce its exposure 1o interest rate risks associated with guaranteed investment
contracts. The Company uses interest rate swaps to convert certain liabilities from a fixed rate to a variable
rate of interest (fair value hedge), and to convert a variable rate of interest from one basis to another (cash
flow hedge). The Company formally documents all relationships between the hedging instruments and
hedged items and links the hedge to specific 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, 2002, contracts with a notional amount of $259.0 million were in a $1.1 million net
unrealized gain position. As a result of the fair value hedges, deposit liabilities were reduced by $0.74 million
at December 31, 2002. The ineffective portion of the hedge amounted to $0.06 million and the reduction in
interest expense as a result of the hedges amounted to $0.18 million for the year ended December 31, 2002.

The Company is exposed to credit risk in the event of non-performance by the other parties to the
forward contracts. The difference between the notional principal amounts and the associated market value is
the Company’s maximum credit exposure.

Financial Market Exposure

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

Other Investment Derivatives

The Company holds warrants in conjunction with certain of its other investments. These warrants are
recorded at fair value based on quoted market prices. At December 31, 2002, the Company recorded a loss
of $16.7 milion, and a gain of $13.6 million for 2001. This related to the change in fair value of these
warrants. The primary reason for the loss in 2002 was the decline in fair value of the Mutual Risk
Management Ltd warrants of $11.6 million in 2002.

In 2002, the Company entered into a treasury rate lock agreement with the underwriters of the 6.50%
Guaranteed Senior Notes due 2012, (2001: 6.58% Guaranteed Senior Notes due 2011). The Notes were
priced using a margin over the yield of a U.S. Treasury note with a similar maturity. The treasury rate lock
agreement was designed to eliminate underlying pricing risk of the Company’s debt that would have resulted
from an increase in the yield of the comparable U.S. Treasury issue between the initiation of the transaction
and the pricing of the transaction. The total cost of the hedge was $4.2 million. In 2001, a loss of $5.6 million
was recorded in net realized and unrealized gains and losses related to the cancellation of the treasury lock
agreement due to the September 11, 2001 event.
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16. Variable Interest Entities

The Company utilizes variable interest entities (as defined in FIN 46) both indirectly and directly in the
ordinary course of the Company’s business. At the transactional level, the Company provides various forms
of credit enhancement including financial guaranty insurance and reinsurance of structured transactions
backed by pools of assets of specified types, municipal obligations supported by the issuers’ ability to
charge fees for specified services or projects, and structured single risk based obligations including essential
infrastructure projects and obligations backed by receivables from future sales of commodities and other
specified services. The obligations related to these transactions are often securitized through variable interest
entities. In synthetic transactions, the Company guarantees payment obligations of counterparties including
special purpose vehicles under credit default swaps referencing asset portfolios. The Company only provides
financial guaranty insurance or enters into a credit default swap of the senior interests that would otherwise
be rated investment grade. The Company does not hold any equity positions or subordinated debt in these
arrangements. Accordingly, the Company does not consider its participation to be a significant variable
interest in the entity and therefore these variable interest entities are not expected to be consolidated.

In February 2003, the Company entered into an aggregate of $300.0 milion of commercial
paper-based credit facilities (the “Credit Facilities”) and expects to increase these facilities to $500.0 million
later in 2003. The proceeds of advances under the Credit Facilities were used to fund a trust account
(“Trust”) to collateralize the reinsurance obligations of the Company under an intercompany quota share
reinsurance agreement. The issued securities and the Company’s repayment obligations will be recorded as
a net balance on the Company’s balance sheet because the Company has a contractual legal right of offset.
In the event that in the future the Company were to not have the right to offset such assets (as, for example,
would be the case if the assets in the Trust were withdrawn in order to satisfy the Company’s reinsurance
obligations or if lender-issued securities could not be held in the Trust because they did not qualify as
permitted assets under the trust agreement), then all or a portion of the assets in the Trust and the
Company’s repayment obligations under the Credit Facilities would be required to be included as assets and
liabilities on a gross basis, respectively, on the Company’s balance sheet.

Effective July 1, 2003 the Company may be required to consolidate up to $2.4 billion of assets and
liabilities relating to the following variable interest entities due to its level of variable interest retained by the
company and its related parties. Management is assessing altematives with regards to restructuring these
entities in order to mitigate this result and any impact on its financial covenants.

The Company has an investment in an asset backed commercial paper conduit that invests funds
provided through a commercial paper and a Euro Medium Term Note program. The assets of this company
are guaranteed by an unrelated third party, subject to a $25.0 million deductible. The Company has invested
in a $30.0 million subordinate note which is the Company’s maximum exposure to loss as a result of its
involvement with this variable interest entity. The Company could experience a loss in the event that the
assets of the underlying commercial paper conduit do not perform as expected. The investment company
has assets and liabilities of approximately $350.0 million at December 31, 2002 and 2001.

The Company provides insurance, reinsurance and a liquidity facility to a variable interest entity
domiciled in the Cayman Islands of which the Company has 23% of the share capital. The variable interest
entity was established primarily as a pass-through vehicle associated with a Medium Term Note program
backed by a portfolio of investment grade bank perpetual securities and zero coupon notes. The variable
interest entity had assets of approximately $715.0 million as at December 31, 2002. The Company’s
maximum exposure to loss as a result of its insurance and reinsurance agreements with this variable interest
entity was $544.1 million of policy limits as of December 31, 2002. The Company could experience a loss in
the event that the underlying assets do not perform as expected.
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16. Variable interest Entities (continued)

The Company has a residual interest in an asset backed securities collateralized bond obligation
(“CBQ”). The CBO has assets of $304.9 milion and liabilities of $289.4 milion as of December 31, 2002.
Through the Company’s investment in the CBO’s preferred shares, the Company’s maximum exposure to
loss as a result of its investment in this variable interest entity was $3.3 million as at December 31, 2002. The
Company also has indirect exposure to loss through its investment in affiliates. The Company could
experience a loss in the event that the cash flows relating to the underlying assets are not collected as
expected.

The Company has an investment in the junior notes of a collateralized debt obligation (“CDO”). The
Company also issued financial guaranties for the senior notes of the CDO. As of December 31, 2002, the
CDO had assets of $452.7 million and liabilities of $395.6 million and the Company’s maximum exposure to
loss as a result of its investment in this variable interest entity was approximately $425.0 million. The
Company could experience a loss in the event that the cash flows relating to the undertying assets are not
collected as expected.

17. Exposures Under Guaranties

The Company provides and reinsures financial guaranties issued to support public and private
borrowing arrangements. Financial guaranties are conditional commitments that guarantee the performance
of an obligor to a third party, typically the timely repayment of principal and interest. The Company’s potential
liability in the event of non- payment by the issuer of the insured obligation is represented by its proportionate
share of the aggregate outstanding principal and interest payable (“insurance in force”) on such insured
obligation. In synthetic transactions, the Company guarantees payment obligations of counterparties under
credit default swaps. The unearned premium reserve balance for such guarantees totaled approximately
$215.4 million and $100.6 million at December 31, 2002 and 2001 respectively. The range of maturity of the
insured obligations is one to thirty five years. The Company does not record a carrying value for future
installment premiums as they are recognized over the term of the contract.

The Company manages its exposures to underwriting risk on these transactions through a structured
process which includes but is not limited to detailed credit analysis, review of and adherence to underwriting
guidelines and the use of reinsurance. The Company has alsc implemented surveillance policies and
procedures to monitor its exposure throughout the life of the transactions. In addition, the structures of the
transactions are such that the insured obligation is backed by a stream of cash flows, pools of assets or
some other form of collateral. This collateral would typically become the Company’s upon the payment of a
claim by the Company.

The following table presents financial guaranty aggregate insured portfolios at December 31, 2002
where the net par outstanding was $36.4 billion, which includes credit default swap exposures of $8.7 billion.
The liability for these credit default swaps has a carrying value of $160.3 million.

Net Par
Qutstanding % of Total
Credit Quality:
...................................................... $ 10,275 28.2%
........................................................ 4,044 11.1%
.......................................................... 9,354 25.7%
...................................................... 12,434 34.1%
....................................... 309 0.9%

..................................................... $ 36,416 100.0%
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17. Exposures Under Guaranties {(continued)

Net Par
Outstanding % of Total
Geographic:
United States......ooevvvvcrnieieeieveeenn $ 28,383 77.9%
United Kingdom.......ccovviiceicnne 1,697 4.7%
Brazil ..o 1,179 3.2%
MEXICO....vvvereecceiri e 781 2.1%
International.........cccovvveein e 1,097 3.0%
Other (1) e 3,279 9.1%
Totah. e $ 36,416 100.0%

{1) Other includes Canada, France, Germany, Korea, Chile, Australia, Japan, Portugal, El Salvador, Jamaica, Panama, Costa Rica,
Qatar, New Zealand and Spain.

Net Par
Outstanding % of Total
Sector Allocation:
Collateralized Debt Obligations.......... % 12,148 33.4%
Consumer ASSEtS......c.ooeeeevieeeceveenn 8,240 22.6%
Public FInance......ccccoeeiveieeniieeeeen, 9,845 27.0%
Other Single RisK......cccvvveiieviecnrinns 5,023 13.8%
Other Structured Finance .................. 418 1.1%
Commercial ASSets ......c..cceeevveieenen. 742 2.1%
Total. e $ 36,416 100.0%

18. Commitments and Contingencies

{a) Concentrations of Credit Risk

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

The areas where significant concentrations of credit risk may exist include unpaid losses and loss
expenses recoverable and reinsurance balances receivable (collectively “reinsurance assets”), investments
and cash and cash equivalent balances. The Company’s reinsurance assets at December 31, 2002
amounted to $6.3 biliion 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.
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18. Gommitments and Contingencies (continued)
(a) Concentrations of Credit Risk (continued)

In addition, the Company underwrites a significant amount of its general insurance and reinsurance
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 2002, 2001 and 2000, approximately 23%, 23% and 22%, respectively, of the Company’s
consolidated gross written premiums from general operations were generated from or placed by Marsh &
McLennan Companies. During 2002, 2001 and 2000, approximately 17% 16% and 16%, respectively, of the
Company’s consolidated gross written premiums from general operations were generated from or placed by
AON Corporation and its subsidiaries. Both of these companies are large, well established companies and
there are no indications that either of them is financially troubled. No other broker and no one insured or
reinsured accounted for more than 10% of gross premiums written from general operations in each of the
three years ended December 31, 2002.

The Company’s available for sale investment portfolio is managed by external managers in accordance
with guidelines that have been tailored to meet specific investment strategies, including standards of
diversification, which limit the allowable holdings of any single issue. The Company did not have an
aggregate investment in a single entity, other than the U.S. govermment, in excess of 10% of the Company’s
shareholders’ equity at December 31, 2002 and 2001.

in connection with its acquisition of Winterthur International in July 2001, in an all cash transaction, the
Company has recorded a total recoverable from Winterthur Swiss Insurance Company (the “Seller”) of
$645.7 milion at December 31, 2002 based on provisions of the sale and purchase agreement between the
parties (“SPA”).

The Company paid to the Seller $405.6 million at closing for Winterthur Intemational based on the
- audited U.S. GAAP financial statements of the acquired Winterthur International operations as at December
31, 2000 and the price is subject to final determination based on the audited U.S. GAAP financial statements
of the acquired Winterthur Intemational operations as at June 30, 2001 (the “Completion Financials”). By the
terms of the SPA, the Seller is required to deliver the Completion Financials to the Company but has not
done so to date. The Company expects the Seller to deliver the Completion Financials later in 2003 or to
agree with the Seller to an altemative method for determining the final purchase price.

The SPA provides the Company with post-closing protection with respect to adverse development of
loss and uneamed premium reserves relating to the acquired Winterthur intemational operations. This
protection is based upon actual net loss experience and development over a three year post-closing
seasoning period based on loss development experience, collectible reinsurance, reinsurance recoveries and
certain other factors set forth in the SPA. The SPA provides for arbitration should the Seller and the
Company disagree on the final amounts due thereunder. In the event such arbitration is commenced in the
future, the Company may recognize an impairment if the amount determined to be due to the Company in
such arbitration was less than the carrying value of the SPA recovery balance deemed due from the Seller.
An impairment also may result in the event that the Company and the Seller agree on an amount that is less
than the amount shown as a recovery in the Company’s financial statements or to the extent that any
amount proves to be uncollectible from the Seller for any reason.
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18. Commitments and Contingencies (continued)
(b)  Other Investments
The Company has commited to invest in several limited partnerships and collateralized debt/equity

investments as part of its overall corporate strategy. The Company has commitments which include potential
additional add-on clauses, to invest a further $21.0 million over the next five years.

(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 $203.1 million over the next five years.

(d) Properties

The Company rents space for its offices under leases that expire up to 2017. Total rent expense for
the years ended December 31, 2002, 2001 and 2000 was approximately $30.4 milion, $18.9 million and
$18.3 million, respectively. Future minimum rental commitments under existing leases are expected to be as
follows:

(U.S. dollars in thousands)

Year Ended December 31:

200 e et e r et ta e s e b $ 28,141
2004 Lt eyt a et e e e e bbb et ar s 26,599
200D it e e e rr e ataate e s e e e et e s st raaaaaneae 24,325
2008 ... e a et ea e e et nnneas 22,731
2007 e a b r e st s e reeete e e aabaaranree 21,265
2008 = 2017 ooeieceeee e 145,890
Total minimum future rentals ..o s $ 268,951

{e) Tax Matters

The Company is a Cayman Islands corporation and, except as described below, neither it nor its
non-U.S. subsidiaries have paid United States corporate income taxes (other than withholding taxes on
dividend income) on the basis that they are not engaged in a trade or business or otherwise subject to
taxation in the United States. However, because definitive identification of activities which constitute being
engaged in trade or business in the United States is not provided by the Intemal Revenue Code of 1986,
regulations or court decisions, there can be no assurance that the Intemal Revenue Service will not contend
that the Company or its non-U.S. subsidiaries are engaged in trade or business or otherwise subject o
taxation in the United States. If the Company or its non-U.S. subsidiaries were considered to be engaged in
trade or business in the United States (and, if the Company or such subsidiaries were to qualify for the
benefits under the income tax treaty between the United States and Bermuda or Ireland, such businesses
were attributable to a “permanent establishment” in the United States), the Company or such subsidiaries
could be subject to U.S. tax at reguiar 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.
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19. Share Capital
(a) Authorized and Issued

The authorized share capital is 999,990,000 ordinary shares of a par value of $0.01 each. Holders of
Class A ordinary shares are entitled to one vote for each share. In June 2000, the Company’s Class B
ordinary shares were converted into Class A ordinary shares on a one-for-one basis. All shares in issue at
December 31, 2002 are Class A ordinary shares.

The following table is a summary of Class A ordinary shares issued and outstanding (in thousands):

Year Ended December 31

2002 2001 2000
Balance —beginning of year.......cvevecienciee e 134,734 125,020 127,807
EXercise of OpHIONS ..e.ovivvercie e 1,096 1,812 2,247
Issue Of restricted Shares......coivv e 220 235 40
Issue of shares—Employee stock purchase plan................. S 47 - -
Repurchase of Shares ......ccocciivvieeveeccieesees e e (34) (1,533) (5,074)
ISSUE Of SNAIES ..evivveiiii e e s — 9,200 —
Balance—end Of Year......coevv i 136,063 134,734 125,020

The Company issued 9.2 million shares during November 2001 at a price of $89.00 per share to
support capital requirements subseguent to the September 11 event. Net proceeds received were $787.7
million.

In August 2002, the Company issued 9.2 million 8.00% Series A Preference Ordinary Shares at $25
per share. Gross proceeds were $230.0 milion and related expenses were $7.2 million. Upon dissolution of
the Company, the holders of the Preference Shares would be entitied to receive a liquidation preference of
$25 per share, plus accrued and unpaid dividends. Dividends on the Preference Shares are cumulative from
the date of original issuance and are payable when declared. The Company may redeem the Preference
Shares on or after August 14, 2007, at a redemption price of $25 per share. The Company may, under
certain circumstances, redeem the Preference Shares before August 14, 2007 at specified redemption
prices, plus accrued and unpaid dividends. These circumstances include an amalgamation, consolidation or
other similar transaction involving the Company in which the Preference Shares are entitled to a class vote
($26 per share redemption price), or a change in tax laws that requires the Company to pay additional
amounts with respect to the Preference Shares ($25 per share redemption price). The proceeds were used
for general corporate purposes.

In November 2002, the Company issued 11.5 million 7.625% Series B Preference Ordinary Shares at
$25 per share. Gross proceeds were $287.5 milion and related expenses were $9.1 million. Upon
dissolution of the Company, the holders of the Preference Shares would be entitled to receive a liquidation
preference of $25 per share, plus accrued and unpaid dividends. Dividends on the Preference Shares are
cumulative from the date of original issuance and are payable when declared. The Company may redeem
the Preference Shares on or after November 18, 2007, at a redemption price of $25 per share. The
Company may, under certain circumstances, redeem the Preference Shares before November 18, 2007 at
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19. Share Capital (continued)

specified redemption prices, plus accrued and unpaid dividends. These circumstances include an
amalgamation, consolidation or other similar transaction involving the Company in which the Preference
Shares are entitled to a class vote ($26 per share redemgption price), or a change in tax laws that requires the
Company to pay additional amounts with respect to the Preference Shares ($25 per share redemption price).
The proceeds were used for general corporate purposes.

(b) Share Repurchases

The Company has had several stock repurchase plans as part of its capital management program. On
January 9, 2000, the Board of Directors authorized the repurchase of shares up to $500.0 million. During
2001, the Company repurchased 1.5 million ordinary shares at a total cost of $116.9 million, or an average
cost of $76.40 per ordinary share. During 2000, the Company repurchased 5.1 million ordinary shares at a
total cost of $247.7 million, or an average cost of $48.82 per ordinary share. The Company has repurchased
shares from employees and directors in relation to share swaps on option exercises and withholding tax on
restricted stock.

(c) Stock Plans

The Company’s long term stock plan, the 1991 Performance Incentive Program, as amended and
restated effective May 10, 2002, provides for grants of non-gqualified or incentive stock options, restricted
stock awards and stock appreciation rights (“SARs”). The plan is administered by the Company and the
Compensation Committee of the Board of Directors. Stock options may be granted with or without SARs.
Grant prices are established at the fair market value of the Company’s common stock at the date of grant.
Options and SARs have a life of not longer than ten years and vest as set forth by the Compensation
Committee at the time of grant. Options currently vest annually over three or four years from date of grant.

Restricted stock awards issued under the 1991 Performance Incentive Program plan vest over such
periods as the Compensation Committee may approve. These shares contained certain restrictions, prior to
vesting, relating to, among other things, forfeiture in the event of termination of employment and
transferability. As the shares are issued, deferred compensation equivalent to the fair market value on the
date of the grant is charged to shareholders’ equity and subseqguently amortized over the vesting period.
Restricted stock issued under the plan totaled 225,960 shares, 227,795 shares and 77,472 shares in 2002,
2001 and 2000, respectively. Restricted stock awards granted by NAC prior to the merger amounted to
3,627 shares in 1999. Vesting for restricted stock awards generally occurs over a four to six year period.

All options granted to non-employee directors are granted under the 1991 Performance Incentive
Program. All options vest immediately on the grant date. Directors may also make an irrevocable election
preceding the beginning of each fiscal year to defer cash compensation that would otherwise be payable as
his or her annual retainer in increments of $5,000. The deferred payments are credited in the form of ordinary
shares calculated by dividing 110% of the deferred payment by the market value of the Company’s stock at
the beginning of the fiscal year. These shares are distributed under the terms of the plan. Shares issued
under the plan totaled 3,622, 4,240 and 8,179 in 2002, 2001 and 2000, respectively.

A second stock plan is provided for the directors that grants share units equal to their annual retainer
divided by market price of the Company’s ordinary stock on January 1 of each year. These units receive
dividends in the form of additional units equal to the cash value divided by the market price on the payment
date. Stock units totaling 6,659, 7,318 and 12,903 were issued in 2002, 2001 and 2000, respectively. Total
units are granted as shares upon retirement.
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19. Share Capital (continued)

Following the merger with NAC, new option plans were created in the Company to adopt the NAC
plans. Options generally have a five or six year vesting schedule, with the majority expiring ten years from the
date of grant; the remainder having no expiration. A stock plan is also maintained for non-employee
directors. Options expire ten years from the date of grant and are fully exercisable six months after their grant
date.

In 1999, the Company adopted the 1999 Performance Incentive Plan under which 1,250,000 options
were available and issued to employees who were not directors or executive officers of the Company.

The Company has adopted the disclosure-only provisions of Statement of Financial Accounting
Standard 123, “Accounting for Stock-Based Compensation.” Had the Company adopted the accounting
provisions of FAS 1283, compensation costs would have been determined based on the fair value of the
stock option awards granted in 2002, 2001 and 2000, and net income and eamings per share would have
been reduced to the pro-forma amounts indicated below:

(U.S. dollars in thousands, except per share amounts)

Year Ended December 31
2002 2001 2000

Net income (loss) available to ordinary shareholders—

S TEPOME. o vevreieie ettt ere st st te e esa e en e $ 395,951 $ (576,135) $ 506,352
Net income (loss) available to ordinary shareholders— ’

PrO-TOIMNA .o iiiieese ettt e e s $ 342,160 $ (615,868) $ 481,560
Basic eamings (loss) per ordinary share and ordinary share

EqUIVAIENt —aS FEPOMEA ..vvveevveeeere e $ 292 $ (455 $ 4.07
Basic eamings (loss) per ordinary share and ordinary share

EqUIVAlBNT — PrO-TOMI&...cvivvivveciceeies et $ 252 $§ (486) $ 3.87
Diluted eamings (loss) per ordinary share and ordinary share

equivalent —as reported ........cveveeieceeecene e e $ 288 $ (4.55) §$ 4.08
Diluted earnings (loss) per ordinary share and ordinary share

eqUIVAlENt —PrO-fOMMA.....oeeoiieei et reeen s e $ 249 ¢ (486) $ 3.83

The Company plans to record stock option expense for options granted subsequent to January 1,
2003 in accordance with transition guidance provided by FAS 148.

Employee Share Purchase Plan

“The Employee Share Purchase Plan (the “ESPP”) was approved by the shareholders of the Company
on May 10, 2002. The ESPP is administered by a committee which consists of members of the
Compensation Committee of the Company’s Board of Directors. The ESPP has two offering periods a year
with the first period commencing on July 1, 2002. All employees are eligible to participate in the ESPP
provided they have been employed by the Company at least orie month prior to the start of the offering
period and they do not hold more than 5% of the Company’s total stock, including stock acquired in the
current period. Employees can invest up to 20% of their total monthly cash compensation towards the
purchase of the Company’s shares up to a total market value of U.S. $25,000. The total number of shares
purchased in any offering period cannot exceed 1,000 shares. Employees who enroll in the ESPP may
purchase the Company’s shares at a 15% discount on the lesser of the market price at the beginning or at
the end of the six months. Once purchased, employees can sell or transfer their shares to someone else’s
name only during an Open Trading Window. Participants in the ESPP are eligible to receive dividends on the
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19. Share Capital (continued)

Company’s shares. A total of 1,255,000 ordinary shares may be issued under the ESPP. The number of
share issued at December 31, 2002 was 47,399.

(d) FAS 123 Pro Forma Disclosure

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:

2002 2001 2000
DIVIdENd VIBIG ...ecvieiiir et 2.00% 2.26% 3.58%
Risk free iNterest rate.......ccoviieeviieeeee e e 4.58% 4.65% 5.04%
Expected VOIRIIY ..ot 30.9% 26.01% 25.77%
EXPECted IVES c..evvveie e 5.0 years 5.0 years 7.5 years

Total stock based compensation expensed, which related to amortization of restricted stock, was
$14.3 million, $10.4 million and $9.5 milfion in 2002, 2001 and 2000, respectively.

(e) Options
Following is a summary of stock options and related activity:

(U.S. dollars in thousands, except per share amounts)

2002 2001 2000
Average Average Average
Number of Exercise Numberof  Exercise Number of Exercise
Shares Price Shares Price Shares Price

Outstanding —beginning of year 9,194,132 $ 61.10 8,163,017 $ 51.09 10,282,723 $ 46.50
Granted.....ccoceeiveiieiien et 3,460,149 $ 9236 3,089,999 $§ 79.42 579,852 $ 4995
EXercised .......oveevvveeevieeerier e (1,010,849) $ 5117 (1,943,966) § 47.61 (2,515,774 $ 31.48
Cancelled......oveeiiieiiecne (445,366) $ 71.07 (1149180 § 66.26 (183,784)$  61.80
Outstanding—end of year ......... 11,198,066 $ 71.31 9,194,132 § 61.10 8,163,017 $ 51.09
Options exercisable........ccocverveennnine 6,068,326 5,021,748 5,034,693
Options available for grant............... 10,451,872 * 5,915,430 * 9,004,918 *

*  Available for grant includes shares that may be granted as either stock options or restricted stock.
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19. Share Capital (continued)

The following table summarizes information about the Company’s stock options (including stock
appreciation rights) for options outstanding as of December 31, 2002:

Options Qutstanding Options Exercisable
Average
Remaining .
Range of Exercise Number of Average Contractual  Number of Average
Prices Options Exercise Price Life Options Exercise Price
$18.75-327.46(1) .ooiiveeen 142,954 $ 2163 1.4 years 142,954 $ 21.63
$28.97 - $43.25(2) oo, 975,155 $ 37.38 3.2vyears 965,555 $ 37.33
$44.00 - 36469 ..ccviceciiriernenn 3,028,922 $ 5287 58years 2,891,998 $ 52.94
$66.50 - $96.56 ....creevreiririiriierrne 7,051,035 § 84.92 8.2years 2,067,819 $ 78.10
$18.75 - $96.56.....cccceeiiereiinnn, 11,198,066 $ 71.31 7.1 years 6,068,326 $ 58.27

(1) Includes 25,732 options outstanding and exercisable, with an average exercise price of $23.85 that
have no expiration date. These options are not included in the calculation of the average remaining
contractual life.

(2) Includes 22,779 options outstanding and exercisable, with an average exercise price of $37.23 that
have no expiration date. These options are not included in the calculation of the average remaining
contractual fife.

() Voting

The Company’s Articles of Association restrict the voting power of any person to less than
approximately 10% of total voting power.

(g) Share Rights Plan

Rights to purchase Class A ordinary shares (“the Rights”) were distributed as a dividend at the rate of
one Right for each Class A ordinary share held of record as of the close of business on October 31, 1998.
Each Right entitles holders of Class A ordinary shares to buy one ordinary share at an exercise price of $350.
The Rights would be exercisable, and would detach from the Class A ordinary shares, only if a person or
group were to acquire 20% or more of the Company’s outstanding Class A ordinary shares, or were to
announce a tender or exchange offer that, if consummated, would result in a person or group beneficially
owning 20% or more of Class A ordinary shares. Upon a person or group without prior approval of the Board
acquiring 20% or more of Class A ordinary shares, each Right would entitle the holder (other than such an
acquiring person or group) to purchase Class A ordinary shares (or, in certain circumstances, Class A
ordinary shares of the acquiring person) with a value of twice the Rights exercise price upon payment of the
Rights exercise price. The Company will be entitled to redeem the Rights at $0.01 per Right at any time until
the close of business on the tenth day after the Rights become exercisable. The Rights will expire at the
close of business on September 30, 2008, and do not have a fair value. The Company has reserved
119,073,878 Class A ordinary shares being authorized and unissued for issue upon exercise of Rights.

20. Retirement Pians

The Company maintains both defined contribution and defined benefit retirement plans, which vary for
each subsidiary. Plan assets are invested principally in equity securities and fixed maturities.
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20. Retirement Plans (continued)

The Company has a qualified defined contribution plan which is managed extemally and whereby
employees and the Company contribute a certain percentage of the employee’s gross salary into the plan
each month. The Company’s contribution generally vests over 5 years. The Company’s expenses for its
qualified contributory defined contribution retirement plans were $22.2 million, $9.7 mitlion and $7.4 million in
the years ended December 31, 2002, 2001 and 2000, respectively.

A qualified non-contributory defined benefit pension plan exists to cover substantially all its U.S.
employees. This plan also includes a non-qualified supplemental defined benefit plan designed to
compensate individuals to the extent their benefits under the Company’s qualified plan are curtailed due to
Internal Revenue Code limitations. Benefits are based on years of service and compensation, as defined in
the plan, during the highest consecutive three years of the employee’s last ten years of employment. Under
these plans, the Company’s policy is to make 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. The projected benefit obligation, accumulated benefit obligation and fair value of
the assets for this plan with accumulated benefit obligations in excess of plan assets were $20.3 million,
$20.3 million and $11.6 million, respectively, as of December 31, 2002, and $24.9 million, $15.1 milion and
$12.4 million, respectively, as of December 31, 2001.

In the first quarter of 2002, the Company curtailed its qualified non-contributory defined beneftt plan.
Under the terms of the curtailment, eligible employees will not eam additional defined benefits for future
services. However, future service may be counted toward vesting of benefits which accumulated based on
past service. The Company recognized a benefit of $9.9 million associated with this curtailment gain.

Pension benefits and retirement plans in relation to the Winterthur International acquisition are subject
to transition provisions in the Sale and Purchase Agreement. Under these plans, employees accrue benefits
based on years of credited service, average compensation and age. The pension obligation under these
arrangements will continue with the seller until contractual terms are satisfied and the liability under a GAAP
basis has been guantified and agreed between the Company and the seller, at which point all Winterthur
Intemational employees will be covered under a Company plan. Definition of various contractual rights and
obligations and valuation of the plans are expected to be completed in 2003. The seller will provide the
assets to fund the pension liability. It is not believed that adoption of these plans will have a significant effect
on the results of operations, financial position and liquidity of the Company.
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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 were as follows:

(U.S. dollars in thousands)

Before Tax Tax Expense Net of Tax

Amount (Benefit) Amount

Year Ended December 31, 2002:
Unrealized gains (losses) on investments:

Unrealized losses arising during Year...........cccccevveeeveiiviceeennne $ 157,473 § 3,261 3 154,212

Less reclassification for gains {losses) realized in income......... _{214,160) 22,335 (236,495)
Net unrealized gains (losses) on INVeStMENtS.....cocvveveevirireene 371,633 (19,074) 390,707
Foreign currency translation adjustments .........cococveeevennnee. 6,689 (431) 7,120
Change in accumulated other comprehensive income (oss) ...... $ 378,322 $ (19,505) $ 397,827
Year Ended December 31, 2001:
Unrealized gains (Josses) on investments:

Unrealized losses anising during Year............cecueveemvevvreeennns $(1680,201) $ 9,576 $(169,777)

Less reclassification for gains {losses) realized in income......... (93,237) 5,536 (98,773)
Net unrealized losses on iNvestMents......cccccocvvee e (66,964) 4,040 (71,004)
Foreign currency translation adjustments .......cccocvveennenvicennenne (31,882) 5,415 (37,297)
Change in accumulated other comprehensive [0Ss..................... $ (98,846) $ 9455 $(108,301)
Year Ended December 31, 2000:
Unrealized gains (losses) on investments:

Unrealized gains arising during Year ........ccccovveevvreeevieereeennen, $ (82,362) $ (21,980) $ (60,382)

Less reclassification for gains realized in income ...........ccc..... 45,090 (12,849) 57,939
Net unrealized losses on iNVestMeNtS......ccccvvveennirevccsiniee e, (127,452) (9,131) (118,321)
Foreign currency translation adjustments ........cccceeceeveeieeeeineennes (5,600) 102 {5,702
Change in accumulated other comprehensive 10Ss..................... $(133,052) $ (9,029) $(124,023)

22. Contributed Surplus

Under the laws of the Cayman Islands, the use of the Company’s contributed surplus is restricted to
the issue of fully paid shares (i.e. stock dividend or stock split) and the payment of any premium on the
repurchase of ordinary shares.

23. Dividends

In 2002, four regular quarterly dividends were paid at $0.47 per share to ordinary shareholders of
record as of February 4, May 28, August 5 and December 2.

In 2002, the Company paid dividends of $8.6 million to Series A and Series B preference shareholders.

In 2001, four regular quarterly dividends were paid at $0.46 per share to ordinary shareholders of
record of February 15, May 25, August 15 and November 30.

In 2000, four regular quarterly dividends were paid at $0.45 per share to ordinary shareholders of
record of February 15, May 25, August 15 and November 15.
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24. Taxation

The Company is not subject to any taxes in the Cayman lslands on either income or capital gains
under current Cayman law. The Company has received an undertaking that the Company will be exempted
from Cayman Islands income or capital gains taxes until June 2018 in the event of any such taxes being
imposed.

The Company’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
Exernpted Undertakings Tax Protection Act of 1966, and Amended Act of 1987.

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 Intemal Revenue Code and Regulations
thereunder, Should the U.S. subsidiaries pay a dividend to the Company, withholding taxes will apply.

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

The income tax provisions for the years ended December 31, 2002, 2001 and 2000 are as follows:
(U.S. dollars in thousands)

Year Ended December 31

2002 2001 2000

Current Expense (Benefit):

USe oot eese e es et et eee e $ 988 $ 5398 $ (3,175)

NONULS. e e e 3,521 16,506 8,612
Total CUITENt BXPENSE....coie et err et e $ 45090 $ 21904 $ 5,437
Deferred Expense (Benefit):

U S e e e e b e $ (2,949) $ (69,384) $ (53,338)

NOM U-S. oo eeee e eees e eee et e ees e s s s s s 21,087  (142,434) (8,455)
Total deferred expense (Benefit).......ccvevieeinec e, $ 18,138 $(211,818) $ (61,793)

Total Tax Expense (Benefit)..........c.cccc oo $ 20647 $(189,914) $ (56,356)

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. Reconciliation of
the difference between the provision for income taxes and the expected tax provision at the weighted
average tax rate for the years December 31, 2002 and 2001 is provided below:

(U.S. doliars in thousands)

Year Ended December 31

2002 2001
Expected tax provision at weighted average rate.....oocvevveeiincee e $ 23,835 % (215563)
Permanent differences:
Non taxable minority interests ...c.c.oovv v (7,624) _
Tax-exempt iINVESIMENT INCOME .oovvvvcvviiiiicie e eere (5,470) (8,964)
Prior year adiustmentS. ... e e e : 454 -
FOr@IgN tAXES... ittt ettt et se et s e (1,139) _
Valuation alloWanCE . ......vvvvieereiei et v e 10,874 39,700
GOOAWIN ...ttt e et - 691
1O (2= S U US PP 1,717 (5,778
Total tax expense (DENEit) ........cccevriiie e $ 22,647 $ (189,914)
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24. Taxation {(continued)

Significant components of the Company’s deferred tax assets and liabilities as of December 31, 2002
and 2001 were as follows:

(U.S. dollars in thousands)

2002 2001
Deferred Tax Asset:
Net unpaid loss reserve discount $ 57,258  $ 121,846
Net uneamed premiums 36,411 23,674
Compensation liabilities 5,181 8,232
Net operating losses 295,986 277,969
Currency translation adjustments 2,438 2,187
Alterative minimum tax credits 14,259 12,997
Investment adjustments 11,552 4514
Capital foss carryforward — 1,890
Foreign tax credit carryforward - 2,508
Deferred acquisition costs — 4,714
Other 2,246 16,372
Deferred tax asset, gross of valuation allowance 425,331 477,003
Valuation allowance foreign tax credit 50,674 ' 39,700
Deferred tax asset, net of valuation allowance 374,757 437,303
Deferred Tax Liability:
Net unrealized appreciation on investments 28,446 2,686
Deferred acquisition costs 22,059 —
Other 3,628 15,395
Deferred tax liability 54,133 18,081
Net Deferred Tax Asset 3 320,624 $ 419,222

The valuation allowance of $50.5 million at December 31, 2002 relates to net operating loss
carry-forwards that may not be realized within a reasonable period. The valuation allowance of $39.7 million
at December 31, 2001 relates to net operating loss carry-forwards that may not be realized within a
reasonable period and foreign tax credits that may expire before being realized. The deferred tax asset and
valuation allowance for the U.S. foreign tax credits which expired in 2002 were eliminated in the current year.
Management believes it is more likely than not that the tax benefit of the remaining net deferred tax assets
will be realized. U.S. net operating loss carryforwards at December 31, 2002 were approximately $199.5
milion and will expire in future years through 2021. As at December 31, 2002, net operating loss
carryforwards in the UK. were $570.0 million and have no expiration.

Shareholders' equity at December 31, 2002 and 2001 reflected tax benefits of $3.7 million and $9.1
million, respectively, related to compensation expense deductions for stock options exercised for one of the
Compary’s U.S. subsidiaries.




XL CAPITAL LTD
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS {(CONTINUED)

25. Statutory Financial Data

The Company’s ability to pay dividends is subject to certain regulatory restrictions on the payment of
dividends by its subsidiaries. The payment of such dividends is limited by applicable laws and statutory
requirements of the various countries the Company operates in, including Bermuda, the U.S. and the UK,
among others. Statutory capital and surplus as reported to relevant reguiatory authorities for the principal
operating subsidiaries of the Company was as follows:

(U.S. dollars in thousands)

Bermuda U.S. U.K., Europe and Other
December 31 December 31 December 31
2002 2001 2002 2001 2002 2001

Required statutory capital and
SUMIUS ©oviree e ciee e $ 2,212,993 $1,208,968 $ 138,813 $ 121,000 $ 104,594 $ 87,144
Actual statutory capital and surplus  $ 5,110,050 $3,578,807 $1,163,184 $ 639,422 $ 553317 $ 449,449

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

Except as noted below, there are no statutory restrictions on the payment of dividends from retained
eamings by any of the Company’s subsidiaries as applicable minimum levels of solvency and liquidity have
been met and all regulatory requirements and licensing rules complied with. At December 31, 2002 and
2001, XL. Re America, one of the Company’s subsidiaries, had a statutory eamed deficit and is restricted
from making a dividend distribution at this time by the New York Insurance Department. At December 31,
2002 and 2001, XL Insurance Company Limited (previously known as Winterthur Intemational Insurance
Company Limited) had a statutory eamed deficit and is restricted from making a dividend distribution at this
time under U.K. Company law.

26. Earnings Per Share
The following table sets forth the computation of basic and diluted earnings per share:
(U.S. dollars in thousands, except per share amounts)

Year Ended December 31

2002 2001 2000
Basic Earnings (Loss) Per Ordinary Share:

Net income (Joss) available to ordinary shareholders $ 39595 $(576,135) $ 506,352
Weighted average ordinary shares outstanding 135,636 126,676 124,503
Basic eamings (loss) per ordinary share $ 292 $§ (455 $ 4.07
Diluted Earnings {Loss) Per Ordinary Share:

Net income (loss) available to ordinary shareholders $ 39595 $(576,135 $ 506,352
Weighted average ordinary shares outstanding basic 135,636 126,676 124,503
Average stock options outstanding (1) (2) 1,752 — 1,194
Weighted average ordinary shares outstanding diluted 137,388 126,676 125,697
Dituted eamnings (loss) per ordinary share $ 288 $ (455 8 4.03

(1) Net of shares repurchased under the treasury stock method.

(2) Average stock options of 2,007 outstanding for the year ended December 31, 2001 have been
excluded where these were anti-dilutive to the loss per ordinary share.
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XL CAPITAL LTD
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (CONTINUED)

27. Related Party Transactions

On December 31, 2002, the Company entered into an agreement with Annuity and Life Reinsurance,
Ltd.(“ALRE"), a subsidiary of Annuity and Life Re (Holdings), Ltd. (“ANR"), pursuant to which the Company
assumed certain blocks of life reinsurance business. The Company has an investment in ANR that is
accounted for as an affiliate. Under the agreement, the Company has assumed five blocks of life reinsurance
business from ALRE and entered into a 50% quota share reinsurance contract with ALRE with respect to
four of those blocks of business that the Company believes were all on “arms length” terms. As
consideration for the novation of the five blocks of business from ALRE, the Company made a payment of
approximately $44.0 million. As consideration for the 50% quota share reinsurance contract, the Company
received a ceding commission of approximately $26.0 milion. In connection with the transferred blocks of
business, ALRE also transferred to the Company approximately $66.0 million in assets and refated future
policy benefit reserves. The 50% quota share reinsurance contract is structured as a modified coinsurance
arrangement, as such, the Company recorded a liability for the funds withheld in reinsurance balances
payable on the balance sheet in the amount of $25.0 million.

28. Subsequent Events

On February 25, 2003, the Company entered into $300.0 million of commercial paper based credit
facilities. The proceeds of the advances were used to fund a trust account, collateralizing the Company’s
reinsurance obligations of a subsidiary. The Company expects that it will increase these facilities to $500.0
million later in 2003.

The Company entered into a new $100 million fetter of credit facility in January 2003.




XL CAPITAL LTD
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (CONTINUED)

29. Unaudited Quarterly Financial Data

The following is a summary of the unaudited quarterly financial data for 2002 and 2001:

(U.S. dollars in thousands, except per share amounts)

First Second Third Fourth
Quarter Quarter Quarter Quarter
2002

Net premiums eamed - general operations (1)  $1,025,522 $1,047,044 $ 1,361,598 $ 1,532,654
Net premiums eamed - life operations ............. 39,193 10,497 786,383 186,919
Underwriting profit {loss) — general operations (1) 91,749 (68,946) 142,408 104,815
Net income (loss) available to ordinary

Shareholders ..o 89,493 (91,748) 184,067 214,139
Net income (loss) per ordinary share and

ordinary share equivalent — basic .................. 0.66 (0.68) 1.36 1.58
Net income (loss) per ordinary share and

ordinary share equivalent - diluted ................ 0.65 (0.68) 1.34 1.56

2001

Net premiums earned — general operations....... $ 542,154 $ 640,984 $ 700,343 $ 884,052
Net premiums earmed - life operations ............. - — 46,247 649,348
Underwriting profit (loss) — general operations .. 29,436 41,803 (939,101) (233,137}
Net inCome (10SS)....covveeeieeeeiee e 218,929 128,606 (840,032) (83,638)
Net income {loss) per ordinary share and

ordinary share equivalent — basic ................. 1.76 1.03 (6.70) (0.64)
Net income (loss) per ordinary share and

ordinary share equivalent - diluted ................ 1.73 1.01 (6.70) 0.64)

(1) Certain reclassifications have been made relating to the Company’s change in presentation of credit default swaps and weather

and energy derivatives. There was no effect on net income from this change in presentation.

ML cAPITAL

ANNUAL REPORY 2002




XL CAPITAL LTD
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (CONTINUED)

29. Unaudited Quarterly Financiai Data (continued)

In the second quarter of 2002, the Company recorded net losses and loss expenses incurred of
approximately $200.0 million related to the September 11 event. The Company also recorded net realized
losses on investments of $110.0 million.

Results for the third quarter of 2002 included a large life contract consisting of a U.K. portfolio of
annuities. This contract increased net premiums earned and claims and policy benefits by $762.7 million and
$776.8 million respectively in the fourth quarter of 2002.

In the fourth quarter of 2002, the Company incurred adverse loss development of $215 million of its
casualty reinsurance business written in 1997 through (and including) 2000 and asbestos losses for business
written prior to 1985, This was partially offset by decreases in estimates for losses related to this business
written in 1985 through 1996 and decreases in the Company’s high excess casualty lines.

In the third quarter of 2001, the Company recorded net losses of approximately $795.9 million after tax
due to the September 11 event.

In the fourth quarter of 2001, the Company wrcte a large contract of European annuities for $549.3
million of net premium eamed and policy benefits. In addition, the Company incurred adverse loss
development of its casualty reinsurance business written prior to 1999 of approximately $140.0 million
after-tax, and losses related to certain other events, including the bankruptcy of Enron Corp., American
Airlines Flight 587 and several large European property losses.

CHANGES IN AND DISAGREEMENTS WiTH ACCOUNTANTS ON ACCOUNTING AND
FINANCIAL DISCLOSURE

There have been no changes in or any disagreements with accountants regarding accounting and
financial disclosure within the twenty-four months ending December 31, 2002.




REPORT OF INDEPENDENT ACCOUNTANTS

To the Board of Directors and
Shareholders of XL Capital Ltd:

In our opinion, the accompanying consolidated balance sheets, the related consolidated statements of
income and comprehensive income, of shareholders’ equity and of cash flows present fairly, in all material
respects, the financial position of XL Capital Lid and its subsidiaries at December 31, 2002 and 2001, and
the results of their operations and their cash flows for each of the three years in the pericd ended December
31, 2002, in conformity with accounting principles generally accepted in the United States of America. In
addition, in our opinion, the financial statement schedules listed in ltem 15(a) of this Form 10-K present fairly,
in all material respects, the information set forth therein when read in conjunction with the related
consolidated financial statements. These financial statements and financial statement schedules are the
responsibility of the Company’s management; our responsibility is to express an opinion on these financial
statements and financial statement schedules based on our audits. We conducted our audits of these
statements in accordance with auditing standards generally accepted in the United States of America, which
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 Note 5 to the consolidated financial statements, the Company changed its method of
accounting for goodwill and intangible assets in 2002, upon adoption of Statement of Financial Accounting
Standard No. 142, Goodwill and Other Intangible Assets as of the effective date of January 1, 2002.

‘@MW e’

PRICEWATERHOUSECOCPERS LLP

New York, New York
February 11, 2003
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CERTIFICATION
OF CHIEF EXECUTIVE OFFICER

XL CAPITAL LTD

Pursuant to section 302 of the Sarbanes-Oxley Act of 2002
(Chapter 63, Title 18 U.S.C.5S.1350(A) and (B})

1, Brian M. O'Hara, certify that:

1. lhave reviewed this annual report on Form 10-K of XL Capital Lid;

2. Based on my knowledge, this annual report does not contain any untrue statement of a material
fact or omit to state a material fact necessary to make the statements made, in light of the
circumstances under which such statements were made, not misleading with respect to the
period covered by this annual report;

3. Based on my knowledge, the financial statements, and other financial information included in this
annual report, fairly present in all material respects the financial condition, results of operations
and cash flows of the registrant as of, and for, the periods presented in this annual report;

4.  The registrant’s other certifying officers and [ are responsible for establishing and maintaining
disclosure controls and procedures (as defined in Exchange Act Rules 13a-14 and 15d-14) for
the registrant and have:

a) designed such disclosure controls and procedures to ensure that material information
relating to the registrant, including its consolidated subsidiaries, is made known to us by
others within those entities, particularly during the period in which this annual report is being
prepared;

b) evaluated the effectiveness of the registrant’s disclosure controls and procedures as of a
date within 80 days prior to the filing date of this annual report {the “Evaluation Date”); and

)

c) presented in this annual report our conclusions about the effectiveness of the disclosure
controls and procedures based on our evaluation as of the Evaluation Date;

5.  The registrant’s other certifying officers and | have disclosed, based on our most recent
evaluation, 1o the registrant’s auditors and the audit committee of registrant’s board of directors
(or persons performing the equivalent functions):

a) all significant deficiencies in the design or operation of internal controls which could
adversely affect the registrant’s ability to record, process, summarize and report financial
data and have identified for the registrant’s auditors any material weaknesses in intemal
controls; and

b) any fraud, whether or not material, that involves management or other employees who have
a significant role in the registrant’s intemal controls; and

6. The registrant’s other certifying officers and | have indicated in this annual report whether there
were significant changes in intemal controls or in other factors that could significantly affect intemal
controls subsequent to the date of our most recent evaluation, including any corrective actions
with regard to significant deficiencies and material weaknesses.

Dated: March 28, 2003 M E

Brian M. O’Hara
President and Chief Executive Officer




CERTIFICATION
OF CHIEF FINANCIAL OFFICER

XL CAPITAL LTD

Pursuant to section 302 of the Sarbanes-Oxley Act of 2002
{Chapter 63, Title 18 U.S.C.SS.1350(A) and (B))

I, Jerry de St. Paer, certify that:

1. I have reviewed this annual report on Form 10-K of XL Capital Ltd;

2. Based on my knowledge, this annual report does not contain any untrue statement of a material
fact or omit to state a material fact necessary to make the statements made, in light of the
circumstances under which such statements were made, not misleading with respect to the
period covered by this annual report;

3.  Based on my knowledge, the financial statements, and other financial information included in this
annual report, fairly present in all material respects the financial condition, resufts of operations
and cash flows of the registrant as of, and for, the periods presented in this annual report;

4. The registrant’s other certifying officers and | are responsible for establishing and maintaining
disclosure controls and procedures (as defined in Exchange Act Rules 13a-14 and 15d-14) for
the registrant and have:

a) designed such disclosure controls and procedures to ensure that material information
relating to the registrant, including its consolidated subsidiaries, is made known to us by
others within those entities, particularly during the period in which this annual report is being
prepared;

b) evaluated the effectiveness of the registrant’s disclosure controls and procedures as of a
date within 90 days prior to the filing date of this annual report (the “Evaluation Date”); and

¢) presented in this annual report our conclusions about the effectiveness of the disclosure
controls and procedures based on our evaluation as of the Evaluation Date;

5. The registrant’s other certifying officers and | have disclosed, based on our most recent
evaluation, 1o the registrant’s auditors and the audit committee of registrant’s board of directors
(or persons performing the equivalent functions):

a) all significant deficiencies in the design or operation of intemal controls which could
adversely affect the registrant’s ability to record, process, summarize and report financial
data and have identified for the registrant's auditors any material weaknesses in internal
controls; and

b) any fraud, whether or not material, that involves management or other employees who have
a significant role in the registrant’s intemal controls; and

8.  The registrant’s other certifying officers and | have indicated in this annual report whether there
were significant changes in intermal controls or in other factors that could significantly affect
internal controls subsequent to the date of our most recent evaluation, including any corrective
actions with regard to significant deficiencies and material weaknesses.

Jerry de St. Paer
Executive Vice President and Chief Financial Officer

Dated: March 28, 2003
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CHAIRMAN'S LETTER

Commitment to good corporate governance and ethics is at the core of every great company.

Since inception, XL Capital Ltd has been totally committed to the principles of excellence in corporate

governance and ethics. This commitment is evidenced by the following practices that are in place at XL

Capital - many of which have been long-standing policies:

A Board of Directors with the majority of the directors being independent of management.
Chief Executive Officer serving separately from the Chairman of the Board.

An Audit Committee, Compensation Committee and Nominating and Governance Committee

comprised solely of independent directors.
A Code of Business Conduct and Ethics.

A Ccede of Ethics for Financial Officers.
Pubtished Corporate Governance Principles.

Published Charters for Nominating and Governance, Compensation, Audit and Finance

Committees of the Board.

A set of Corporate Values — Ethics, Excellence, Respect, Development and Teamwork —

communicated to all employees worldwide. .

An Audit and a Finance Commitiee comprised of financially literate directors with exiensive

experience.

A Board of Directors that meets in executive session at each meeting without the CEO or other

members of management present.
Board Committees that meet periodically without management present.

An annual evaluation of the performance of the Board of Directors and the Committees of the
Board.

An orientation plan for new directors.
A solid commitment to transparency in financial reporting.

A solid company-wide commitment to the long-term creation of shareholder value.

The Board of Directors and | remain focused on XL continuing to build shareholder value over the long-term

based on a solid framework of fundamental strength — our capital base and talented people — combined

with a concrete reputation of excellence in corporate governance and quality in the global marketplace.

Michael P. Esposito, Jr

Chairman of the Board
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BOARD OF DIRECTORS & ADVISORY COUNCIL

Ronald L. Bornhuetter
Dale Comey

Sir F. Brian Corby™

Michael P. Esposito, Jr
Robert R. Glauber

Paul E. Jeanbart

John Loudon
Brian M. O’'Hara

Robert S. Parker

Cyril E. Rance, vgg, /P
Alan Z. Senter

John T. Thornton

Ellen E. Thrower

John W. Weiser

Advisory Council

fan R. Heap

COMMITTEES OF THE BOARD:

*  Retiring May 2003
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Former Chairman, NAC Re Corporation
Former Executive Vice President of I[TT Corporation

Former Chairman of the Board of The Brockbank
Group, plc and Prudential Corporation plc

Chairman, XL Capital Ltd
President and Chief Executive Officer, NASD

Chief Executive Officer, The Rolaco Group of
Companies

Chairman, Caneminster Limited
President and Chief Executive Officer, XL Capital Ltd

Dean Emeritus and The Robert S. Parker
Chaired Professor of The McDonough School of
Business at Georgetown University

Retired Insurance Executive
Chairman, Senter Associates

Former Executive Vice President and Financial
Executive, Wells Fargo & Co.

Executive Director of The School of Risk
Management, Insurance & Actuarial Science,
St. John’s University

Chairman, The Graduate Theological Union (Berkeley)

Former Chairman of XL Capital Ltd

Audit

Compensation

Nominating and Corporate Governance
Finance




CORPORATE OFFICERS

Brian M. O'Hara

Nicholas M. Brown, Jr

Jerry M. de St. Paer

Paul S. Giordano

Christopher V. Greetham

Fiona E. Luck

Robert R. Lusardi

Henry C. V. Keeling

Willi Suter

Clive R. Tobin

Gavin R. Arton
Anthony E, Beale
Trevor A. Brookes
Paut Dowden
Henry T. French, Jr
Kirstin M. Gould
Claude LeBlanc
Michael A. Siese

David B. Walsh

President and Chief Executive Officer

Executive Vice President and
Chief Executive of Insurance Operations

Executive Vice President,
Chief Financial Officer and Assistant Secretary

Executive Vice President,
General Counsel and Secretary

Executive Vice President and Chief Investment Officer

Executive Vice President,
Group Operations and Assistant Secretary

Executive Vice President and Chief Executive of
Financial Products and Services

Executive Vice President and Chief Executive of
Reinsurance Operaticns

Executive Vice President,
International Strategic Development

Executive Vice President and Chief Executive Officer
of XL Insurance Global Risk

Senior Vice President, Investor Relations Officer
Senior Vice President, Human Resources

Senior Vice President, Internal Audit

Senior Vice President, Group Underwriting Risk Officer
Senior Vice President, Associate General Counsel
Senior Vice President, Asscciate General Counsel
Senior Vice President, Financial Advisor

Senior Vice President, Controller

Senior Vice President, Chief Credit Officer
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CORPORATE INFORMATION

Annual Meeting

Common Stock Data

Transfer Agent

Form 10-K

Auditors

Legal Counsel

Registered Office

XL Capital Lid

The annual meeting of Shareholders of XL Capital Ltd will be held on
Friday, May 9, 2003 at the Company's Head Office, XL House, One
Bermudiana Road, Hamilton, Bermuda at 8:30 a.m. local time.

The Company’s common stock, $0.01 par value, was first listed on the
New York Stock Exchange on July 19, 1991 under the symbol XL.

The following table sets forth the high, low, and closing sales prices per share
of the Company’s Ordinary Shares, as reported on the New York Stock
Exchange Composite Tape for the four fiscal quarters of 2002 and 2001.

2002 2001
High tow Close High Low  Close
$ $ $ $ $ $
1st Quarter 97.11 86.05 93.35 87.50 67.60 76.07
2nd Quarter 97.38 82,70 84.70 83.60 ©67.18 82.10
3rd Quarter 83.03 61.00 73.50 83.00 62.00 79.00
4th Quarter 83.23 70.88 77.26 96.12 79.50 91.36

As of December 31, 2002, the approximate number of record holders of

Ordinary Shares was 804,

Mellon Investor Services, 85 Challenger Road, Richfield Park, New Jersey
07660, U.S.A. Shareholders can call into Mellon’s Communication Center
at 1-800-756-3353 or 1-201-323-8660 or via the Internet at www.mellon-

investor.com.

Form 10-K is filed with the Securities and Exchange Commission. Copies
are available without charge by writing to Investor Relations, XL Capital
Ltd, PO. Box HM 2245, Hamilton HM JX, Bermuda.

PricewaterhouseCoopers LLP, 1177 Avenue of the Americas, New York,
NY 10019-6013, U.S.A.

Hunter & Hunter, The Hunt Law Building, PO. Box 190 GT, Grand

Cayman, Cayman Islands.
Cahill Gordon & Reindel, Eighty Pine Street, New York, NY 10005, U.S.A.

C/0O Hunter & Hunter, The Hunt Law Building, P.O. Box 190 GT, Grand

Cayman, Cayman Islands.

XL House, One Bermudiana Road, Hamilton HM 11, Bermuda
Telephone: (441) 292-8515 Fax: (441) 292-5280
www . xlcapital.com

info@xl.bom




-HAMILTON HM™11

‘a
<
O
o
<

L2
£

G-
=)
=.

S
w,
w.
w

-

)

SXLCAPITAL LTD -




