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AFTER RECORD BREAKING OPERATING RESULTS IN 2006 AND 2007, BERMUDA (RE)INSURERS WERE FACED WITH A CHALLENGING YEAR IN 2008. HURRICANE IKE,
ONE OF THE COSTLIEST NATURAL CATASTROPHE EVENTS FOR THE GLOBAL REINSURANCE INDUSTRY, HIT THE TEXAS COAST IN THE THIRD QUARTER OF THE YEAR
AND CAUSED WIDESPREAD DAMAGE TO HOMES AND BUSINESSES. COMBINED WITH SMALLER US HURRICANE GUSTAV AND OTHER LARGE INSURANCE LOSSES, 2008
SAW MORE THAN ITS FAIR SHARE OF CATASTROPHE LOSSES. CATASTROPHE ACTIVITY, HOWEVER, WAS NOT THE MAIN STORY FOR 2008. SIMILAR TO OTHER INSURERS
AND REINSURERS WORLDWIDE, BERMUDA WRITERS SUFFERED DEEP LOSSES IN 2008 FROM A MORE UNEXPECTED SOURCE: THEIR INVESTMENT PORTFOLIOS.

WITH AN UNPRECEDENTED LEVEL OF TURMOIL IN THE CAPITAL MARKETS AND A DEEPENING RECESSION GRIPPING MOST ECONOMIES IN THE WORLD, GLOBAL
INSURERS AND REINSURERS’ LARGE INVESTMENT PORTFOLIOS EXPERIENCED SIGNIFICANT REALIZED AND UNREALIZED LOSSES IN 2008 AS A RESULT OF FALLING
EQUITY MARKETS, WIDENING CREDIT SPREADS, AND INCREASED DEFAULTS ACROSS SEVERAL INVESTED ASSET CLASSES. THESE LOSSES DWARFED THOSE INCURRED
FROM CATASTROPHE ACTIVITY DURING THE YEAR. BERMUDA WAS NOT IMMUNE TO THIS CRISIS, WITH COMPANIES PARTICIPATING IN OUR SURVEY REPORTING $13
BILLION IN AGGREGATE REALIZED AND UNREALIZED INVESTMENT LOSSES DURING 2008. THIS, IN TURN, LED TO A 159% CONTRACTION IN AGGREGATE CAPITAL AND
SURPLUS FOR THE GROUP AT YEAR-END 2008, COMPARED TO 2007.

As MUCH AS 2008 WAS A YEAR MOST COMPANIES WOULD LIKE TO FORGET, CHALLENGES ABOUND FOR 2009. THE US AND MANY OTHER WORLD ECONOMIES ARE
EXPECTED TO HAVE A BUMPY YEAR, WITH SIGNIFICANT RECESSIONARY FORCES STILL AT PLAY. THE CAPITAL MARKETS REMAIN VOLATILE, [&~

THE BERMUDA TOP 10

BY CAPITAL AND SURPLUS ($ 000s)  BY PREMIUMS EARNED ($ 000s)

ACE Limited 14,445,572
XL Capital Ltd 6,615,233
AXIS Capital Holdings Limited 4,461,041
PartnerRe Ltd. 4,199,108
Arch Capital Group Ltd. 3,432,965
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XL Capital Ltd 5,990,251
PartnerRe Ltd. 3,928,024
Arch Capital Group Ltd. 2,845,454
AXIS Capital Holdings Limited 2,687,181
Catlin Group Limited 2,596,041
Everest Reinsurance (Bermuda), Ltd. 2,312,653
Endurance Specialty Holdings Ltd. 1,766,485
Hiscox Ltd 1,763,087
Aspen Insurance Holdings Ltd. 1,702,000

Aspen Insurance Holdings Ltd. 2,779,000
Catlin Group Limited 2,469,235
Allied World Assurance Company Holdings, Ltd 2,416,862
0 Endurance Specialty Holdings Ltd. 2,207,283
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BY TOTAL ASSETS ($ 000s)  BY NET INCOME ($ 000s)

1 ACE Limited 72,057,169 1  ACE Limited 1,197,065
2 XL Capital Ltd 45,682,005 AXIS Capital Holdings Limited 387,376
3 PartnerRe Ltd. 16,279,320 Arch Capital Group Ltd. 265,122
4 Arch Capital Group Ltd. 14,616,545 Allied World Assurance Company Holdings, Ltd 183,635
5  AXIS Capital Holdings Limited 14,282,834 Hiscox Ltd 130,995
6 Catlin Group Limited 9,659,651 Tokio Millennium Re 126,627
7 Allied World Assurance Company Holdings, Ltd 9,072,079 Lancashire Insurance Company Limited 121,800
8 RenaissanceRe Holdings Ltd. 7,984,051 Aspen Insurance Holdings Ltd. 104,000
9  Aspen Insurance Holdings Ltd. 7,289,000 Endurance Specialty Holdings Ltd. 98,624
10 Endurance Specialty Holdings Ltd. 7,272,470 IPC Holdings, Ltd. 90,447
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leaving companies exposed to

companies’ financial flexibility.

(re)insurers are no exception, with 14 out of
the 17 publicly traded companies participating :
in our survey trading at less than book value -
at the end of February 2009. Beyond financial :
market-related concerns, the apparent increase -
in the frequency and severity of natural and :
man-made catastrophe losses over the past -
decade continues to expose Bermuda writers :
to potentially significant earnings and balance -

sheet volatility on a year-to-year basis.

Despite these factors, we believe Bermuda -
(re)insurers remain resilient and benefit from
a number of attributes that should help them -
navigate through the storm. For starters, writers -
on the island had entered 2008 from a position -
of strength. Their balance sheets benefited :
from substantial levels of excess capital built *
during the bonanza years of 2006 and 2007. -
Although a significant portion of this excess *
capital was absorbed by investment losses in -
2008, most Bermuda (re)insurers rated by
Standard & Poors continue to benefit, in our -
view, from strong to very strong levels of capital -
adequacy. Furthermore, the vast majority of -
these rated companies continue to enjoy strong
liquidity through a combination of very strong -
operating cash flows, significant amounts of
cash and other liquid invested assets on their -

balance sheets, little debt coming due over the

further
investment losses. Access to capital is still very
limited and valuations are down, reducing
Bermuda :

next 2-3 years, and large credit facilities which
don't expire for another 1-3 years.

Significant  improvements in

management capabilities over recent years are -
another positive factor. Bermuda management

teams’ ongoing focus on ERM helped the

sheet. Many Bermuda (re)insurers rated by :

Standard & Poors are considered to have

lead them toward strong ERM scores.

Return on Equity

Tokio Millennium Re
Lancashire Insurance
Company Limited
Hiscox Ltd.

AXIS Capital
Holdings Limited

Allied World Assurance
Company Holdings, Ltd

ACE Limited
Arch Capital Group Ltd.
Argo Group Ltd

IPC Holdings, Ltd.

Endurance Specialty
Holdings Ltd.

Percentages based on Return on Average Equity
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- moderate for most of these companies. This
. reflects the fact that many financial institutions

Additionally, the majority of Bermuda -
(re)insurers hold very high quality investment :
portfolios, with limited exposure to equities, -
hedge funds, or sub-prime. This is reflective :
of a conservative investment posture by many
management teams on the island geared :
towards minimizing risk on the investment
side as a means to temper volatility inherent :
in their business lines. This served to protect
the Bermuda market from potentially higher -
investment losses in 2008, and should similarly
. help mitigate investment losses in 2009.

and other corporations exposed to these lawsuits
have traditionally self-insured a significant
portion of their D&O exposure. In addition,
for reinsurers, potential D&O losses should be
turther mitigated by high retentions by primary
companies in this line over recent years.

Last, but definitely not least, the reversal
of softening pricing conditions on the
reinsurance sector has been one of the few
positive consequences of the large catastrophe
and investment losses incurred in 2008. The

- January 1, 2009 reinsurance renewal season saw
risk :

moderate price increases for US catastrophe-
exposed property risks (15%-30% premium
rate increases), while non-catastrophe exposed

- US risks and European property risks saw more
market remain strong in 2008, a year where :
losses came from both sides of the balance -

modest price improvements (in the 5%-15%
range for US non-cat property and single digit
increases for Europe). Casualty reinsurance did

* not see meaningful premium rate increases but
strong or excellent enterprise risk management :
capabilities (ERM), and many of those that
we view as having adequate ERM are making :
significant improvements that should eventually -
. in the global reinsurance markets to account

Similar to other global (re)insurers, Bermuda
writers will be exposed to potential losses from -
their Directors & Officers (D&O) liability
portfolios as a result of ongoing litigation related -
to the turmoil in the capital markets. However,
we expect the impact of these losses to be -
* Many reinsurance management teams expect
- pricing to improve further through the remainder

remained flat, ending the continued erosion in
pricing experienced in this segment since 2004.

Standard & Poors believes that further
improvements in premium rates are needed

for the significantly increased cost of capital
due to unfavorable capital market conditions,
the expectation of lower future returns on
investments (which could erode expected margins
for long-tail casualty business), and continued
high frequency and severity of catastrophe losses.

- of 2009. The expectation that pricing conditions
will continue to improve to support adequate
. margins is an important element in Standard &
- Poors stable outlook currently assigned to the
. global reinsurance industry. In the case of the US
- personal lines and commercial lines industries,
. continued premium rate deterioration (albeit at
a reduced rate in recent months) is a significant
. contributing factor to Standard & Poor’s negative
- outlook on these segments.

For Bermuda writers, the outlook on the US

insurance and reinsurance markets is important
. because US-sourced business continues to
* represent a meaningful 52% of total gross
. writings on the island. With most Bermuda
- players offering a combination of insurance
- and reinsurance products worldwide, how and
- where Bermuda management teams decide to
- allocate their risk exposures will no doubt have
implications for the prospective profitability of
- their books of business in 2009 and beyond.

HOW THE MARKET FARED

© After a decade of disappointing operating
- returns due to a combination of high frequency

Copyright © 2009 Bermudian Business / Deloitte.



and severity of catastrophe losses, loss reserve -
strengthening for prior years, and the soft cycle
for US casualty business in the late 1990s,
the Bermuda (re)insurance market seemed
poised to change this trend in 2006 and 2007. -
The combination of light catastrophe losses
and relative price adequacy for most lines of -
business contributed to a strong 20% average :
ROE for surveyed participants in 2007 and -
22% for 2006. 2008 broke this improving :
trend by producing a poor average ROE of - -
4%. It also brought the markets 5-year average :

ROE down to a disappointing 8%.

Contrary to prior years, the key problem :
with 2008 was not underwriting-related. In
fact, surveyed participants reported an average -
combined ratio of 90% in 2008 (based on a -
simple average calculation). Albeit higher than :
the 73% level in 2007, 2008 represented a :
relatively good underwriting performance year -

vis-a-vis high catastrophe losses.

The markets investment performance, on -
the other hand, was the worst ever experienced :
by (re)insurers on the island. Not only did -
participants in our survey report unprecedented :
$5 billion in realized investment losses during -
the year, but unrealized losses were even larger :
at another $8 billion. Combined, these losses
served to erase $4 billion in underwriting gains :
for 2008 and were the main driver behind -
nearly a $12 billion drop in the markets :
aggregate capital and surplus base to $65 -

billion at year-end 2008.

A significant proportion of the unrealized
investment losses incurred by Bermuda writers
in 2008 (and some of their realized losses
as well) represented the widening of credit -
spreads in their large bond portfolios, rather :
than credit impairments. This is due to the :
high quality of most of these players’ large fixed
income portfolios (with significant investments
in high-grade fixed income securities), and :
the relatively limited amount of equities and -
other alternative investments. The overall high :
quality of the aggregate markets invested °
asset base raises the possibility that at some -
point in the future some investment losses
could be reversed. Because we believe most -
market participants have enough liquidity to
hold impaired securities until maturity, they -
may also recover some of their losses as
these securities are paid down. However, with
the capital markets still showing significant :
volatility at the time of writing this article, most
management teams on the island are drafting :
their 2009 budgets excluding the assumption -

of any significant investment recoveries.

Taking all these factors into consideration, -
it becomes clear to us that the -4% ROE :
reported by Bermuda players in 2008 is in fact

Copyright © 2009 Bermudian Business / Deloitte.
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a significant understatement of actual losses
incurred by these companies last year. This is
because GAAP net income (the nominator for
our GAAP ROE calculation) includes realized
investment gains/losses, but only captures :
unrealized investment losses for those Bermuda -
writers that have chosen to fully adopt fair :
value guidelines under FASB 159 (11 out of 24 -
surveyed participants). For the other writers, :
their unrealized investment losses are not part -
of net income but flow as a direct adjustment to :
these companies’ shareholders equity (which we

refer to as capital and surplus in this survey).

Given the accounting differences among -
Bermuda writers and the outsized importance -
of unrealized investment losses this year, the
best proxy for the markets performance in -
2008 was not its average ROE, but the 15%
reduction in aggregate capital and surplus -
reported by market participants. For the same :
reasons, net income comparisons across the -
market are less meaningful this year, as it :
includes unrealized investment losses for -
some companies but not others. Surveyed :
market participants reported an aggregate net -

loss of -$2 billion in 2008, compared to net

On a ‘comprehensive income’ basis, however,
(which normalizes all surveyed participants by
including unrealized losses for all companies),

Bermudas losses for 2008 were much deeper :

at an aggregate -$9 billion, effectively erasing
most gains from 2007,

was hands down the worst performing year
for Bermuda (re)insurers this decade, toppling
2005 and 2001, and placing further pressure

on management teams to demonstrate that

operating returns over the long run.

CONTINUED HIGH EXPOSURE TO
CATASTROPHES

With all the commotion in the global macro-
economic environment, 2008 went un-noticed

report, a significant number of natural and
man-made catastrophe losses in 2008 made it

with economic losses of $262 billion incurred
in 2005, the second costliest year.

Based on Swiss Res insured loss estimates,
2008 will also go on record as having generated -

one of the highest losses for property writers, at
an estimated $53 billion. Natural catastrophes
accounted for $45 billion of this total, with the
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- most important events consisting of Hurricane -

earnings of $12 billion in 2007, $12 billion Ike (at $20 billion in insured losses) and

in 2006, and a net loss of -$3 billion in 2005. : Hurricane Gustav ($4 billion). Man-made -
losses accounted for the balance at $8 billion,
- and included several large industrial fires and
. significant losses in the energy sector.

- Compared to 2005 insured losses, 2008 -
. does not look nearly as bad. In today’ dollars, : have hired or appointed Chief Risk Officers to
- Hurricanes Katrina, Rita, and Wilma cost the

Based on both comprehensive income and : global insurance and reinsurance marketplace

total reduction in capital and surplus, 2008 - close to $96 billion (with Katrina alone
. costing about $71 billion). However, one :
- should not miss the fact that 4 out of the last
. 8 years were high catastrophe loss years for
(re)insurers: 2001, 2004, 2005, and 2008. -
their business models can produce strong : Measured against a longer timeframe, it is
- also apparent that catastrophe events are -
. books of business by geography and product
* line, lowering their organizations’ dependence
- warming and its potential effect on the planet -
- and rising sea levels have captured increased
- attention by governments and individuals -

to many as a high catastrophe year. In fact, : alike. The future impact of climate change on °

according to Swiss Re Sigmas February 2009 - property writers around the world is uncertain,
. but is likely to increase earnings and balance :
- sheet volatility for these companies. With :
the costliest year ever based on total estimated : property and property catastrophe writings
economic losses of $269 billion. This compares © constituting half of the Bermuda markets
. aggregate gross premiums in 2008, companies
- on the island have much at stake.

Partially mitigating these concerns is the :
- increased focus by Bermuda management

. teams on reducing their aggregate exposures

- increasing in frequency and severity.

Over the past year, concerns related to global

“and improving catastrophe modeling and -
. risk management processes, particularly since

Total

From
Financing

2005. For a number of Bermuda writers,

- substantial losses from Hurricanes Katrina,

Rita, and Wilma exceeded their expectations
and exposed weaknesses in their processes.

- Following these events, Bermuda management
. teams took significant steps to improve and

formalize their risk management practices. Many

focus exclusively on risk management and risk

. mitigation at all levels of the organization.

Many of these companies have also made
efforts to diversify their books of business

- beyond property and short-tail writings.
. Among these are some of the newer players
- such as Validus, Ariel Re, and Flagstone, that
. have acquired Lloyds businesses. This has

effectively enabled them to broaden their

on property writings. The recently announced

- merger of IPCRe and Max Re is also expected

to produce a larger, more diversified company.
IPCRe is one of the last standing mono-line
property/catastrophe writers in Bermuda.
2008 offers perhaps an encouraging picture
to the extent that Bermuda players’ emphasis
on lowering their exposures in peak catastrophe

- zones such as Florida and Texas did pay off
. by reducing the impact of Hurricane Ike on
- their balance sheets. The market’s underwriting

performance deteriorated compared to 2007

- but was relatively benign, in our view, with
. surveyed participants reporting an average

combined ratio of 90% and aggregate

. underwriting gains of $4 billion at year-end
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